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Abstract 

Commercial property financing (CPF) offered by Islamic and conventional 

banks have been an issue of deliberation in the recent years due to interest 

rates fluctuations mostly during the economic crisis. Islam forbids relying on 

interest rates in all aspects of life including commercial property financing. 

Therefore, this study aims to identify the macroeconomic factors and financial 

factors that influence the financing of commercial property offered by Islamic 

banks (CPFi) and conventional banks (CPFc) in Malaysia during 2010: Q1-

2018: Q2. Using ARDL, ARDL-ECM, VDC, and IRF models, the short and 

long run relationship between macroeconomic factors and financial factors to 

commercial property financing in Malaysia was analyzed. Data were collected 

from BNM's monthly statistics bulletin, National Property Information Center, 

Department of Statistics Malaysia, and International Monetary Fund. The 

findings show that in the long run, the conventional financing affected by 

changes in macroeconomic factors (IPI, REER and OPR). Unlike conventional 

financing, Islamic financing is deem stable because not affected by OPR 

changes. Surprisingly, both Islamic and conventional financing affected by 

interest rates (ALR) movement.  This study proposed rental rates as alternative 

to the interest based financing as it is determined based on the real value of the 

property and the physical properties of the property. The proposed rental rate 

is not only free of the interest rate elements but fair in price as it is based on 

the real value of the property. Empirical evidence shows rental rates are not 

affected by macroeconomic factors. Therefore, this study proposes 

policymakers to consider rental rates as a mechanism in determining CPF and 

eliminating interest-based financing. 

 

Keywords: commercial property financing, interest rates, rental rates, ARDL 
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Abstrak 

Pembiayaan hartanah komersil (CPF) yang ditawarkan oleh bank Islam dan 

konvensional telah menjadi isu perbincangan disebabkan turun naik kadar 

faedah terutama semasa krisis ekonomi. Islam mengharamkan riba dalam 

semua aspek kehidupan termasuklah dalam pembiayaan hartanah komersil. 

Justeru, kajian ini bertujuan untuk mengenal pasti faktor makroekonomi dan 

faktor kewangan yang mempengaruhi pembiayaan hartanah komersil dalam 

jangka pendek dan jangka panjang yang ditawarkan oleh bank-bank Islam 

(CPFi) serta bank-bank konvensional (CPFc) di Malaysia dalam tempoh 2010: 

Q1-2018: Q2. Dengan menggunakan ARDL, model ARDL-ECM, VDC, dan 

IRF, hubungan antara faktor makroekonomi dan faktor kewangan terhadap 

tingkah laku pembiayaan hartanah komersil di Malaysia dianalisis. Data 

dikumpulkan dari buletin statistik bulanan BNM, Pusat Maklumat Harta 

Nasional, Jabatan Statistik Malaysia, dan Tabung Kewangan Antarabangsa. 

Hasil kajian mendapati pembiayaan hartanah komersil mempunyai hubungan 

jangkapanjang dengan factor makroekonomi (IPI, REER and OPR). Tidak 

seperti bank konvensional, bank-bank islam terlihat stabil kerana tidak 

dipengaruhi oleh OPR. Walaubagaimanapun, kedua-dua bank islam dan 

konvensional dipengaruhi oleh kadar faedah (ALR).  Kajian ini menyumbang 

kepada literatur sedia ada dengan membandingkan pembiayaan hartanah 

komersil yang ditawarkan oleh bank Islam dan konvensional di Malaysia 

terhadap pergerakan kadar faedah. Di samping itu, kajian ini mencadangkan 

kadar sewa digunapakai dalam CPFc dan CPFi kerana kadar sewa ditentukan 

berdasar kepada nilai sebenar harta dan ciri-ciri fizikal hartanah. Kadar sewa 

yang dicadangkan bukan sahaja bebas daripada unsur riba malah adil dari segi 

harga kerana ia berdasarkan nilai sebenar harta itu. Menariknya, kadar sewa 

tidak dipengaruhi oleh faktor makroekonomi. Ini menunjukkan kadar sewa 

berpotensi sebagai alternatif kepada kadar faedah yang biasanya ditentukan 

secara arbitrari. Justeru, kajian ini mencadangkan kepada pembuat dasar untuk 

mempertimbangkan kadar sewa sebagai suatu mekanisme dalam penentuan 

CPF dan menghapuskan pembiayaan berasaskan faedah. 

Kata Kunci: Pembiayaan hartanah komersil, kadar faedah, kadar sewa, 

ARDL 
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CHAPTER ONE 

INTRODUCTION  

1.1 Introduction  

Malaysia is one of the developing countries highly involved in commercial 

property sectors. Malaysia has started to boost its commercial property1 

developments since 2000s which construction sectors in Malaysia grew at of 

5.9% supported by the growth in commercial property sectors -1.2% as 

compared to residential only -3.8% has been on increasing trend for the last 

four years (2013: 10.9%, 2014: 11.6%, 2015: 12.1 %, 2016: 10.3%) 

(Department of Statistics Malaysia, 2016).   

 

There are two important reasons why commercial property financing is worth 

investigates on the Islamic perspectives (i) financing is permissible but 

interest- based financing is prohibited in Islam as stated in Qur’an [2:275]. (ii) 

Maqasid shari’ah of preservation and protection of faith, self, intellect, 

posterity and wealth emphasis on muamalat that gives maslahah (public 

interest) and avoid mafsadah (prevent harm). The maslahah of the commercial 

property financing is to have the permissible financing that is totally free from 

prohibited interest (mafsadah).   

 

                                                 
1 commercial property is the property used by individuals or non-individuals for commercial 

purposes 
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In conventional perspective, commercial property financing is less risky. It is 

because the risks are shifted to the lenders and the value appreciated 

(Olszewski, 2012) (iv) interest payments can be subtracted from taxable 

incomes (tax shield), thus make this form of financing cheaper. Third is 

financial leverage (use of debt to acquire orther assets). Last but not least, 

faster creation of a diversified portfolio. Real estate is one of the most 

diversified portfolios to be invested in since this market is less risky as 

compared to other assets. The real estate is more diversified than the other 

assets in the way that investing in real estate could hedge from unsystematic 

risks because of the existence of assets portfolio across many investors. In 

addition, the appreciation value of the real estate makes the investment worth 

(Eichholtz, 1996). The growing demand in commercial property leads to the 

increased demand of commercial property financing. However, sometimes 

imbalance demand and supply of commercial property financing create more 

oversupply of commercial property (Ling, Almeida, Shukri, & Sze, 2017).    

 

Therefore, the significant role of banks to real estate sectors is as highlighted 

by Dato’ Dr. Daud Bakar, contemporary Islamic Finance scholar, “the role of 

Islamic banks is to promote the real economic sectors by linking the real 

economic sectors to the customers through providing shari’ah compliance 

financing” (Bakar, 2017). To date, commercial property financing is exposed 

to interest rate risks as Malaysia practices dual banking system and 
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liberalization in economy. Liberalization of the Malaysian economy began 

after the announcement by the former Prime Minister of Malaysia, Dato’ Seri 

Najib Tun Abdul Razak on 27 April 2009 (Department of Statistics Malaysia, 

2016a).  

Liberalization leads to an increase in the international trade and financial 

accessibility among property buyers locally and globally. In the meantime, the 

real economic activity is also expected to grow when it  implements open 

economy (Department of Statistics Malaysia, 2016a). In addition, 

liberalization also exposes Islamic banks to the interest rate risks when highly 

competitive market environment exists between Islamic and conventional 

banks (Warde, 2000). Nevertheless, liberalization in the financial sector also 

leads to credit expansion2 (Davis & Zhu, 2004). Excessive credit expansion 

however related to financial imbalances whereby the total debt is bigger than 

the output (Bean, 2003). In addition, excessive credit expansion expose banks 

into financial fragility (Allen & Gale, 2000; E.P. Davis & Zhu, 2004). Credit 

expansion in the late 1990’s in Sweden led to a property boom3. However, 

excessive credit expansions without asset price booms will not affect financial 

imbalances (Claudio Borio & Lowe, 2004).  In Malaysian case, significant 

expansion of credit is found in the period between 2013: Q2 and 2016: Q4 

followed by asset price booms (Ferlito,2018).  

                                                 
2 Increases amount of financing available for individual or corporate entities. It happens when 

central banks supply unlimited amount of money to purchase debt from government or banks.  
3 Rapid increase in the market price of real property such as commercial property reaches 

unsustainable levels and then declines. 
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As far as Islamic bank is concerned, even though Islamic banking in Malaysia 

has been implementing the concept of ijarah in Musharakah Mutanaqisah, but 

the true concept of ijarah that has been detailed out in Bank Negara Malaysia 

(2014) has not been applied by Islamic banks. The evidence is shown in the 

studies by Mohd Sollehudin et al. (2011) when true equity sharing between 

banks and customers does not exist in property financing.  

 

According to Islamic finance, financing itself is not allowed to be an income 

generating activity unless it is combined with some real economic activities 

and involves taking the requisite risks associated with it (Ngadimon, 2008; 

Rahman, Ahmad, Naim, & Bahaman, 2016). Therefore, this study is designed 

to bridge the gap by emphasis on ijarah ala’ manfaah concept which is free 

from interest rates and less risky (commercial property act as collateral) and 

links the real economic activity to the commercial property financing in 

Malaysia.  

 

Despite Islam prohibits activities that involve riba, gharar, and maysir. The 

riba-based transaction is still occurring. Moreover, the practice of Shari’ah 

concept in the Islamic banking system should also be based on the true 

shari’ah concept, not only uses different terms regardless of the real spirit of 

Islamic concepts.  Hence, as an Islamic financial hub, Malaysia needs to 

promote an alternative to the interest-based commercial property financing. 
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From the issues of credit expansions, asset price booms, and interest rates 

fluctuations, this study attempts to empirically investigate the linkages 

between those variables in Malaysian environment of commercial property 

financing due to less empirical research on the unresolved issues. Later on, 

this study will add some new knowledge to academicians, economists and 

policy makers in enhancing the development of commercial property side by 

side with the commercial property financing in near future. 

1.2 Commercial Property in Malaysia 

The largest commercial property sectors are located at four states in Malaysia 

namely Selangor, Johor, Pulau Pinang and Wilayah Persekutuan Kuala 

Lumpur (WPKL) (National Property Information Centre (NAPIC), 2013). 

WPKL covers the area of 243 KM2 constituting of 1.79 million populations. 

WPKL is an attractive place which has plenty of shopping complexes 

surrounding the population here (DOSM, 2016). In Selangor, the population is 

6.3 million covering an area of 7930 KM2. Selangor is located on the right and 

west of Peninsular Malaysia and bounded with Perak in the north; Pahang in 

the east; Negeri Sembilan in the south; and Straits of Malacca in the west 

(DOSM, 2016).  

 

In addition, Iskandar Malaysia, Johor Bharu also records highly demanded 

commercial property sectors. The demand is represented by an increase in 
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transaction value of its commercial property amounting up to RM 146 billion 

in 2014, triple times as compared to RM 11.6 billion in 2011 (Williams & 

Wong, 2015). Furthermore, Pulau Pinang with an estimated population around 

1.7 million in 2016 increases to 1.77 million in 2019, with the area of 1049 

KM2 and most of the areas are constituted of commercial property sectors of 

retails, hotels, and offices (Department of Statistics Malaysia, 2019). The first 

and second Penang Bridges also boost property developments on both landing 

sites of the bridges. 

 

In Malaysia, commercial property rental growth is determined by Purpose 

Built Office Rental Index (PBO-RI). This index represents the rental 

performance of commercial property in Malaysia (NAPIC, 2012). PBO-RI 

WPKL comprises of four areas of commercial property namely Kuala Lumpur 

City Centre/ Golden Triangle (KLCC-GT), Central Business Districts (CBD), 

Within City Centre (WCC) and Suburban (NAPIC, 2012b).  Figure 1.1 shows 

Purpose-Built Office Rental Index (PBO-RI) for WPKL, Selangor, Pulau 

Pinang and Johor Bharu continue growing with an increasing trend from 2010 

to 2018.  
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Figure 1.1 

PBORI for WPKL, Selangor, Pulau Pinang and Johor Bharu from 2010: Q1 to 

2018: Q2 

Figure 1.1 illustrates the trends on rental growth in WPKL, Selangor, Pulau 

Pinang and Johor Bharu from the years 2010 to 2018. This indicates the 

upward trend on rental growth of commercial property sectors. The increase in 

PBO-RI was due to the supply of commercial property in KLCC-GT and 

WCC grew sharply in 2013 by 10.7% and 12% respectively (Valuation and 

Property Services Department, 2013).  Selangor is the state of commercial 

property where it (14.5%) recorded the second highest commercial property 

supply after Johor Bharu (27.6%) in 2014 as reported in NAPIC (2015). 



Universlti Utara Malaysia 

 

8 

 

1.2.1 Rules and Regulations 

Malaysia applied pro-active approach of sha’riah governance model whereby 

regulatory-based approach is vital in strengthening shari’ah governance 

(Hasan, 2010). Islamic banks categorized under the civil law because it is 

considered as the term “finance” under the Federal Constitution (Hasan, 

2010).  All the issues pertaining to Islamic banking will be hear under the 

high-court in commercial division known as “muamalah bench”(Hasan, 2010). 

Commercial property financing in Malaysia was bonded under several rules 

and regulation by authorities such as Islamic Banking Act 1983, Banking and 

Financial Institutions Act 1989 (BAFIA), Housing Development Act 1966 

(HDA), Islamic Financial Services Act 2013 (IFSA) established and updated 

in 2017 (Hasan, 2010; Laldin & Furqani, 2018). All these act are designed to 

ensure the fairness among banking system, developers and property buyers.  

The following Figure 1.2 summarizes development of banking rules and 

regulation in Malaysia. 
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Figure 1.2  

Development of banking rules and regulations in Malaysia 
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Based on Figure 1.2, the first Islamic bank regulation established was Islamic 

Banking Act 1983. This act aims to ensure the conduct of full-fledge Islamic 

Banking are shari’ah compliant. This act makes sure that every Islamic bank 

should have shari’ah advisory and to ensure the Islamic banks follow the 

shari’ah law (Laldin & Furqani, 2018).  AAOIFI, IFSB and BNM discussed 

details on shari’ah audit and shari’ah review and importance of shari’ah 

supervisory board (Kasim, Nuhtay, & Salman, 2013) 

1.3 Commercial Property and Commercial Property Financing 

Economists have defined commercial property in various ways. Denise L. 

Evans, adjunct professor for real estate at the University of Alabama and 

William Evans an active real estate developer defined commercial property as 

“The property designed for use as offices, retail spaces, or wholesales, 

hospitality, or similar uses. Commercial property comprises of apartments or 

multifamily, offices, retails and industrials” (Realty Mogul, 2016). In 

Malaysia, commercial properties include purpose-built offices, shopping 

complexes and shops (Valuation & Property Services Department Ministry of 

Finance Malaysia, 2005).   

Commercial properties often rely on bank lending or bank financing as they 

need large capitals as to operate their businesses. In general, bank lending is 

used as measure of total banks’ loans. There are several arguments on whether 

bank lending or bank financing is more appropriate to be used.   
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There are some scholars that highlight the importance of having different 

terminologies for Islamic (financing) and conventional (loan). Hanif (2011) 

and Samad (2004) used commercial financing to refer to Islamic financing. 

Islamic financing is all types of financing including commercial and 

residential financing. The commercial property financing offered by Islamic 

banks (CPFi) is the financing provided by Islamic banks to the commercial 

sectors adhering to the specific Islamic concepts such as Bay’ Bithaman Ajil 

(deferred payment sale), Al-ijarah Thumma Al-bay’ (hire purchase), Murabaha 

(cost plus), Ijarah (leasing), Istisna’(contract manufacturing), Musyarakah 

(equity financing), and Mudharabah (profit sharing) [Rosly (1999), Abu Bakar 

(2014), Mohd Ariffin, Kassim, and Abdul Razak (2015)]. 

Nonetheless, some scholars have agreed that bank lending is used regardless 

on financing from Islamic or conventional banks. Commercial property 

lending represents conventional counterpart which is based on interest rates. 

This is based on the argument by some researchers that the commercial 

property lending represents the conventional loan given to borrowers relying 

on certain interest rates  [(Dunstan & Skilling, 2015; Haakon Solheim, 2014; 

Samad, 2004; Samad & Hassan, 1999; Zulkhibri, 2013)].  

 

Another views of some scholars also agreed to use commercial property 

financing regardless on financing from Islamic or conventional banks. Saft et 

al., (2011) defined commercial property financing as the financing given by 
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conventional or Islamic banks (commercial banks, investment banks and to the 

business entities for the specific purposes of owning commercial properties. 

According to Glickman (2014), commercial property financing is the 

permanent loans that are available for commercial properties of all types, 

including office buildings, shopping centers, warehouses, and industrial spaces 

as well as more esoteric property types such as health care facilities and 

biotech research labs. Karim and Karim (2017), use Islamic and conventional 

bank financing. The term financing is used to ensure consistency in order to 

smooth the reading process. 

 

Generally, commercial property is a real estate that produces some sorts of 

income-producing property. In other words, commercial property is the 

property used by individuals or non-individuals for commercial purposes. In 

this research, the types of commercial property used follow the Valuation and 

Property Service Department of Malaysia. Commercial property often depends 

on Islamic and conventional banks to finance its operations.  

This study follows Karim and Karim (2017) by using the term financing to 

represent both commercial property financing offered by conventional and 

Islamic banks to assist readers focus. These two types of financing are totally 

different where Islamic teaching emphasizes on the prohibition of interests 

(riba), gharar, and maysir but conventional counterpart gets their margins or 
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profits based on interests (Riba), gharar, and maysir, as their main elements in 

financing.  

1.4 Justification of the Study 

This study in commercial property financing is worth investigating due to 

several reasons. Firstly, this study provides alternative to the interest rate in 

commercial property financing.  The alternative to interest rates are vital due 

to serve the ultimate goal of shari’ah (Maqasid shari’ah4). There are 5 

important elements in Maqasid shari’ah which encourage human well-being 

through protection and enrichment of faith (din), human self (nafs), intellect 

(‘aql), posterity (nasl) and wealth (mal).  

As commercial property financing is concerned, it is the ultimate objective of 

shari’ah to protect and to ensure justice in property management in various 

types of transaction mainly throught equity- based financing that rely on real 

economic activities (Mydin Meera et al., 2012) and fair and transparent 

financial practice (Laldin & Furqani, 2013) In other word, The shari’ah in 

Islamic finance therefore promotes permissible activities (halal) to promote 

public interest (maslahah) and reject the prohibited activities (haram) to 

prevent harm (mafsadah)(Mydin Meera et al., 2012). Maslahah in commercial 

property financing are providing facilities to own commercial property, 

                                                 
4 Maqasid shari’ah is the ways guided by Allah that involves relationship between man to 

Allah and man to man by emphasis on the maslahah (human interest).   
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protection against prohibited elements in conventional banks. growing wealth 

mostly for Muslim, help Muslims to conduct Islamic businesses  and to uplift 

the conditions of ummah to a better position (Schoon, 2007). 

Secondly, this study reaffirmed the previous theories that links interest rates 

such as OPR and ALR (interest rate theory, financial intermediation theory, 

cost of borrowing theory), macroeconomic ie: IPI and REER (business cycle 

theory), commercial property price (real estate cycle theory, asset price cycle) 

and transaction value (mortgage lending value approach theory) as well as RR 

(rental rate that underpinned by Maqasid shari’ah, prohibition of interest 

(riba), ijarah, and ijarah ‘ala manfaah concept) to commercial property 

financing offered by Islamic and conventional bank in Malaysia. 

There are various studies that suggesting solution to the interest based 

financing, but all the studies are conducted in residential financing such as 

Mohd Yusof, Kassim, Majid and Hamid (2011) Yusof, Mahfudz, Arif, and 

Ahmad (2016) which highlight the importance of rental rates in home 

financing. The need of stable rates like rental rates in financing were 

suggested in Mohd. Yusof, Bahlous, and Haniffa (2016); and Yusof et al. 

(2016). However, the drawbacks of rental rates such as bias in term of 

valuation of property, and most of the rental depend on the changes in 

macroeconomic factors that manipulative and uncertain in nature (Yusof et al., 

2016). Therefore this study attempts to prove that rental rates is free from 
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interest rates and did not influence by the changes in macroeconomic factors 

as suggested in home financing (Yusof et al., 2016)  

As commercial property financing is concerned, most studies are conducted in 

the western countries and the variables used in the past studies centred around 

interest rates, GDP, and commercial property prices [See discussion in chapter 

2]. Therefore, this study departs from previous studies in the way that 

comparison between Islamic and conventional banks are highlighted. The 

comparison for Islamic banks are on the basis that following the guidelined 

from Quran, Hadith and following the Islamic law which highlighted the 

Shari’ah goals (Maqasid Shari’ah) in achieving human well-being. 

Meanwhile, conventional banks are discussed on the basis of past theories and 

how its contradiction to the Islamic law. In addition, it is relevance to the 

current issue on restricted financing as reported in BNM quarterly bulletin 

(Ling et al., 2017).  

1.5 Issues in Commercial Property Financing 

Malaysia is among the top 10 benchmarked countries on alternative financing 

that will benefit commercial property buyers who unable to get access to 

financing (Malay Mail, 2019; Shankar, 2019; The Malaysian Reserve, 2019a). 

This was due to Bank Negara Malaysia restricted financing to the commercial 

property sector by changing the OPR amidst increases in US interest rates 
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(WTW, 2019). Additionally, commercial property financing faces higher risk 

due to prolonged weaknesses in commercial property sector (The Malaysian 

Reserve, 2019b). This indicates by the greater incoming supply of commercial 

property (supply is 4.4 million sq ft per annum; demand 2.3 million sq ft per 

annum) and restricted financing that only increase marginally from 2.3% 

(2018) into 2.7% in 2019 (The Malaysian Reserve, 2019b).  Therefore, this 

study is motivated by increased issues on commercial property market booms 

and weaknesses of financial sectors.  

Private sectors financing (includes commercial property) raised through the 

banking system and capital market rebounded 15.5% to RM302.8 billion in 

the fourth quarter of 2013 as compared to third quarter (Q3 2013: -4.1%; 

RM260.6 billion) (Ministry of Finance Malaysia, 2013). However, the 

outstanding amount of commercial property financing increases from RM 

111.2 billion in 2017 to RM 117. 3 billion in 2018 (Ministry of Finance 

Malaysia, 2019). As in US case, the rise in interest rates, followed by the 

uncertain economic condition led a sudden increase in asset prices, and as a 

result, a rapid increase in policy interest rates (Global Economic Outlook, 

2015). Corporate financing in developing East Asian countries, such as China 

and Malaysia increase as GDP rises  as well as elevates  in many less dynamic 

economics, including Brazil, the Russian Federation, South Africa and Turkey 

(Global Economic Outlook, 2015).  
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Bank Negara Malaysia role’s in promoting monetary and financial stability is 

inevitable. As stated by Malaysia Central Bank, commercial property 

financing’s rates in Malaysia depend on changes in overnight policy rates 

(Bank Negara Malaysia, 2015). Several studies in Malaysia found that the 

bank financing depends on the interest rates movement (Ibrahim, 2006; Karim 

et al., 2006) such as base rate (BR), base financing rate (BFR) and lending rate 

(BLR), which all depend on the Overnight Policy Rate (OPR) (Karim et al., 

2006) determined by the Central Bank.  In addition, Ros Aniza and Abdul 

Rahman (1997) stated that the shari’ah principles are not the main concern of 

certain Islamic banks. Therefore, overnight policy rates (OPR) become a 

major discussion in this research as monetary policy rates used by Bank 

Negara Malaysia.  

Commercial property financing relies on the interest rates such as London 

Interbank Offered Rate (LIBOR), Kuala Lumpur Interbank Offered Rate 

(KLIBOR), Overnight Policy Rate (OPR), Base Lending Rate (BLR) and 

Based Financing Rate (BFR) imposed by Bank Negara Malaysia (Bank 

Negara Malaysia, 2019c; Mushtaq & Siddiqui, 2015). The interest rates’ 

fluctuation in commercial property financing is widely debated. For instance, 

the volatilities of interest rates’ fluctuation presented in Figure 1.3 brought 

into various perspectives among Islamic scholars. 
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Figure 1.3 

Interest Rates Movement in Malaysia 

Source: Bank Negara Malaysia, 2015b 

 

Figure 1.3 shows interest rates (BLR, ALR and OPR) movement in Malaysia. 

In the years 2007 and 2008 OPR depicted 25 basis points drop, the BLR 

remained around 6.6% but ALR followed the downward trends from 6.7% 

moving down to below than 6.5% in 2008. In case of economic downturn, 

Bank Negara Malaysia monetary policy decided to drop 75 basis points OPR 

drastically in 2009 due to ASEAN Financial Crisis (AFC). Similarly, ALR and 

BLR moved according to the changes in OPR. This was illustrated by the 

increase of 25 basis points in OPR, the BLR moved from 6.5% into 6.79%, 

ALR also moved from 5.2% into more than 5.5% in year 2014. This 

strengthen the finding by Ismail and Arshad (2010) that the Islamic banks 
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financing were priced directly off money market interest rates such as 

KLIBOR or LIBOR or the prevailing inter-bank fund rate.  

 

During the recovery phase in 2010, BR, BFR and OPR increased. OPR 

remained steady at the end of 2011 until the mid of 2014 as to gain attention 

from prospective commercial property buyers. Year 2014 was the period when 

government started implementing Goods and Services Taxes (GST), budget 

cuts, and increase interest rates until mid of 2016. Then, Bank Negara 

Malaysia started to peg the OPR at 3.0% in 2016 to encourage economic 

growth. Currently, the OPR increases to 3.25% in 2018 after the release of 

monetary policy statement on 5 September 2018 (Bank Negara Malaysia, 

2018b; Ministry of Finance Malaysia, 2019).  

 

As Malaysia aims to be an Islamic financial hub in 2020 (Bank Negara 

Malaysia, 2011b; Kana, 2019; Mohd. Yusof & Majid, 2008)  it is moving to 

enhance the role of commercial property financing offered by conventional 

and Islamic banks which act as financial intermediaries between developers, 

and investors, corporate entities, and commercial property managers. This is to 

ensure financial stability in the banking sectors is in line with shari’ah in 

every aspect especially muamalat transactions and ‘aqad (contracts). The 

financial stability is crucial for commercial property financing to survive.  
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Interest rates benchmark such as base lending rate (BLR), base financing rate 

(BFR) and base rate (BR) are used as the benchmarking indexes for the 

conventional and Islamic banks to give financing amount to property buyers. 

In addition, interest rates become the issue when banks’ interest rates are 

influenced by changes in Overnight Policy Rate (OPR). Plus, the changes in 

BR and 3-months KLIBOR are determined by Statutory Reserve Requirement 

(SRR) and the bank’s funding cost (Bank Negara Malaysia, 2015b). This 

Statutory Reserve Requirement (SRR) depends on the changes in US interest 

rates. Thus, the fluctuation of interest rates gives difficulties to the lenders in 

restructuring the transaction mechanism of commercial property financing 

(Saft et al., 2011). 

 

Islam prohibit interests (riba) in every aspects of life includes financing. 

However, most of the banking institutions relies on financial intermediation 

and cost of borrowing theories. Those theories states interest rates are the most 

important determinant of financing. As evidence, literatures shows interest 

rates still dominate Malaysian banking system directly and indirectly (Zainol 

& Kassim, 2012).  

 

According to Bank Negara Malaysia (2015c), Bank Negara Malaysia started 

to implement base rate (BR) which was determined by banks based on their 

efficiencies in financing activities beginning 2 January 2015. ). The BR was 



Universlti Utara Malaysia 

 

20 

 

implemented so that individual banks could establish their own rates based on 

bank’s benchmark cost of fund and Statutory Reserve Requirement (SRR) 

(Begum, 2017). However, In Malaysia, the commercial property financing is 

still determined by the BLR, BR is only applicable for home financing 

(Begum, 2017). Even though banks practice rigid risk management, the 

interest rates risks (which indicates exposure of bank’s financial condition to 

the movement in interest rates) (Basel Committee on Banking Supervision, 

2004) are still there because of reference rates used are interest rates or based 

on conventional framework (Ibrahim & Alam, 2017).  

 

Various ways to overcome interest-based financing have been suggested and 

implemented by Malaysian banks such as application on various Islamic 

principles and rely on rental index (Yusof et al., 2016). But, the application is 

only on the home financing and has not yet being applied to the commercial 

property sectors’ financing. For example, Commercial property financing of 

Axis REIT recorded an increment in 2013 because of high financing facility 

(4.38% of interest rates) compared to 2012 (4.58% interest rates). 50% of the 

Axis REIT financing come from Islamic revolving credit facilities and the 

remaining through Sukuk (Islamic bond) issuance (Axis REIT, 2013).  

 

In Islamic finance, the just, fair and equitable financing is major consideration 

among Islamic scholars because the actual owner of wealth is God, the human 
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only act as trustee to realise the objective of shari’ah in managing wealth 

(Chapra, 1990). Chapra (1990) define justice as “ an indispensable ingredient 

of the Islamic faith that it is impossible to conceive of an ideal Muslim society 

where justice has not been established. Islam wishes to eradicate from human 

society all traces of Zulm, which is a comprehensive Islamic term referring to 

all forms of inequity, injustice, exploitation, oppression and wrongdoing, 

whereby a person either deprives others of their rights or does not fulfil his 

obligations towards them.” The just, fair and equitable financing widely 

discussed in Malaysia, Middle East and Western countries context. Justice in 

Islamic banking could be achieved through abolition of riba (through riba-free 

or equity-based economy) as well as the moral uplift of individual (Chapra, 

1990).  

Al-Qur’an highlighted the importance of justice in all measures and value  

“And give full measure and weight with justice.” (al- Qur’ān, 6: 152) 

“So give full measure and weight without withholding from people what is 

theirs, and do not corrupt the world after its reform. This is better for you if 

you are believers.” (al-Qur’ān, 7: 85; see also 2:279, 11: 84-85, 17: 35 and 26: 

181) 

There are many attempts made by Islamic financial institutions to achieved 

justice in financing such as introducing indexation of quruud hasanah (Chapra, 
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1990) but it only suitable if the financing provided to the poor people because 

lenders only received the capital back. Therefore, the stability in value is not 

merely indexation but  price stability is important so that justice in financing 

(Chapra, 1990) 

As the just, fair, and equitable financing is concerned, rental rate that is 

underpinned by ijarah and ijarah ‘ala manfaah concept proposed in this study 

deem stable and emphasis justice.  This due to the fact that ijarah-based 

financing is one of the possible alternative to the interest- based commercial 

property financing because it has less risks exposures. This was due to the 

features of ijarah which are asset-backed, no default risks, and profit sharing 

ratios benefit both Islamic banks and property buyers. Therefore, ijarah-based 

financing is a better alternative to the interest-based financing (Abdullah & 

Al-Mubarak, 2015a). Hence, there is still a room of improvement when the 

issues of interest rate (Kamla & Alsoufi, 2015; Putriani & Prastowo, n.d.; The 

Star Online, 2019) have not being fully overcome and become a major interest 

of this thesis.  

Second issue, uncertain macroeconomic environment affects banks’ financing. 

There are dynamic linkages between commercial property sectors, banks and 

macroeconomic factors.  Uncertain economic conditions that best represent 

macroeconomic variables such as inflation and economic growth often expose 

commercial property financing (Global Economic Outlook, 2015). Interest 
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rates such as BLR  moved down to 6.71% in August 2019 as compared to 

6.91%% in august2018 due to the weaker  ringgit exchange rates(Bank Negara 

Malaysia, 2019c).  The stability of Malaysian economy encourages investment 

among property buyers. 

Interest rates are also the main economic indicators that influence the 

commercial property financing (Davis & Zhu, 2004). Interest rates volatilities 

could not be avoided because Malaysian ringgit has depreciated against USD 

(Axis REIT, 2013; Bank Negara Malaysia, 2015a; Ministry of Finance 

Malaysia, 2019). Hence, this situation leads to less liquidity to the banks 

(International Monetary Fund, 2015). In the less liquidity scenario, the bank 

increases its reserves and interest rates. Banks also do not easily release cash 

to the prospective property buyers.  

The third issues are excessive credit expansion and property price bubbles. 

Credit expansion is the aggregates lending to public and private sectors 

(Cobham, 1981). Credit expansion called for an increase in the amount of 

financing available for individuals or corporate entities. Sometimes, credit 

expansion is good because it could improve the financial investments among 

commercial property buyers. However, excessive credit expansions may lead 

to financial instability and crisis (Ibrahim & Shah, 2012; Reinhart & 

Kaminsky, 1999).  Evidence shows that excessive credit expansion in 2001 led 

to global Asian Financial Crisis (Financial stability and payment systems 

report, 2013). In the case of developed economics, Davis and Zhu (2004) 
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found out an increase in the amount of financing to existing buildings would 

rise the number of property demands and lead to property price upswing. 

Meanwhile, if banks give financing for new constructions, the property prices 

will move downward due to the increased supply of the building. 

 

There are several measurements used in measuring credit expansion. Financial 

stability and payment systems report (2013) measures credit expansion as the 

credit to GDP ratio (CTG) gap. Some studies such as Goh and Yong (2007); 

Ibrahim and Shah (2012) use total amount of real loans to represent behaviors 

of bank financing in Malaysia. Bank’s financing also could be measured as the 

amount the investors can borrow from the banks for property purchases (Davis 

& Zhu, 2004). Latest, Ibrahim and Rizvi (2017) analyzed the credit growth 

links to credit risks in Islamic and conventional banks. They measured credit 

growth or credit expansion as the logarithmic difference of gross loans. As 

remark, this study will use measurements for banks financing behavior as the 

total amount of loan following Goh and Yong (2007); Ibrahim and Shah 

(2012).   

Davis and Zhu (2004) investigated macroeconomic factors and lending 

attitudes to the changes in bank financing. Excessive credit expansion 

encouraged demand on commercial buildings. However, excessive credit 

expansion led to property price bubbles. In Norwegian banking industry, 

Gerdrup (2003) found that bank’s reserve decreased because of excessive 
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credit expansion. Excessive credit expansions, failure of large firms, and 

property market booms in Norway (1899), banks avoided financing 

commercial property sectors. As a result, many large firms could not survive 

or gain financing as to finish up their construction works. Credit expansion 

was always followed by loan losses in banks (Foos, Norden, & Weber, 2010; 

Keeton, 1999). Liang and Cao (2007) investigated the relationships between 

property prices and bank financing for the case of China. They found 

indirection causation running from bank financing to property prices, and that 

the causation ran interactively through the error correction term from bank 

lending, GDP and interest rate to property prices. 

There are various factors contributed to credit expansion. Excessive credit 

expansion occurs due to strong decline in interest rates, financial 

liberalization, and increased innovation and competition in the financial sector 

(Sirtaine & Skamnelos, 2007). In Malaysian commercial property financing 

case, the uncertain economic conditions with high inflation tend to increase 

the interest rates, thus lead to credit expansions (Figure 1.4). 
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Figure 1.4 

Credit Expansion Trend 2005 to 2015 

Source: International Monetary Fund, 2016 

 

Figure 1.4 shows credit expansions increased substantially in most emerging 

market economics, and dropped in 2015. For instance, prior to the GFC, the 

demand for commercial property is high due to low-interest rates. This 

scenario had increased the demand for commercial property financing. 

However, the demand of commercial property financing is less during slow 

economic growth as indicated in Figure 1.5.  



Universlti Utara Malaysia 

 

27 

 

 

Figure 1.5 

Commercial Property Transaction In Malaysia from 2006 to 2015 

Source: National Property Information Centre (NAPIC), 2015 

Figure 1.5 shows the trend of commercial property transaction in Malaysia 

during financial crisis and the period of recovery. During the crisis of GFC at 

2007 – 2008 showed slow demand similarly in 2013 when market interest 

rates hiked, investors or customers avoided buying commercial properties. 

There were 31,776 transactions worth RM26.4 billion recorded, down by 

10.6% in volume and 17.1% in value (National Property Information Centre, 

2015) 

 

The property market report recorded a slowdown of 10.9% in property 

transaction activities in 2013, (from 427,520 transactions in 2012 to 381,130 

in 2013) despite an increase in total value of transactions by 6.7% (up from 

RM142.84 billion in 2012 to RM152.37 billion in 2013). As at 1H 2014, the 
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property activity had resumed its growth trend with 193,405 transactions 

recorded (equivalent to a 3.3% growth compared with 1H 2013) with total 

transaction value of RM82.03 billion, i.e. an increase of 19.3% from 1H 2013. 

Transaction numbers for the whole year in 2014 is expected to reach between 

390,000 to 400,000 with total transaction value of approximately RM170.00 

billion (Rahim & Co., 2014).  

 

Figure 1.6 is designed to simplify the relations between transaction value and 

commercial property financing available to lend to the commercial property 

buyers from the first quarter 2010 to the second quarter of 2018. 

 

Figure 1.6 

Transaction Value relation to Commercial Property Financing 

Source: extracted from Bank Negara Malaysia Monthly Statistical Bulletin 

various issues  and various publications of NAPIC.  
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Both commercial property financing offered by conventional and Islamic 

banks are in the log form. Meanwhile, the transaction value is calculated using 

the specific formula and written in the index form. The graph illustrates the 

gradual increase in availability of commercial property financing across years. 

Credit expansion was high in conventional CPF from 2010: Q1 to 2010: Q4. 

Then, another credit expansion was in in 2015: Q4 until 2016: Q3. This was 

indicated by excessive amount of commercial property financing compared to 

the transaction value index. 

 

There are several studies in Malaysian banks financing (ie: Goh & Yong, 

2007; Ibrahim & Shah, 2012). Ibrahim and Shah (2012) examined 

interrelations between bank financing, macroeconomic conditions and 

financial uncertainties. They found that credit expansions had positive 

implications to real economic activities as well as financial uncertainties5. Goh 

and Yong (2007) investigated the determinant of credit expansions. They 

found that property prices positively contributed towards credit expansions.  

Although monetary tightening may moderate credit expansions (Gerlach & 

Peng, 2005). Goh and Yong (2007) found monetary tightening was not 

effective in reducing credit expansion in the banks.  During economic 

recession, there are sudden reductions of availability of financing from banks 

to property buyers.  

                                                 
5 Measured of stock market returns which is log of differences of the market index (KLCI)  
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Consequences of credit expansions are financial crisis in conventional banks. 

This section exposes readers to the linkages between financial imbalances, 

unstable finance and financial crisis. The definition of those importance 

terminologies are as followed: 

i. Financial imbalances 

Another issue faced by the banks regarding financing is financial imbalances. 

Borio and Lowe (2004) defined “financial imbalances” as the event of 

excessive credit expansions and large increases in property prices. In other 

words, financial imbalances are the event of excessive credit expansions and 

property bubbles happen concurrently. Among the contributing factors of 

financial imbalances are due to the unbalanced supply and demand of 

commercial properties. For instance, oversupply of commercial property in 

Malaysia tends to make commercial property financing approval becomes 

strict by managing bank’s underwriting and credit risks  (Ling et al., 2017). 

Another case of financial imbalances in Malaysian economy was in 2009 as 

reported by Bank Negara Malaysia (2011a), this financial imbalances occurred 

due to the low interest rates. Therefore, the MPC challenges are to increase the 

interest rates as well as to ensure stability in the economy. Hence, this research 

attempts to promotes the true Islamic concepts and later improve the economic 

growth in future. 
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ii. Financial instability 

Financial instability is the situation whereby many firms collapse and default, 

followed by a financial crisis. The consequences of financial instability are 

that the difficulties faced by lenders and property buyers in structuring the 

transaction during uncertain economic conditions and constantly changing the 

laws and regulations (Saft et al., 2011).  CPF is the main contribution of 

default during financial stability, followed by financial crisis (Olszewski, 

2012). 

iii. Financial crisis  

Financial crisis is caused by regulators who ignore the signs of economic 

depreciation (Levy, 2016), property prices bubbles (Allen & Gale, 2000), 

oversupply of commercial property and increase credit risks6 (Dunstan & 

Skilling, 2015).  For examples, property price bubbles in Japan, Norway, 

Finland and Sweden in 1980s caused severe financial crises in 1990 (Allen & 

Gale, 2000).  

 

There are three phases of property price bubbles. For the first phase, 

liberalization in the economy and property prices produced a dramatic increase 

together with credit expansions (Allen and Gale; 2000). In the second phase, 

property prices will bust after a certain period of time making all the asset 

prices fall and collapse. Then, the last phase is increased defaults of many 

                                                 
6 Cost of default. 
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firms who borrow at inflated prices. These were experienced by the Ducth 

Tulipmania, the South Sea Bubble in England, the Missisippi bubble in 

France, the Great Crash 1929 in United Kingdom, and Japan, Norway, Finland 

and Sweden (1980’s -1990’s).  Then it was followed by South East Asian 

economics like Indonesia, Malaysia, Thailand and South Korea (Allen & Gale, 

2000). In other words, property price bubbles occurred due to financial 

liberalization. In contrasts, some scholars believed that 2007 financial crisis 

was caused by excess financing (Bianco, 2008).  

Gerdrup (2003) studied the financial crisis in Norway. He found a strong 

causal link between financial fragility7 and banking crisis. The financial crisis 

was caused by financial imbalances and instability (Claudio Borio & Lowe, 

2004).   

 

Commercial property financing offered by conventional banks was much 

affected prior to Global Financial Crisis (GFC) in Sweden, Finland, Norway, 

and Japan in 2007 to 2008. GFC caused the commercial property prices, 

property construction, and financing being unstable (Dunstan & Skilling, 

2015).  

 

Rahman (2010) analyzed the impacts of financing structures on Islamic banks’ 

insolvency risks exposures. He found that an increase in the demand in Islamic 

                                                 
7 In his analysis, he measured financial fragility by using number of banks, banks’ balance 

sheet, asset prices, and non-financial sector indebtedness 
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financing may decreased insolvency risks. This happens in the way that the 

contracts in Islamic banks which adhere to shari’ah make the Islamic banks 

resist from any financial crisis elements. He discovered that increasing the 

stability of financing structures reduce risks in the short term, but not in the 

medium term.  

 

Interestingly, his findings showed that the level of insolvency risks exposures 

during the 1997 Asian financial crisis was lower as compared to subprime 

crisis (2008-2009). This happened when property buyers made refinancing via 

Islamic banks because of higher BLR during the crisis. This shows the 

stability of Islamic banking industry. 

 

Some argued that Islamic banks are not affected by the financial crisis. For 

instance, Kayed and  Hassan (2007) investigated how  the crisis and Islamic 

finance were interrelated. They found evidences that on conventional sides, 

global financial crisis (GFC) occurred due to extraordinary high liquidity, 

reckless lending practices, and the rapid pace of financial engineering making 

the complex financial instrument to transfer the risks. This argument is 

affirmed by the latest finding by Ibrahim and Rizvi (2017) that Islamic banks 

were not affected by future risks when analyzing the interactions between 

credit growth and credit risks during the crisis and at period of no crisis. 

Another factor of Islamic banks sustained reaction to the crisis is by following 
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the shari’ah guidelines such as avoidance of riba in any forms. Lastly, all 

activities in Islamic banks are free from riba(interest), gharar (uncertainty), 

and maysir (speculation).  Muslims are always reminded to invest only in 

permitted (halal) and leaving the forbidden (haram).  

 

The research on the behavior of commercial property financing is vital in 

enhancing financial stability as to avoid financial crisis which has experienced 

by emerging markets such as AFC (1997), GFC (2007-2008) and Euro Zone 

Crisis (End of 2009). Therefore, this study is motivated to enhance the roles of 

several alternatives to the interest-based commercial property financing in 

Malaysia. Therefore, this study also investigates the macroeconomic factors 

effects on commercial property financing behavior in Malaysia. There are four 

main issues highlighted in this study. The first issue is shari’ah issue on 

interest rates faced by CPFi specifically of Malaysian dual banking systems. 

The second issue is the uncertain economic conditions. The third issue is 

excessive credit expansions and property bubbles that occur in banks.  Last but 

not least is regarding the banks’ financial imbalances, financial stability and 

their links to financial crisis. 

1.6 Problem Statement 

The role of Islamic financial system in Malaysia should be enhanced through 

achieving global financial stability and strengthening the global economic 
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growth (Bank Negara Malaysia, 2011b). Therefore, Bank Negara Malaysia 

projects the financing based on Islamic principles to grow from 29% in 2010 

to account for 40% of total financing in 2020 (Bank Negara Malaysia, 2011b). 

However, statistical evidence shown in Bank Negara Quarterly Bulletin 2017 , 

commercial property financing providers being more cautious in give 

financing commercial sectors which only 5.1% from total financing (Ling et 

al., 2017). The rational of restrict financing is due to huge oversupply of 

commercial properties mainly in Klang Valley, Pulau Pinang and Johor.  The 

approval ratio dropped from 76% (1H 2008) to 41% (1H 2018), (BNM 

monthly statistical bulletin, 2018) 

 

Islamic finance should be strengthened via the role of Islamic banking system 

in ensuring their financing instruments are shari’ah-compliance and in line 

with Maqasid shari’ah. Despite the Islamic principle prohibits interest rates, 

the financing offered by Islamic banks are always being affected by interest 

rates risks. Less attention is given to all commercial property sectors 

especially in interest rates based financing whereby in Malaysia’s case, even 

Islamic banks refer to the BLR and BR that rely heavily on OPR (Kana, 2019).  

 

As evidence shows by The Star Online (2019), the monetary policy committee 

of Bank Negara Malaysia cuts OPR on 7 May 2019 from 3.25% to 3% might 

give greater impact for banks that highly implement floating rates such as 
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BIMB and Alliance Bank Malaysia Berhad (Kana, 2019). Statistics recorded 

in Bank Negara Malaysia monthly statistical bulletin whereby in 2019, the 

interest-based financing amount of commercial property increased only 

marginally by 0.69% to RM 173, 468.5 million from RM 172, 260.5 millionin 

the same quarter in 2018. (Bank Negara Malaysia Monthly Statistical Bulletin, 

2019). Similar to Islamic banks, the commercial property financing also 

recorded small increment from RM 45,305.6  million in 2018 to RM 49,673.5 

in the same quarter of 2019 (Bank Negara Malaysia Monthly Statistical 

Bulletin, 2019) 

 

The marginal increase of commercial property financing was due to the 

weaknesses in commercial property sector (The Malaysian Reserve, 2019b), 

as well as fluctuation in interest rates (Kana, 2019), and macroeconomic 

uncertainties (Bank Negara Malaysia, 2019a). 

 

As Malaysia’s aims to be  an International Islamic financial hub (Bank Negara 

Malaysia, 2019d; Kana, 2019; Mohd. Yusof & Majid, 2008) Malaysia’s 

government together with bankers as well as policy makers will sit together in 

promoting Islamic finance and economic growth worldwide through 

strengthening commercial property financing which is dominated by 70% of 

Muslim society (Department of Statistics Malaysia, 2019).  Besides, it is 

important to understand and explore the alternative to the interest-based 

financing mechanisms for commercial properties in order to achieve Maqasid 
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shari’ah especially on preservation of wealth. Moreover, alternative to the 

interest based financing is vital as Malaysia’s target to become a world class 

commercial center in 2020 (DBKL, n.d.), towards achieving ethical financial 

solutions (Bank Negara Malaysia, 2011b), as well as an international Islamic 

financial hub (Kana, 2019; Mohd. Yusof & Majid, 2008).   

 

To summarize, Malaysia’s banking system is facing interest rate risks, 

vulnerable to the uncertain economic conditions, the event of financial 

imbalances lead into the collapse of commercial property financing, and 

vulnerable to the financial crisis. Eventhoughan initiative had been taken by 

Bank Negara Malaysia when they decided to raise the OPR  in March, May 

and July 2010 in order to avoid financial imbalances8  and excess financing 

(Bank Negara Malaysia, 2011a), to cut OPR in May 2019. The fluctuation in 

interest rates may give great impact to the Islamic and conventional banks in 

Malaysia (Kana, 2019)The reliance on monetary policy interest rates (OPR) 

and cost of financing (ALR) is still inevitable, hence interest the researcher to 

investigates the links between interest rates to the commercial property 

financing. 

Therefore, some studies (Mahfudz, Ahmad, Mohd Yusof, Naim, & Ali, 2016; 

Mohd. Yusof et al., 2016; Mohd Yusof, Bahlous, Haniffa, & Mahfudz, 2015; 

Mohd Yusof et al., 2011)  highlights that the role of Islamic banks could  be 

                                                 
8 Financial imbalance is the event of higher credit expansion and property bubbles happens 

concurrently.  
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strengthened especially by having more viable rental rates that are free from 

interest rates and reflect the real economic activities so that they can help 

those in need of working capitals as to run their businesses. In addition, the 

evaluation of rental rate should not depend heavily on market price due to 

speculative elements and uncertainties in economic conditions (Yusof et al., 

2016). However, all the previous studies that suggests rental rates were 

conducted in home financing only. Hence, there is a room for this study to 

conduct the research in commercial property financing as commercial property 

financing also give impacts to the economic growth and vulnerable financial 

system.  

 

Therefore, this study attempts to add new knowledge in commercial property 

financing and Islamic finance literature by investigating the determinants of 

commercial property financing offered by Islamic and conventional banks in 

Malaysia, later on investigates the possibilities of rental rates as alternative to 

the interest based commercial property financing. This could be analyses 

through the dynamic interaction between Islamic rental rates to the 

macroeconomic factors.      

1.7 Research Objectives  

This research aims to assess the relationships between commercial property 

financing, financial factors and macroeconomics shocks. The main objective 
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of this research is to identify the macroeconomic factors (IPI, REER and OPR) 

and financial factors (ALR, LNTV, CPPI and RR) affecting commercial 

property financing offered by Islamic and conventional banks in Malaysia 

during the period 2010: Q1-2018: Q2 for selected states in Malaysia. The 

specific objectives are as followed: 

i. To compare short and long run relationships between interest rates to the 

commercial property financing offered by Islamic and conventional 

banks.  

ii. To investigate short and long run relationships between transaction value 

and commercial property price to commercial property financing offered 

by conventional banks. 

iii.  To investigate short and long run relationships between transaction value 

and commercial property price to commercial property financing offered 

by Islamic banks. 

iv. To compare short and long run relationships between rental rate to 

commercial property financing offered by Islamic and conventional 

banks. 

v. To examine the short and long run relationships between rental rates (as 

an alternative to the interest-based financing) to macroeconomic factors.  
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1.8 Research Questions 

From the mentioned problems and objectives earlier, there are six research 

questions obtained as followed: 

i. What are the significant macroeconomic factors (IPI, REER and OPR), 

and financial factors (ALR, LNTV, CPPI and RR) affecting 

commercial property financing offered by Islamic and conventional 

banks in Malaysia during the period 2010: Q1-2018: Q2 for selected 

states in Malaysia? 

ii. Is there any short and long run relationship between interest rates to 

commercial property financing offered by Islamic and conventional 

banks?  

iii. Is there any short and long run relationship between transaction value 

and commercial property prices to commercial property financing 

offered by conventional banks? 

iv. Is there any short and long run relationship between transaction value 

and commercial property prices to commercial property financing 

offered by Islamic banks? 

v. Is there any short and long run relationship between rental rates to 

commercial property financing offered by Islamic and conventional 

banks?  

vi. Is there any short and long run relationship between rental rates to 

macroeconomic factors? 
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1.9 Motivation of the Study 

Even though interest rates decline mostly during crisis, commercial property 

financing does not increase instead and it makes us wonder. Thus, this study is 

motivated by issues arisen in commercial property financing, yet not being 

researched widely such as prohibition of interests in financing, lacking of 

commercial property price indexes, credit expansions, and uncertain 

macroeconomic conditions affecting commercial property financing.  

 

A number of studies argued that property price booms in real estate cycles 

contribute to the instability of banking system.  For example, Olszewski 

(2012) found that deregulations9 and interest rates volatility led to real estate 

price booms. These situations will later on put the banking sectors and the 

economy more at risks. In other words, the rise in real estate prices will give 

an impact to the banking system and demand shock10. Keeton (1999) found 

that an increase in financing growth will lead to higher financial losses. The 

property financing is determined by the shift in the supply of bank loans11. 

Global Financial Crisis (GFC) evidenced that many banks collapsed due to 

property booms. For instance the collapse of the Norwegian banking 

                                                 
9 Deregulation is reduction or elimination of government power in particular industry 
10 A demand shock is a sudden surprise event that temporarily increases or decreases demand 

in this case, commercial property. A positive demand shock increases demand, while a 

negative demand shock decreases demand. Both a positive demand shock and a negative 

demand shock have an effect on the prices of commercial property. This may influence banks 

by limit the financing given to commercial property sector in order to mitigate default risk 
11 Amount of financing that banks lend to property buyers. 
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institutions was due to asset price bubbles in 1860 and followed by the 

banking crisis in 1864 (Gerdrup, 2003) 

 

In addition, Gerdrup (2003) compared three major banking crises in Norway 

(1899-1905, 1920-28 and 1988-92). He employed financial and 

macroeconomic data spanning more than 130 years. He found that financial 

sector development appeared to be closely linked to real estate cycles (booms 

and busts in economic activity) during these years. The boom periods that 

preceded each of the three crises all had some common features: they were 

characterised by significant credit expansions, considerable asset price 

inflations and increased indebtedness. Nonetheless, the commercial banks 

were severely affected in each subsequent bust. Possible explanations are 

provided, but this puzzle calls for more researches. Altogether, a strong causal 

link between financial fragility and banking crises is suggested. The crises 

occurred in different institutional environments and monetary policy regimes 

and the role of these is explored and policy lessons are drawn. In particular, 

the close link between monetary and financial stability is highlighted. 

 

For example is the sudden collapse in United States banks (Hubbard & Mayer, 

2009).  Philip Davis and Zhu (2011) found strong relations of bank’s credits to 

commercial properties in the countries that experienced crises. 
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Sirtaine and Skamnelos (2007)  adopted a holistic approach in reviewing the 

rapid credit growth experienced in the Europe and Central Asia regions. They 

examined the macroeconomic, financial sector, corporate sector, and asset 

market consequences and possible vulnerabilities. They concluded that since 

2000, abundant liquidity has fed an expansion in financial activity. This is 

shown by a rapid rise in bank credits, rising and falling of stock markets and a 

boom in real estate sectors.  

 

Some argued that real estate cycle and banks move together. For example, 

Bean (2003) found the association between asset prices, financial imbalances 

and monetary policy. He found that financial imbalances, property price 

swing12 and financial instability were significant problems for monetary 

policymakers. Bean (2003) concluded that achieving price stability was 

associated to high risk of financial instability. He suggested that the monetary 

policy should play a role in detecting rapid credit expansion13 and property 

price increases as to manage financial balances rather than simply reflecting 

sustainable movements in the underlying economic fundamentals. On the 

other hand, Boivin, Lane, and Meh (2010) argued that monetary policy could 

play a minor role if the specific market had well-targeted micro-prudential tool 

                                                 
12 Upswing is property price boom, while downswing is property price busts. Swing of 

property price occurs in real estate cycle. It may give an impact to the banking system. Bean 

(2003) defined property price swing as a large asset price movement in the real estate market. 
13 The central bank produces additional money to purchase debt from government or banks. 

Therefore, it may lead to monetary policy decision which is to put the interest rates at a lower 

level. 
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in handling financial imbalances. Conversely, two monetary policy 

instruments should be implemented. In Malaysia, the development of macro-

prudential policy framework started and gained its momentum after the Asian 

financial crisis where macro-prudential policy instruments were used to 

manage excesses and imbalances in the financial system and in managing 

capital flows (Boivin et al., 2010; Junos, Ma’in, & Jalil, 2017). 

 

Other issues raised due to interest rate risks are financial imbalances, financial 

instability and series of financial crisis which bring researchers’ interest to 

study on commercial property financing. Another fundamental motivation is 

that strong causal link is found between financial fragility in commercial 

property financing to banking crises (Hendershott, 2000). Property prices are 

important because they are not only interrelated to the financing and collateral 

but also impact the financial stability (Heath, 2008). Realizing on this fact, this 

research is designed to propose commercial property price indexes in order to 

enhance the commercial property financing in future.  

 

This study is also parallels to the government agenda in 2020 mission. The 

main government agenda is to emphasize on enhancing the role of commercial 

banking sectors by encouraging financing in commercial sectors. At the same 

time, the role of banks could also promote Malaysia as an Islamic Financial 
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Hub as thought by Prime Minister, Dato’ Sri Najib Tun Razak (Bank Negara 

Malaysia, 2011b). 

1.10 Significance of the Study 

This study significance adds a new knowledge to the literatures in Islamic 

banking and commercial property market linkages. Whereby, this study 

emphasizes on the importance of practicing Islamic economy and Islamic 

finance concept in the banking system as to ensure sustainability and financial 

stability. Hence, the need of having new financing rates is significant in 

promoting commercial property financing to the property buyers, policy 

makers, commercials property markets as well as promoting Islamic mission 

to create a better society. In addition, improvements in financing rates of 

commercial property enhance the competitiveness of the banking sectors as to 

achieve financial stability (Bank Negara Malaysia, 2011b).   

 

Moreover, commercial property financing is worth investigating due to several 

reasons such as long-term benefits to property buyers, monetary policy and 

banking sectors.  On the side of property buyers, this study is significant in 

introducing theories that are linked to commercial property financing such as 

financial intermediation theory, real estate and business cycles theories as 

fundamentals before investing or owning a commercial property. Hence they 
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would later on help them to identify relevant strategies and opportunities 

during property price booms and busts.  

 

On the banking sectors, an alternative to the interest based financing benefits 

to Islamic banks especially because the fundamental of Islamic contracts 

applied could mitigate banks risks during the crisis as proven by literatures. In 

this research, the rental rates proposed adhere to the ijarah a’la manfaah 

concept. This is in line with the statement by Bank Negara Malaysia (2015a) 

that Malaysia is one of the countries in Asia that promotes rental market of 

commercial property due to unaffordable property prices. In addition, this 

thesis also highlights the impacts of interest rates to commercial property 

financing mainly during uncertain economic conditions and provides valuable 

solution to mitigate such risks in the future.  

 

On the developer’s side, the significant contribution to them is concerning 

around the knowledge on supply and demand of commercial properties so that 

several histories of banking crises that were caused by real estate cycles could 

be avoided.  

 

The findings of the study will provide salient evidence of the current state of 

commercial property financing. This will enable commercial property buyers, 

real estate developers as well as banking institutions to evaluate the need 
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interest-free commercial property financing, namely shari’ah-based 

commercial property financing.  These rental rates are proven of not 

significantly having short and long run relations to macroeconomics factors. 

Besides, rental rates are statistically proven free from interest rates in short 

and long runs.  

 

From the Islamic point of view, the proposed rate in this study will potentially 

enhance the stability of Islamic banks. This can be achieved when current 

banks interest rates (average lending rates) could be replaced with more stable 

rates and totally free from interests. As suggested by Rahman et al (2009) on 

the need of Islamic banks in Malaysia to have its own benchmark that is 

totally different from conventional banks, these new proposed rates hopefully 

can assist property buyers in avoiding interest-based commercial property 

financing.  

In particular, by comparing commercial property financing provided by 

Islamic and conventional banks in Malaysia, practitioners and scholars may 

take possible actions such as enhancing the macro-prudential tool and role of 

monetary policy as well as practicing Islamic concepts in the whole and not 

referring to prohibited interest rates. This is due to the fact that, everybody is 

responsible to what they do, and as khalifah, the policy makers are also 

responsible to what they do which will be asked by Allah in the hereafter. In 

the end, the researcher intends to develop an alternative to the interest rates in 
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determining the behavior of commercial property financing which is expected 

to incorporate Islamic principles and later on benefit the market participants. 

1.11 Scope of Research 

The study will focus on commercial property financing provided by Islamic 

and conventional banks during the period 2010-2018 for selected states in 

Malaysia. Unlike home financing, commercial property is more vulnerable to 

the banking system if it is not properly managing due to huge oversupply leads 

to financial imbalance (Ling et al., 2017).  The time period selected is based 

on the availability of the data. The data of PBO-RI was only available from 

2010 onwards because the index was newly launched. The quarterly data was 

collected from Monthly Statistical Bulletin published by Bank Negara 

Malaysia, NAPIC, Statistical Department of Malaysia, and International 

Monetary Fund. This research focuses on macroeconomic and financial factors 

as the determinants of commercial property financing. 

1.12 Thesis Organization 

This thesis consists of five chapters. Chapter 1 shows the general overview of 

research background, clearly highlights problems being investigated as well as 

the objectives and research questions. Other relevant elements are the 

significance of study, scope, and definition of terminologies. The next section 

is Chapter 2 which details out the various literature on commercial property 
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financing, comparing methods used previously and ending with gaps to be 

researched. Chapter 2 also highlights the elements of Islamic financing 

theories. Next, research methodology will be further being discussed in 

Chapter 3. Next, this thesis will discuss the results and discussion in Chapter 4 

followed by conclusions and recommendations in Chapter 5. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

This chapter discusses on literatures in bank financing specifically on the 

demand side factors of commercial property financing. Previous studies 

definition of bank financing and several underpinning theories are highlighted. 

The next section is literature review on macroeconomics, and financial factors 

as determinants to the commercial property financing. The specific variables 

of study, different methods applied by previous studies as well as the 

significance of using Autoregressive Distributed Lags (ARDL) are also 

discussed. This chapter ends with several gaps to be filled in before the 

summary is presented.  

2.2 Real Estate Cycle, Business Cycle links to Banks. 

Real estate cycle is an important cycle to be recognized especially for 

commercial property buyers, developers and financial providers. It 

demonstrates the interactions between property prices, supplies and demands 

of commercial properties. Real estate cycle is the cycle of whereby property 

booms and busts occur. Real estate cycle always works together with business 

cycle. Business cycle is the economic situation such as GDP, inflation or other 
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macroeconomic factors movement in the period of crisis often proven having 

links to the banking sectors. Evidence found in  Davis and Zhu (2004) proves 

that GDP and property prices play  important roles in determining property 

financing of conventional banks. The commercial property market depends on 

huge amount of capital, hence it relies heavily on external financing, thus 

leading to substantial risks to the banking sector (Olszewski, 2012).  

 

According to Davis and Zhu (2004), real estate cycle links to the commercial 

property financing at least in 3 ways: First, property price affects amount of 

financing. This situation occurs whenever property price swings, property 

buyers’ expectations of wealth change, hence changing their financing plan. In 

addition, banks are also facing risks at the time because most property act as 

collateral in commercial property financing. Therefore, property price swings 

will make the banks become more vulnerable. This is because the values of 

bank capitals and quality assets also change when property prices change.  

 

Second, bank financing leads to changes in property prices. This might happen 

when high competitions among banks, lead to higher amount of financing 

given to the commercial property buyers. This will cause the changes in 

demands of commercial properties, whereby more constructions and supplies 

increase. Therefore, property prices also change according to the market 
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demands and supplies. Third, credit and property cycles are determined by 

changes in macroeconomic conditions (GDP and interest rates).  

Real estate cycle moves in cyclical order involving four stages of cycle as 

shown in Figure 2.1 below. 

 

 

Figure 2.1 

Real Estate Cycle 

Source: Mueller, 2018 

The four stages involved are explained as follows:  

i. Phase 1: Recovery phase.  

This phase is the period where the oversupplying of commercial properties 

from the previous period remains unchanged. Commercial property 

experiences low rental growth because of slow demands in commercial 
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property. At this moment, property price and commercial property financing 

remains unchanged. For instance,  Kuala Lumpur office market after the 1997 

crisis took three to five years in recovery phase (Hussein, 2011). 

ii. Phase 2: Expansion phase 

The property prices upswing whereby property values rise, and leasing 

activities as well as GDP rise.  The peak point during expansion phase occurs 

when the supply and demand of commercial property space are in equilibrium. 

This then increases the borrower’s demands for commercial property 

financing. Banks are more willing to lend to borrowers because of the 

expectations of higher profits. At this moment, property price increases 

followed by increase in commercial property financing. 

iii. Phase 3: Hypersupply phase 

The equilibrium between supply and demand in the expansion wave leads to 

oversupplying (imbalanced demand and supply). Oversupplying of space can 

be caused by overbuilding. This might happen due to the shifts in economy. 

Hypersupply is marked by rising vacancies. Rental growths may remain 

positive, but at declining levels. In banks, capital rising, and low cap rates. At 

this phase, property prices also rise unexpectedly and then lead to a decline in 

property financing.  

iv. Phase 4: Period of crisis 

Then at stage four is the period of crisis. At this moment, commercial 

properties 
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downsize and decline in commercial property values resulting in declining 

rents below rates of inflations. Hence, low developments and government 

interventions are needed. When asset prices start falling, lenders will tighten 

up their lending criteria and the supply of loans contracts. In the financial 

markets, credit crunch is the situation where there are sudden reductions of 

loans availability or financing from banks to property buyers or also being 

called as economic recession. A rise in bad debts and loan defaults hits the 

profits and reserves of banks. In a severe crisis banks may fail because of 

insolvency and a loss of liquidity. For example, 1997 financial crisis in 

Malaysia caused banks merging and acquisitions. 

 

Real estate cycle may work for every 10-year cycle (Lee, 2011).  Mueller 

(2018) argued that the cycle takes almost 30 years’ period of each cycle to 

complete from periods 1968 to 1997.  Olszewski (2012) and Hussein (2011) 

stated that lessons from the Global Financial Crisis and Asian Financial Crisis 

were real estate prices depended on the changes in macroeconomics 

conditions. Therefore, this theory is relevant to be used as the macroeconomic 

factors affecting the commercial property financing was among the issue 

under study.   
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2.2.1 Real Estate Cycle and Business Cycle links to Islamic 

Banks 

Demand of commercial property mainly retail and commercial complexes 

growth with the development of Islamic financial system in Malaysia, as 

Malaysia’s target to be centre for Islamic finance (Bank Negara Malaysia, 

2011b; Kana, 2019; Mohd. Yusof & Majid, 2008; Savills, 2008). Despite 

Islam is always takes into consideration the property cycle throughout the 

acquisition, management, and transmission  (Sait & Lim, 2006), limited 

studies are conducted on Islamic banks in relation to the real estate cycle and 

business cycle. One of the study that links Islamic financing to the business 

cycle is that in Abu bakar (2014). He finds that Islamic financing in Malaysia 

do not influence by business cycle. This due to fact that Islamic banks in 

Malaysia use different fixed rates than conventional counterparts.  Due to lack 

of research in commercial property financing, Table 2.1 indicates main 

findings from research in bank financing (ie: home financing, Islamic 

financing). 

Table 2.1 

Summary of Main Finding on Islamic Banks Link to The Real Estate Cycle. 
Authors Main findings Links to banks 

Rama, 

Wardhana, 

Rahman, and  

Ferdian (2010) 

Price and rental rate were not determined by 

interest rate 

The financing amount is 

larger for large property 

(ie: condominium is 

higher rental rate as 

compared to double or 

single-storey house) 

Abu bakar 

(2014) 

Islamic financing did not influence by 

business cycle. 

Islamic bank did not 

influence by business 

cycle. 
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Table 2.1 summarized findings on Islamic banks links to the real estate cycle. 

The upswing of property cycle tends to increase the financing amount. Rama 

et al. (2010) using Musharakah Mutanaqisah which includes rental rates in 

calculating the amount of home financing. They found rental rates and 

property price were not related to interest rates. In other words, property price 

and rental price did not influence by the business cycle. Their findings were 

similar to Abu bakar (2014). In addition, they also found rental rates were 

positively related to property financing. 

2.2.2  Real Estate Cycle and Business Cycle Links to 

Conventional Banks 

Real estate market, normally own by professional investors aims for short term 

profit and interested during property upswing. Many studies including 

Olszewski (2012), Davis and Zhu (2005) and Zhu (2003) found that 

commercial real estate cycle (proxy with real estate price)  affects commercial 

property financing. They found that real estate prices depend on the 

borrowers’ credit risks, interest rates movements and investors’ perceptions 

towards economic conditions. In other words, during the event of raise on 

interest rates, the value of the property will decrease due to its act as collateral 

in the commercial property financing (property price collapse). As a result, the 

commercial property financing is at risk.  
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Therefore, the importance of understanding imbalances unwinds and their 

associated costs would facilitate the design of appropriate policies, on both the 

monetary and regulatory fronts (Bean, 2003; Claudio Borio & Lowe, 2004).  

The example of the impact of high credit growth leading to a soft landing14 

was experienced by Portugal in the early 2000s, and a hard landing15 was 

experienced by Asia in 1997 (Sirtaine & Skamnelos, 2007). The following 

Table 2.2 summarizes the main findings on bank links to the real estate cycle. 

Table 2.2 

Summary of Main Finding on Banks Link to The Real Estate Cycle. 
Authors Main findings Links to CPF 

Bean (2003) Increases in asset prices will subsequently increase 

the inflation growth leading to financial 

imbalances. Achieving price stability is no 

guarantee that financial instability can be avoided. 

The role of central bank and policy makers may 

reduce the risk of financial imbalances (Household 

debt higher than output).  

Asset price swings lead to 

financial imbalances. 

Monetary policy plays 

important role to control 

financial imbalances. 

Gerdrup 

(2003) 

Banking sector development seems to be closely 

linked to booms and busts in economic activities in 

the late 1890 to early 1990s. The boom periods 

after the three crises caused by significant credit 

expansions, considerable property price inflations 

and increased indebtedness. 

Booms in property prices 

lead to excessive banks 

financing. 

Borio and 

Lowe 

(2004) 

They find evidence that, central banks generally do 

not respond to financial imbalances (property price 

booms and accumulated debts) systematically. In 

addition, they have loose policy but not tightening 

it beyond normal as they are building up. 

Monetary policy decision is 

important to avoid financial 

imbalances. 

Sirtaine and 

Skamnelos 

(2007) 

Despite growths in the economy of the UK, the 

financial imbalances (accumulated debts) and real 

estate bubbles are inevitable.  

Asset price swings lead to 

financial imbalances. 

Hubbard 

and Mayer 

(2009) 

In some cases, when the real estate cycle leads the 

market, the interest rate declines. Hence the 

financing is vulnerable. On the other hands, there is 

also a case whereby the real estate boom leads to a 

raise in interest rate. This was evident from 2006 

Low interest rates make 

banks being vulnerable to 

crises  

                                                 
14 Soft landing is the period of slow economic growth at acceptable degree relative to inflation 

and unemployment. 
15 Hard landing is the period of slow economic growth at unacceptable degree relative to 

inflation and unemployment. 
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Authors Main findings Links to CPF 

and 2007 crisis.   

Pavlov and 

Wachter 

(2009) 

availability of aggressive mortgage lending 

instruments magnifies the real estate cycle and the 

effects of fundamental demand shocks. 

Excess financing leads to a 

rise in property prices, and 

demand shocks. 

Pavlov and 

Wachter 

(2011) 

They find that area that highly accessible to the 

lending instruments experience larger real estate 

price increases. On the other hands, real estate 

price declines at the areas with low concentration 

of such instruments. This indicates significant 

controls on lending instrument. 

Boivin, 

Lane, and 

Meh (2010) 

Monetary policy could play a minor role if the 

specific market has a well-targeted prudential tool 

in handling financial imbalances. Conversely, two 

monetary policy instruments should be 

implemented. 

The importance of a 

prudential tool and 

monetary policy roles to 

reduce financial 

imbalances. 

Koetter and 

Poghosyan 

(2010) 

Property prices lead to financial instability Property price lead to 

financial instability 

Davis and 

Zhu (2011) 

They found strong links of commercial property 

prices to commercial property financing in the 

countries that experienced crises.  

Macroeconomic (output 

and interest rates) 

determines commercial 

property prices. Then 

property prices link to CPF.  

 

Table 2.2 demonstrate several findings regarding conventional banks link to 

the real estate cycle. Property price boom almost occurs basically due to 

obsess financing given to profit-oriented developers (Azman, 2019). Boom in 

property price leads to excessive banks financing (Gerdrup,2003; Koetter and 

Poghosyan ,2010; Davis and Zhu, 2011). Interest rate and output among the 

determinants of the property price (Davis and Zhu, 2011). For instance, low 

interest rate making banks vulnerable to crisis (Hubbard and Mayer, 2009). 

 

 In some cases, excess financing lead to rise in property price, and demand 

shock (Pavlov and Wachter, 2009; Pavlov and Wachter, 2011). The cyclical 

motion of asset price and bank financing are inevitable. Asset price swing 
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leads to financial imbalance was experienced by UK (Sirtaine and Skamnelos, 

2007). Various suggestion towards the issues of real estate cycle impact bank 

financing has been promoted such as monetary policy should play the role to 

control financial imbalance (Boivin, Lane, and Meh, 2010). 

2.3 Property Booms and Banking Busts from International Perspectives 

By testing financial soundness indicators to 14 industrial countries during 

1970-2001, Heath (2008) found evidence that while property price busts are 

infrequent events, they nevertheless occur. Most UK and US studies focus on 

property bubbles leading to oversupply of property (Hendershott, 2000). They 

did not relate their studies or findings to the bank financing behaviors. Then, 

several studies attempted to bridge up the gaps between real estate sectors to 

the banks through discussions on the real estate cycles, economic cycles and 

their impacts to the bank’s financing behaviors. The results of their studies are 

summarized in the following Table 2.3 regarding issues and suggested 

solution emphasis in their research.  
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Table 2.3 

Problem /Issue Commercial Property Link to Bank Financing 
Author Problem /issue commercial property link 

to bank financing 

Suggested/ applied solutions Limitation/Opportunity  

Gerdrup (2003) 

 

Norwegian banking institutions is due to 

asset price bubbles in 1860 and followed by 

the banking crisis in 1864 

 

 NB ready to provide liquidity and 

restructuring support for insolvent 

banks.  

 Only one or small banks 

can be liquidate in the 

time of crisis (1988-

1990), another 17 banks 

merge. 

Davis and Zhu 

(2004) 

Credit expansion in Sweden in the late 

1990’s leads to property boom and financial 

fragility 

 

 Credit needs to be appropriately price 

in the event of high cyclical 

volatility. 

 banks need to be stricter with loan 

management (risk management) 

 Maximize loan-to-value ratio (ie: 

Hong Kong banking resilient even 

though 70% drop in asset price) 

 Banks should adopt a valuation 

method that also takes into account 

the long-term perspective. 

 The need of having 

commercial property 

price index as 

benchmark in bank 

financing. 

Davis and Zhu 

(2011) 

Strong link between commercial property to 

bank financing in the countries that 

experience property losses in 1985-1995  

 Credit/financing needs to be priced 

and rationed to allow for high 

cyclical volatility which may be 

persistent over time 

 banks need to be strict with loan 

management.  

 Banks should adopt a valuation 

method that also takes into account 

the long-term perspective.  
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Author Problem /issue commercial property link 

to bank financing 

Suggested/ applied solutions Limitation/Opportunity  

Olszewski (2012) Commercial property market need huge 

amount of capital, hence it’s rely heavily on 

bank financing, thus leads to substantial risks 

to the banking sector-Poland 

 Decrease LTV when price increase 

quickly, But this only work for 

residential not commercial property. 

For commercial, use pyramid of 

companies increase leverage (Allen 

and Carletti 2001, p. 22). 

 Increase commercial property taxes 

so that owning commercial property 

costly and could reduce speculation. 

 Restricts financing to the regions 

which fast increase in price. 

 Since restrict financing 

will prolonged effect of 

crisis, focusing on 

financing that is free 

from interest rate might 

assist or mitigate such 

risk of property price 

bubbles. 

    

Ferlito (2018) Significant expansion of credit is found in the 

period between 2013: Q2 and 2016: Q4 

followed by asset price boom in Malaysia 

 Reducing government intervention so 

that could attract capital and create 

opportunities for capital reallocation. 

 Financial education is needed to 

reduce financial literacy.  

 Opening markets to foreigners 

 Financial education 

which could be 

suggested is by knowing 

the Islamic ruling in 

financing will add more 

knowledge in real estate 

cycle and business 

cycle. 

Notes: NB is Norwegian banking 
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From Table 2.3, several issues across countries centered around property 

boom links to the financial fragility. Among the solutions taken or suggested 

are improving liquidity and restructuring in the financing structure through 

avoiding losses among insolvent banks such as Finnmarkens Handelsbank. 

The supervisory authority becomes the central part of the resolution process 

whenever act as liquidity agent (providing guarantee funds) in the event of 

crisis (Gerdrup, 2003). 

 

Besides, specific pricing of commercial property is needed as prices become 

important determinants of bank financing (Davis & Zhu, 2011; Davis & Zhu, 

2004). Ferlito (2018) promoted opening property markets to foreign investors 

in order to reduce the risks of crisis. On the basis of involvement of foreign 

investors, the variable of real exchange rates is used in this research to capture 

open economy in Malaysian dual banking systems. However, selling property 

to foreign investors is not a good agenda and should be avoided to ensure 

sustainability and encourage Malaysian society to invest in commercial 

property (Azman, 2019). 

 

None of them emphasized on stable commercial property price index as a  

benchmark of commercial property price. In Malaysia, the only property index 

exist is house price index (HPI) which is not suitable for commercial property 

due to different types of properties and different pricing based on  several 
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attributes and property features. Another main highlighted issue is prohibitions 

of interest elements which becomes the main focus of this thesis.  

2.4 Malaysian Commercial Property Financing  

Malaysia operates dual banking systems; Islamic and conventional banks. 

Nowadays, there are 26 commercial banks, 16 Islamic banks, 1 international 

Islamic banks and  11 investment banks and 2 others act as commercial 

property financing providers governed under the supervision of Bank Negara 

Malaysia (Bank Negara Malaysia, 2019b). Bank Negara Malaysia plays an 

important role in setting up monetary policy decision. OPR is widely used as 

the monetary policy instrument to control the bank’s interest rates and bank’s 

financing. Before Bank Negara Malaysia introduced OPR, Malaysia referred 

to the interbank money market rates. Currently, overnight policy rates (OPR) 

are the most popular of being used as monetary policy targeting. This is due to 

OPR is the lowest interest rates set up by BNM. OPR is mainly used by banks 

to set the effective lending rates. These lending rates are usually calculated as 

BLR for conventional. The calculation of financing rate for Islamic banks is 

Base Rate (BR) + profit rate (Bank Negara Malaysia, 2018a).  

Statistical evidence shows the financing approved for commercial property is 

amounting 5.1% from total financing (Ling et al., 2017). Figure 2.2 depicts the 

upward trends of total commercial property financing in Malaysia.  
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Figure 2.2 

Total Commercial Property Financing (CPF) in Malaysia 

Source:  Extracted from BNM monthly statistical bulletin (2018)  

Figure 2.2 shows evidence of increasing demand for commercial property 

financing. Commercial property is among the largest contributor to the total 

financing in Malaysia. This is statistically proven when 60% amount of the 

financing comes from commercial property with its values of more than 2 

million and 17.2% of the financing is from the property of less than 2 million 

(Bank Negara Malaysia, 2015). The total amount of commercial property 

financing rises from RM 77, 083.49 million represents 9.62% of total 

financing (Year 2010: Q1) to RM 214, 453.77 million equal to 13.4% of total 

financing in the year of 2018: Q2.  
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Islamic Banking System recorded 37% increase number of financing from RM 

14,496.9 million in 2015 to RM 19,937.6 million in 2016(Bank Negara 

Malaysia’s monthly statistical bulletin). However, the demand of commercial 

property financing in conventional banks recorded two folds than amount of 

financing in Islamic bank as shown in Figure 2.3 

 
Figure 2.3 

Trend of Commercial Property Financing offered by Islamic and Conventional 

Banks. 

Source: Extracted from BNM Monthly Statistical Bulletin 

 

Figure 2.3 exhibits the trends of commercial property financing offered by 

Islamic and conventional banks in Malaysia. The graph shows that gradual 

increase in commercial property financing offered by conventional banks 

(CPFc). Similarly, commercial property financing offerred by Islamic banks 

(CPFi) also increases slightly. The growing demand of commercial property 

financing leads to more competitive financing environment among Islamic and 

conventional banks in Malaysia. However, these competitive environment of 
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Malaysian dual banking systems expose Islamic banks to interest rate risks. 

Evidence can be seen in Table 2.4 whenever approval ratio continues to drop 

after 2011.  

Table 2.4 

 Aggregate Demand of Commercial Property Financing in Malaysia 

Period CPF Application CPF Approval Approval ratio (%) 

H1 2008 4123.17 3173.65 76.97 

H1 2009 487.21 717.38 147.24 

H1 2010 2430.19 1195.46 49.19 

H1 2011 2549.10 1471.49 57.73 

H1 2012 3096.65 1215.02 39.24 

H1 2013 4169.06 1851.74 44.42 

H1 2014 4046.93 1741.48 43.03 

H1 2015 3821.89 1825.80 47.77 

H1 2016 3083.88 1715.30 55.62 

H1 2017 4483.49 1985.74 44.29 

H1 2018 3591.58 1477.42 41.14 

Notes: CPF is commercial property financing whereby the value of financing by real estate 

(use as proxy for commercial property) represents in RM Million H1 is 1st Half of Year. 

Source: Bank Negara Malaysia Monthly Statistical Bulletin, 2018 

Based on Table 2.4, the demand (amount of CPF approval) dropped from RM 

1, 471.49 million in H1 2011 to RM 1215.02 million in H1 2012 with 

approval ration declined from 57.7% into 39% respectively. During the 

economic crisis in 2009, the CPF approval was excessive. This was the event 

where excess financing occurred in CPF.  The later year, the approval ratio 

dropped from 55.62% in H1 2016 to 44.2.9% in H1 2017. Currently, the 

approval ratio of CPF was 41% in H1 2018. Thus, this indicates that the 

commercial property market in Malaysia has slowed down over the last seven 

years. 
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2.4.1 Commercial Property Financing Offered by Islamic Banks 

Malaysia’s Islamic banking system was established in 1983. The growing 

demand in commercial property financing offered by Islamic banks increases 

from year to year supported by awareness among property buyers in 

investments in shari’ah compliance product, the increase in supply of 

commercial sectors. This is statistically proven through the increase number of 

CPFi application as shown in Table 2.5.  

Table 2.5 

Demand of Commercial Property Financing offered by Islamic Bank in 

Malaysia 

Period  CPFi Application CPFi Approval Approval ratio (%) 

H1 2008 171.68 244.33 142.32 

H1 2009 29.25 12.57 42.95 

H1 2010 490.83 114.19 23.26 

H1 2011 794.40 462.40 58.21 

H1 2012 245.78 96.39 39.22 

H1 2013 822.44 288.80 35.12 

H1 2014 821.67 567.53 69.07 

H1 2015 687.72 278.88 40.55 

H1 2016 989.79 360.64 36.44 

H1 2017 1142.67 385.47 33.73 

H1 2018 1334.63 402.51 30.16 

Notes: H1 is 1st Half of Year, the value of financing by real estate (use as proxy for 

commercial property) represents in RM Million. 

Source: Bank Negara Malaysia Monthly Statistical Bulletin, 2018 

Table 2.5 illustrates the demand of CPFi in Malaysia. Excess financing 

recorded in 2008 (period of crisis). According to theory, excess financing 

occurs due to large amount of financing given to the borrowers whereby the 

particular banks promote low interest rates. For instance, excess financing due 

to increase amount of financing given to developers creates instability in 
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Malaysian banks as well as oversupply of commercial property (Azman, 

2019). This is the normal banking strategy to survive during financial crisis. 

However, after the period of crisis, CPFi approval became tighter when banks 

started to manage credit risks.  In Malaysia, there are several Islamic modes of 

financing as well as types of financing rates applied by commercial property 

financing providers as shown in Table 2.6.  

Table 2.6  

Islamic Modes of Financing Across Banks in Malaysia 
Bil Name of banks  Islamic mode of financing  Property / Products  

1 Affin Islamic Bank Musharakah Mutanaqisah or 

Diminishing Partnership 

Business premises 

financing 

2 Al Rajhi Banking 

and Investment 

Corporation 

Commodity Murabahah  

 and Structured Commodity Murabahah  

All assets 

3 Alliance Islamic 

bank 

Bai’ Bithaman Ajil (“BBA”) or Sale on 

deferred payment basis 

Home 

4 AmBank Islamic 

berhad 

Shari’ah-compliant term faciliy Properties or 

Commercial 

properties 

5 BIMB Bai’ Bithaman Ajil (“BBA”) or Sale on 

deferred payment basis 

Commercial 

properties (shop 

house, shop office) 

which are fully 

completed or under 

construction 

6 Bank Muamalat 

Malaysia Berhad 

Bai’ Bithaman Ajil (“BBA”) or Sale on 

deferred payment basis 

Shop houses 

financing 

7 CIMB Islamic 

Bank Berhad 

Tawarruq also was known as 

commodity Murabahah  

Variable Home / 

Business Premises 

Financing-i 

 

8 HSBC Amanah 

Malaysia Berhad 

Diminishing Musharakah, istisna’ Home  

9  Hong Leong 

Islamic Bank 

Berhad 

Commodity Murabahah  Term 

Financing-I or Tawarruq 

CM Flexi Term 

Financing-i  

10 Kuwait Finance 

House Malaysia 

Berhad, (KFHMB) 

Sale and lease-back with intention to 

own the property 

Musharakah Mutanaqisah (Diminishing 

Partnership) 

Property 

11 MBSB Bank 

Berhad 

Term financing-I (Tawarruq, istisna’, 

ijarah mausufah fi al-zimmah) and 

ijarah 

Construction cost of 

property 

12 Maybank Islamic Commodity Murabahah  Financing for 
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Bil Name of banks  Islamic mode of financing  Property / Products  

property financing 

13 OCBC Al-Amin 

Bank Berhad 

Commodity Murabahah  Residential, 

commercial, industrial 

and business 

14 Public Islamic 

Bank Berhad 

BBA (Bay’ Bithaman Ajil) or 

Musharakah Mutanaqisah 

Business and personal 

investment 

15 RHB Islamic Bank 

Berhad 

Ijarah Muntahiah Bil Tamleek (lease 

ending with ownership)  

Finance or refinance 

commercial, industrial 

or residential 

properties owned by 

company and/or its 

director(s) 

16 Standard Chartered 

Saadiq Berhad 

Musharakah and ijarah Commercial property 

Sources: Extracted from various commercial property financing product disclosure sheet 

(PDS) in Malaysia’s banking website on 24 May 2019 

  

Table 2.6 shows Islamic mode of financing used by Islamic banking in 

Malaysia. There are four Islamic banks namely Alliance Islamic bank, Public 

Islamic Bank, BIMB and Bank Muamalat implementing BBA. BBA is a 

deferred payments sale contract. In this type of contract, the investors are 

obliged to pay monthly installments (capital + BR @ BFR) to the banks at the 

agreed specified time period in the future. As discussed earlier in the interest 

rate theory, the BBA contract faced the issues of the hidden intention of the 

banks to the “back-door” riba.  

 

The other four Islamic banks namely Public Islamic Bank, Kuwait Finance 

House Malaysia Berhad (KFHMB), CIMB Islamic bank, and Affin Islamic 

bank used Musharakah Mutanaqisah or Diminishing Partnership contract. 

Musharakah Mutanaqisah contains three types of contracts: (1) Joint 

ownership contract, (2) Lease contract (3) sales contract. The investors only 

get the beneficial ownership of the property. The investors own the property at 
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the end of the contract when the bank’ share of ownership is diminishing. At 

the end 100% of shares are in the hand of investors.  

 

Islamic modes of financing such as BBA and Musharakah Mutanaqisah 

contracts have been widely debated. Hence, Maybank Islamic, Al-Rajhi bank, 

Hong Leong Islamic and CIMB Islamic have come out with Tawarruq or also 

known as commodity Murabahah .   

Tawarruq contract refers to the sale with a marked-up price where the 

customer makes payment over an agreed period of time. The underlying asset 

for the sale transaction between the customer and the Bank will be a specific 

tradable Shari’ah-compliance commodity. Most all Islamic banks choose to 

apply commodity Murabahah  contract such as CIMB Islamic, Hong Leong 

Islamic, Maybank Islamic and Al Rajhi Banking and Investment Corporation. 

However, there are few elements become debatable in applying this contract 

such as the issues of commodity delivery, price fluctuations, and qard in 

commodity Murabahah  where there are delays in property transactions 

(Islamic Bankers Resource Centre, 2017).  Table 2.7 depicts the percentages 

of Islamic modes of financing used in Islamic banking system at the first half 

of 2018. 

Table 2.7 

Types of Financing by Islamic Banks First Half 2018 
Types of financing Amount of financing % 

Bai Bithaman Ajil 65,175.5 13.35 

Ijarah 10,178.6 2.09 

Ijarah Thumma Al-Bai 71,452.2 14.64 
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Murabahah  194,938.2 39.94 

Musyarakah 49,216.3 10.08 

Mudharabah 60.4 0.01 

Istisna' 1,946.1 0.40 

Others 95,080.6 19.48 

Total Financing 488,047.9 100% 

Source: Bank Negara Malaysia Monthly Statistical Bulletin, 2018 

Most of Islamic financing apply Murabahah  financing (39.94% from total 

financing). Then, BBA and Ijarah Thumma Al-bay’ are amounted 13.35% and 

14.6% respectively. Other types of Islamic financing are still not much being 

implemented in Malaysian dual banking systems. 

2.4.2  Commercial Property Financing Offered by Conventional 

Banks 

The demands of commercial property financing change across years as they 

are shown by the percentage changes in the approval ratios by conventional 

banks. Table 2.8 below represents the demands of commercial property 

financing in Malaysia beginning from first half 2008 until first half of year 

2018. 

Table 2.8 

Demand of Commercial Property Financing Offered By Conventional Banks 

in Malaysia 

Period Conventional CPF Application 
Conventional 

CPF Approval 

Approval ratio 

(%) 

H1 2008 3901.28 2899.32 74.32 

H1 2009 1457.95 704.81 48.34 

H1 2010 1926.36 1081.27 56.13 

H1 2011 1728.69 1009.10 58.37 

H1 2012 2846.17 1118.63 39.30 
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Period Conventional CPF Application 
Conventional 

CPF Approval 

Approval ratio 

(%) 

H1 2013 3346.62 1562.94 46.70 

H1 2014 3225.27 1173.95 36.40 

H1 2015 3118.33 1531.09 49.10 

H1 2016 2093.60 1354.66 64.71 

H1 2017 3340.82 1600.27 47.90 

H1 2018 2176.95 994.91 45.70 

Notes: H1 is 1st Half of Year, the value of financing by real estate (use as proxy for 

commercial property) represents in RM Million. 

Source: Bank Negara Malaysia Monthly Statistical Bulletin, 2018 

Table 2.8 illustrates the demand of CPFc in Malaysia. Large amount of 

financing was recorded in 2008 (period of crisis). This was due to lower 

interest rates (below than 6.5%) because of Global Financial Crisis. As 

compared to Islamic banks approval ratios, the conventional banks are more 

consistent but the approval ratios decline overtime. This happened as the 

oversupply of commercial property mostly after the period of crisis making 

monetary policy tighter due to interest rate risks and credit risks. Cross-

country analysis on the definition of bank financing was shown in the 

following Table 2.9. 

Table 2.9 

Measurements for Bank Financing Used by Previous Studies 
Authors Measurement bank lending @ 

bank financing 

Source 

Hofmann, B. 

(2003) 

 

Total credit to the private non-bank 

sector. 

The data for the industrialised 

countries were taken from the 

IMF and the BIS database. Data 

for Hong Kong and Singapore are 

from the CEIC database. 

Davis and Zhu 

(2004) 

 

The amount an investor can borrow 

from the banks for property 

purchase. 

BIS macroeconomic database and 

its database of commercial 

property prices.  

Ibrahim and 

Sufian (2014). 

The aggregate Islamic financing of 

Islamic banks and Islamic banking 

schemes (LIF). 

Monthly Statistical Bulletin 

(various issues) published by 

Bank Negara Malaysia.  
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Authors Measurement bank lending @ 

bank financing 

Source 

Ibrahim (2016) CPI-deflated growth of real gross 

loan  

Malaysia's bank-level data from 

Bureau van Dijk's 

Bankscope. 

 

Based on Table 2.9, most of the related studies used total financing to private 

sector as an indicator for property financing. Since this research has extended 

its studies into commercial property financing, this study makes use on total 

financing for commercial property which is presented by total financing to 

non-residential property from Monthly Statistical Bulletin (various issues) 

published by Bank Negara Malaysia. 

2.5 Theoretical Underpinning of Commercial Property Financing Offered 

by Conventional banks. 

This study is based on several fundamental theories of conventional and 

Islamic theories. On the conventional side, six theoretical approaches have 

been adopted to identify the factors contributing to commercial property 

financing namely the theory of interest, financial intermediation theory, cost of 

borrowing theory, business cycle theory, real estate cycle theory, asset price 

cycle and theory of mortgage lending values approach. This study also 

incorporates Islamic theories centered on at least three theoretical approaches 

such as prohibitions of interest concept, ijarah, and ijarah ‘ala manfaah 

concept under the Musharakah Mutanaqisah contract.  
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2.5.1 Interest Rate Theory 

The theory of interest originated from Adam Smith, the capitalist economist 

(Keynes, 1973). Interests and interest rates are interrelated. Both are 

prohibited in Islam. Interest is the excess amount of money in financing. 

Meanwhile, Interest rates is the percentage of interest widely use in 

determining banks financing. Table 2.10 discussed on the comparison between 

interests and interest rates from Islamic and conventional scholars. 

Table 2.10 

Differences Between Interest and Interest Rate 
Author(s) Interest Interest rate 

Fisher (1930) “Interest is computed by 

multiplying capital value with the 

rate of interest”  

interest rate as “the price of 

money”. 

Keynes (1973) NA a “percentage of the additional 

amount for a future contract 

from the spot price”. 

Mahmud Abu Saud 

(1991) 

“extra money paid by a borrower 

to the lender, more than the 

amount borrowed, for the agreed 

delayed time” 

the interest rate is the floating 

rate not relying on any reliable 

value. 

Gibson et al.  (2000) NA “interest rate sometimes called 

as the cost of capital”. 

Kellison (2005) “Compensation that a borrower of 

capital pays to a lender of capital 

for its use” 

“Interest can be viewed as a form 

of rent that the borrower pays to 

the lender to compensate for the 

loss of use of the capital by the 

lender while it is loaned to the 

borrower.” 

NA 

Mishkin and Eakins 

(2009) 

NA The interest rate is the interest 

payment divided by the loan 

principal; the percentage of 

principal that must be paid as 

interest to the lender.  

Iqbal and Mirakhor 

(2011) 

“Riba” is the practice of charging 

financial interest or a premium in 

excess of the principal amount of a 

loan”.  

NA 

Notes: NA is not available or not discussed  

Source: Extracts from conventional and Islamic scholars’ points of views. 
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From Table 2.10, Abu Saud (1991) defined interest as “extra money paid by a 

borrower to the lender, more than the amount borrowed, for the agreed 

delayed time”.  Meanwhile, Kellison (2005) defined interest as 

“Compensation that a borrower of capital pays to a lender of capital for its 

use”.  He added “Interest can be viewed as a form of rent that the borrower 

pays to the lender to compensate for the loss of use of the capital by the lender 

while it is loaned to the borrower.” Fisher (1930) stated “Interest is computed 

by multiplying capital value with the rates of interest”. Later studies in Islamic 

finance defined interest as the practice of charging financial interests or 

premiums in excess of the principal amount of a loan or called as riba’. 

 

The interest rates are similar to the debts transactions in banks. The interest 

rate theory is the most unclear economic theory (Muhammad Uzair, 1991). 

This is because economists cannot justify clearly why interest rates function 

like wages. Keynes (1973) defined interest rate for money as a “percentage of 

the additional amount for a future contract from the spot price”. Gibson et al. 

(2000) stated that interest rates were sometimes referred to as the cost of 

capital. Earlier, Fisher (1930) defined interest rates as “the price of money”. 

He added, “The rates of interest at any time are the reward for parting with the 

liquidity” and concluded that “it was the “price” which was equilibrium to the 

desire to hold wealth in the form of cash with the available quantity of cash.  
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Chapra (1984) stated interest rates are the event where the pre-determined 

values of items are given in financing. 

 

Interest-based financing refers to the financing installments that rely on the 

movement of interest rates in determining their financing. Currently, LIBOR is 

used as an interest rate benchmark in the property sector. Bariviera, Guercio, 

Martinez, and Rosso (2015) found that an abnormal behavior in LIBOR 

occurred especially during a financial crisis. 

 

According to Abu Saud (1991), Keynes believed that interest rates were 

floating rates and did not rely on any reliable values. From the perspectives of 

banks, interest rates have become an important determinant in the commercial 

property financing because they indicate the level of economy in the business 

cycle either at recession, recovery or expansion phase so that market players 

takes cautious strategies in order to sustain in their financing. As a summary, 

interest is the excess amount of money in financing. Meanwhile, interest rates 

are the percentage of interests widely used in determining banks financing. 

This theory of interest is currently used in Malaysian dual banking systems 

2.5.2 Financial Intermediation Theory 

Williamson (1987) introduced this theory where the roles of financial 

intermediation     is essential and in which intermediation plays a role in 
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business cycle phenomena. In this theory, there are two main roles of financial 

intermediaries highlighted. First, intermediaries are spread from the financing 

given and borrow from large numbers of depositors. Second, they carry out an 

asset transformation, writing debt contracts with borrowers and issuing 

financial claims that are proxies for money. He added that financial 

intermediary theory should work together with business cycle theory, because 

if monitoring cost does not exist, the financial intermediaries have no roles.  In 

addition without financial intermediaries, agents (property buyers and property 

sellers) have the difficulties to complete the transaction (Iacoviello, 2015). 

2.5.3 Cost of Borrowing Theory 

International Monetary Fund (2015) highlighted the bank’s financing is 

determined by an increase in the cost of borrowing. The interest rates, are 

among the cost of borrowing elements. The movement of interest rates should 

be in negative direction to the demand of financing (Hofmann, 2004). The cost 

of borrowing is also called as perceived credit risks (Snider & Youle, 2010). 

The economic theory states the rise in consumer price index, will, therefore, 

increase the cost of borrowing and lead to slow economic growth. Hence, 

commercial property financing will react to the changes in macroeconomic 

environment (Rahim & Co., 2010). There were several studies suggesting that 

the interest rates were positively and significantly related to the Islamic and 
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conventional commercial property financing (Samad, 2004; Said & Ismail, 

2008). 

2.5.4 Business Cycle Theory 

Business cycle measures the upswings and downswings or fluctuations in 

economic activities such as GDP (Abu bakar, 2014). For instance, Yépez 

(2018) combined financial intermediation theory and business cycle theory 

and expanded both theories in the area of commercial property which 

functioned as collateral in bank financing. Williamson (1987) added that this 

theory linked the macroeconomic variables to the roles of financial 

intermediations.  

 

Business cycle theory often links to bank financing. For instance, banking 

panics works hand in hand with the business cycle theory (Gorton, 1988). The 

evidence was shown by Gorton (1988) where perceived risks were lower 

before the banking panics (1844), and after the banking panics, the perceived 

risks were higher. This means depositors perceived risks higher after the 

banking panics. Hence, depositors will not deposit money in the banks during 

crisis. A study conducted in Malaysian case that links business cycle theory 

into bank financing behaviors [i.e: Ibrahim (2016)] 
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2.5.5 Real Estate Cycle Theory and The Bank Financing 

Changes in commercial property prices always reflect the bank financing in 

positive direction (Davis & Zhu, 2004).  This event is also called as booms 

and bust cycles in commercial property. This means that increases in 

commercial property prices lead to increases in financing.  This occurs 

whenever the borrowers tend to avoid financing during the commercial 

property price rises. On the other hands, banking sectors which interrelated in 

giving financing to the commercial sectors are also affected when the prices of 

commercial property increase. This situation could lead to volatile lending 

provision if they give financing to the construction sectors or developers 

(Davis, 1993). Yépez (2018) linked financial intermediation to real estate 

cycle and business cycle.   

2.5.6 Asset Price Cycle 

Riley (2018) highlighted the upswings and downswings of asset prices (in our 

case; commercial property prices) depended on the commercial property 

buyer’s expectations towards the property prices, hence affecting financing 

decisions among banks. The following Figure 2.4 illustrates the asset price 

cycle.  
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Figure 2.4 

Asset Price Cycle 

Source : Riley (2018) 

 

When asset prices such as property prices rise, many people will have the 

expectations of future asset prices increase. This then increases the borrower’s 

demands for credits at a time when commercial banks are more willing to lend 

to borrowers because of the expectations of higher profits. The expectations 

become crucial in explaining asset price cycles.  

 

However, if the asset prices start falling, lenders will tighten up their lending 

criteria and the supply of loans contracts. In a systemic credit crunch, the 

financial markets may stop or severely limit lending to each other. This 

situation leads to a rise in bad debts / loan defaults. Hence, it hits the profits 

and reserves of the banks. In a severe crisis banks may fail because of 

insolvency and a loss of liquidity. The risks of upswings (expectations of 

property prices going up) and credit expansions may occur. Conversely, there 
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are risks of asset prices downswings, (expectations of property prices going 

down) bankruptcies, defaults, and debts overhang in banks. 

2.5.7 Mortgage Lending Values Approach  

Theory of Open Market Value Approach and later on named as Mortgage 

Lending Values Approach was proposed by Borio, Furfine, and Lowe (2001). 

Transaction value (TV) is used because it gives real values and widely used in 

determining rental rates of commercial property (Fisher and Webb, 1992). In 

addition, transaction value also demonstrates the increase in commercial 

property financing where an increase in transaction value will affect the 

commercial property financing. According to DiPasquale and Wheaton 

(1992), the value of shopping centers depends on how many investors wish to 

own such space and how many centers there are available in which to invest. 

In other words, transaction value of commercial property changes according to 

the demands and supplies of the commercial property. Zhu (2003) also stated 

that the borrowers’ borrowing capacity and cost of financing are mainly 

influenced by value of collateral assets. Theory of interest and credits are still 

being debated an open for discussions (Spahija, 2016) 
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2.6 Theoretical Underpinning of Commercial Property Financing offered 

by Islamic Banks. 

Before moving further, this section would like to highlight the fundamental 

differences between Islamic finance and conventional finance. The major 

differences between the two that are worth investigating are shown in the 

Table 2.11. 

Table 2.11 

Fundamental Differences Between Islamic and Conventional Finance 
Features Islamic finance Conventional finance 

Terminology Bank financing Bank loan 

Interest Prohibition of interest  Debt+interest 

Risk ownership 

Bank responsible to any loss 

except with negligence of 

entrepreneur.  

Risk transfer to borrower (need to 

pay interest) regardless on the 

business condition of the borrower 

Profit sharing Profit and loss sharing The risk is not fairly shared 

Principles 

Ie: Sukuk ijarah (ijarah ‘ala 

manfaah concept +Profit, 

Mudharabah, Musharakah 

Mutanaqisah,  

Ie: Bond, borrower-lender relation 

Real activity 
Must connected to the real 

activity 
Real activity is not the main interest. 

Source: SOAS University of London (2019) 

Table 2.11 shows fundamental differences between Islamic finance and 

conventional finance. The major differences are clearly on the existence of 

interests in conventional finance which are strongly prohibited in Islam. 

Islamic finance encourages profit sharing activities. This could be 

implemented through various Islamic principles such as Sukuk ijarah (ijarah 

‘ala manfaah concept +Profit, Mudharabah, and Musharakah Mutanaqisah. In 

Islamic finance, the profits and losses could be predetermined and given based 
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on the developments of the projects.  Islamic finance also emphasizes on the 

importance of relying on the true economic activity. Meaning that real trading, 

real currencies and items or usufruct exchanges must occur. 

 

Three relevant theoretical underpinnings include prohibitions of interests in 

financing, and ijarah, and ijarah ‘ala manfaah concepts. There are also 

Quranic verses that emphasize on the prohibitions of interests in loans. Further 

discussions on prohibitions of interests, followed by theoretical explanations 

of ijarah are elaborated in the next section. 

2.6.1 Maqasid Al-Shari’ah 

According to Ibn Ashur, Maqasid Al-Shari’ah means “the deeper meanings 

and inner aspects of wisdom (hikam) considered by the lawgiver in all or most 

of the areas and circumstances of legislation.”(Ghazali, 2014; Mydin Meera et 

al., 2012). Therefore, the importance of Maqasid shari’ah in daily life 

including in muamalah is vital. The ultimate goal of shari’ah is to ensure not 

merely through protection and enrichment of faith (din), human self (nafs), 

intellect (‘aql), posterity (nasl) and wealth (mal); (Ghazali, 2014). First, 

religious or spiritual objective pertaining to the hereafter (Mydin Meera et al., 

2012) is involves with human accountability and responsibility as vicegerent 

(khalifah) on earth in everyday life including worship (ibadah), and binding 

principles of faith (aqidah).  
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As commercial property financing is concerned, the responsibility of 

vicegerent is to acknowledge faith in in everyday life. Second, human self or 

life, third, intellect, fourth, posterity and fifth, wealth.  In this research, the 

major concern is protection of wealth.  The use of interest rates in financing 

gives rather more harm to the society. Therefore, in order to protect society 

from involves with riba, the Islamic rental rates could be potential alternative 

because of highlighting the maslahah to the ummah in the way the Islamic 

rental rates designed on the basis of real economic activity and free from 

interest rates. In addition, circulation of wealth or money as the currency in 

Islamic banks is based on the real growth in the economy (Kayed & Hassan, 

2007).  

The proposed rental rate on the basis of real economic activity had fulfil the 

Maqasid shari’ah. The shari’ah in Islamic finance therefore promotes 

permissible activities (halal) to promote public interest (maslahah) and reject 

the prohibited activities (haram) to prevent harm (mafsadah). The following 

Figure 2.5 shows the pyramid of maslahah. 5 elements of Maqasid al-shari’ah 

that was originated from fiqh and shari’ah. Maqasid shari’ah often related to 

the Maslahah under daruriyyat category: 
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The pyramid of maslahah above is very important in our daily life no 

exception in commercial property financing. The Daruriyyat (the essential), 

very important because non-existence of essentials leads to instability, severe 

losses to the religious, country and industry. The conventional banking that 

involves with unhealthy elements such as riba, gharar and maysir may lead to 

severe crisis in this life and afterlife. Hence, Maqasid shari’ah is vital to 

ensure stability of financial systems specifically in Malaysia that comprises of 

5 important elements as follows: 

(i) Protection of faith: The Qur’an highlight the importance of faith in the 

heart of every Muslims. Worshiping Allah and searching for His pleasure is 

 

Hajiyyat  

(The complementary) 

Daruriyyat (The Essential) 

 

Tahsiniyyat 

 (The Embellishments) 

 

Figure 2.5 

The pyramid of maslahah 

 
Source:  extracted from Kamali (1999) and Fadzil (2019a)  
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the most important because each khalifah act as vicegerent and are responsible 

to every deeds or conduct of their life. In context of commercial property 

financing, people who gives financing (banks) and people who receive 

financing (property buyers) are responsible to protect their faith by perform 

prayer, fasting in the month of Ramadhan, gives zakah and charity as well as 

perform hajj.  

(ii) Protection of self: Allah will not change someone’ fate unless he 

struggles to change it. According to (Chapra, 2008) reform their self and 

institutions. Therefore, banks could often upgrade their business in the way 

that will increase Allah’s pleasure. According to hadith, the practice of 

successful people is today better than yesterday. But, if today similar to 

yesterday, no change is being fooled. And, people whereby today is bad than 

yesterday was looser (Hadith narrated by Bukhari and Muslim) 

(iii)  Protection of intellect: Avoid any haram foods such as alcohol and 

drugs. In the perspective of bankers, awareness about financial instruments 

and provides relevant information and knowledge on financing. Increase more 

education on financial literacy among property buyers.  

(iv) Protection of posterity: The posterity could be protected for future 

generation if and only if the bank especially Islamic banks rely heavily on 

shari’ah (Islamic law). 
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(v) Protection of wealth: Charity, zakah and muamalah transaction could 

protect people from being mischief, wrong-conduct, and take other people’s 

items in the wrong way. Therefore, Islamic banks had come out with various 

types of contracts to avoid prohibited interest such as BBA, Tawarruq, 

Musharakah Mutanaqisah and ijarah in property financing. The second 

maslahah is under the hajiyyat (the complimentary) stage. The main objective 

of hajiyyat is to prevent hardship (Fadzil, 2019a; Kamali, 1999)  

The general example in hajiyyat is shorten the prayer (Qasar), permissibility 

of muamalat contract such as bay’ salam. In the case of commercial property 

financing, the permissibility of several alternative for interest based financing 

such as ijarah, Musharakah Mutanaqisah as well as Ijarah Muntahia Bi Al-

Tamlik in process of buying property. The last stage of maslahah is tahsiniyyat 

(The embellishments). This stage aims to enhance personality, ethics to the 

highers standard. However, without tahsiniyyat elements, the daruriyyat and 

hajiyyat both should be maintained to ensure stability of the individual, 

institutions and system (Fadzil, 2019a).  

The general understanding for tahsiniyyat is that the protection of aurat and 

cleaness during solat. But, in the event of losses of clothes due to fire or 

floods, the prayer (hajiyyat) and worship (daruriyyat) still need to be 

performed (obligatory)(Fadzil, 2019a).  As commercial property financing is 
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concerned, the tahsiniyyat level shows by several example such as enhancing 

the stability of financial institutions via Islamic principles and ethics.  

2.6.2 Prohibition of Interest in Financing  

The issue of interest rates began just a few years before the revelation of 

Islam. People in Mecca wanted to rebuild Kaa’bah after it was damaged 

during companions age. They wanted to make sure the money used to build 

the Kaa’bah was from clean and pure money. Consequently, prostitutes and 

usurious money lenders were not accepted in contributing towards the 

construction process (Iqbal & Mirakhor, 2011). Islamic principles emphasize 

on the prohibition of riba, gharar, and maysir in every single product, no 

exception for commercial property financing.  

 

Al-Quran says that interest is haram, and trade is halal.  

 “. Whereas Allah has permitted trading and forbidden 

Riba..”[2:275]) 

“Allah decided that ruling on trade is different from that of Riba. Indeed, 

Allah is the Most Knowledgeable, Wisest, whose decision is never resisted. 

Allah is never asked about what He does, while they will be asked. He is 

knowledgeable of the true reality of all things and the benefits they carry. He 

knows what benefits His servants, so He allows it for them, and what harms 
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them, so He forbids them from it. He is more merciful to them than the mother 

with her own infant”. (Tafsir Ibnu Kathir) 

 

Abdul Ghafar Ismail and Noraziah Che Arshad (2009) summarized several 

important principles in dealing with property transactions based from the 

divine guidance (wahy), the works of Ibn Taymiyyah and Ibnu Qayyim, the 

principle involved comprising of prohibitions of interests. Islamic banks 

should not be charging pre-determined interest rates from customers whose 

financing is due to the excess is called riba or interest. Despite prohibitions of 

interests, most Islamic banks use profits through various types of Islamic 

products. Muhammad Umer Chapra (1990) emphasized on the importance of 

prohibitions of interests in banking. He suggested equity financing as an 

alternative to the interest based financing. This argument is also parallel to the 

Dr. Mohd Daud Bakar16’s talk in live Facebook on 29 Mac 2019 entitled 

“Kepatuhan syariah dan amalan terbaik”. He emphasized on the importance of 

“halal” in every aspect in our life including accounting, attitude as well as in 

financing (Bakar, 2019). 

2.6.3 Ijarah 

Another Islamic theory that is incorporated in this study are Ijarah and Ijarah 

‘ala manfa’ah concept. Al-Ijarah comes from the root word “al-ajr” which 

                                                 
16 Contemporary Islamic Finance Scholar 
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means (rent or wage; (Mustofa Al-Khin et al., 2005; Muhammad As-Sayyid 

Sabiq, 2009).  According to the Islamic Law, rent is a contract to possess 

“manfaah” (benefits or usufruct) with payments.  Ijarah is synonymous to the 

Islamic finance where the contract has been chosen widely to replace other 

types of contracts like Bay’ Bithaman Ajil in property financing and 

Murabahah  contracts in Sukuk (Islamic bond). This chapter will introduce 

readers to the terms ijarah, ijarah ‘ala manfaah and how ijarah can be applied 

in commercial property financing. This chapter also highlights the importance 

of relying on ijarah rate rather than conventional interest rates.  

 

Literally, ijarah has been defined as the payment made to the respective 

person for the services they provide or also called as ajr or ujrah. Ajr refers to 

the reward in the hereafter, while ujrah refers to the reward in this world (Al-

Khin et al., 2005). Ijarah can be divided into two categories; operating lease 

(ijarah) and financial lease (ijarah ‘ala manfaah). The examples of financial 

lease as applied in the current Islamic banks are Ijarah Thumma Al-bay’ 

(Lease then sale), Ijarah wa Al- iqtina’, or Ijarah Muntahia Bi Al-Tamlik 

(lease-to-own). 
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Table 2.12 

Definition Of Ijarah from Four Schools of Thoughts. 
School of thought Ijarah 

Maliki "a contract which relates to permissible usufructs for a particular 

period and a particular consideration not arising from usufruct" 

"Ijara" contract to the human usufruct and the moveable objects other 

than vessels and animals. They call the contract on usufructs of land, 

houses, vessels, and animals the term "Kiraa", so they said Ijarah and 

Kiraa have the same meaning. 

Hanbali A contract for a particular permissible usufruct which is taken 

gradually for a particular period and a particular consideration 

Hanafi A contract which enables possession of a particularly intended 

usufruct of the leased asset (Ayn) for a consideration. 

Shafie A contract for a defined intended usufruct liable to utilization and 

accessibility for a particular recompense 

Source: Dallah Al-Baraka Group (n.d.) and Ibnu Qudamah (2010). 

Based on Table 2.12 above, Islamic scholars or fukahaq or being also called as 

the consensus of Islamic jurisprudence have defined ijarah as the contract to 

use certain manfaah (usufruct) and in return, make a payment (Ibnu Qudamah, 

2010). According to the Islamic law, rent is a contract to possess “manfaah” 

(benefist or usufruct) with payments.  The currency (gold and silver), foods to 

consume as well as cows, camels, and goats for their milk cannot be rented. 

Rent is only valid for the manfaah, not for the goods (Muhammad As-Sayyid 

Sabiq, 2009). The examples of manfaah are renting a house, office or renting a 

car. Sometimes manfaah refers to wages, the payments made for the services 

provided by doctors, tailors, and contractors. Permissibility of ijarah can be 

seen in Al-Qasas (28: 26-27): 
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“And said one of them (the two women): "O my father! Hire him! Verily, the 

best of men for you to hire is the strong, the trustworthy.'') (27. He said: "I 

intend to wed one of these two daughters of mine to you, on condition that you 

serve me for eight years; but if you complete ten years, it will be (a favor) 

from you. But I intend not to place you under a difficulty. If Allah wills, you 

will find me one of the righteous.'')-Tafsir ibnu Kathir 

 

Al-Khin et al (2005) stated that 8 years was the time period of ijarah (work 

with him) between Prophet Shuaib and Prophet Musa a.s and Al-kahfi (18:77): 

“Then they both proceeded till when they came to the people of a town, they 

asked them for food, but they refused to entertain them. Then they found 

therein a wall about to collapse and he set it up straight. (Musa) said: "If you 

had wished, surely you could have taken wages for it!''.- Tafsir Ibn Kathir 
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According to Ibnu Qudamah (2010), this verse refers to the ajr (reward) of 

building a house. The revised Shari’ah standard 9 in (AAOIFI, 2017) states 

ijarah as operating lease defines as “leasing of property pursuant to a 

contract under which specified permissible benefit in the form of permissible 

usufruct is obtained for as specified permissible consideration”. 

The ruling of ijarah ‘ala manfaah is harus (recommended) in Islam as Allah 

said; 

 َفإِْن أَْرَضْعَن لَُكْم َفآُتوُهنَّ أُُجورَ ُهنَّ ۖ

“Then if they suckle the children for you, give them their due payment, and let 

each of you deal with each other in a mannerly way”. (Al-Talaq:6) 

The general objective of ijarah muntahiyah bi al-tamlik is to circulate the 

wealth through ownership transfer at the end of the time agreed (Abdullah & 

Al-Mubarak, 2015b) like Quran says “so that wealth does not remain 

concentrated among the rich” (Q 59:7). Meanwhile the specific objective of 

ijarah is to prevent assets from being idle, or horded. Therefore, the ijarah 

muntahiyah bi al-tamlik could improve the economic growth of the society 

(Abdullah & Al-Mubarak, 2015b).   
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The use of ijarah (rental) reasonably fulfilling Sustainable Development Goals 

(SDG) 16 which highlights the peace, justice and strong institutions. SDG 16 

was implemented by Ambank in the way they handle the unethical conducts.  

2.6.3.1 Condition to validate the Ijarah contract 

Based on the argument from the four schools of thoughts; Hanbali, Maliki, 

Hanafi and Shafie’ in Kitab al-Mughni (Ibnu Qudamah, 2010), the following 6 

pillars in ijarah are simplified. First, Aqad is also known as offer and 

acceptance. There are two parties involved in ijarah contract. For instance, 

lessor and lessee. Lessor is the owner of the leased asset. Meanwhile, lessee is 

the party who gets the benefits from the use of the property. In lessor –lessee 

relationship, ownership of the property is still on the lessor. Lessor is 

responsible for the maintenance cost of the property.  

 

The second pillar is Ma’qud ‘alaih (item to be renedt). The object to be rented 

must be under the possession of the lessor. This object should be given after 

the aqad. The specification of the object or usufruct must be clearly specified. 

The usufruct must also be permissible by Islam. In addition, if the lessee is 

unable to pay the stipulated rent amount at an agreed time period, the object 

under the lease should be returned to the lessor. The lessee cannot sublease or 

transfer the usufruct of the property to another party. The object of lease must 

be in a good condition. The lessee is responsible for the cleanliness and safety 
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of the property. The liability of the lessee is under the concept of trust (wadiah 

yaad amanah). However, if the property is damaged due to the negligence of 

the lessee, the lessee needs to pay the compensations (dhaman). 

The third pillar is time period. The time period of the ijarah is as agreed by 

both parties. Fourth pillar is Ujrah or payment. The payment of the fixed asset 

must be known by both parties. The payment can be paid in advance or if it is 

not stated in the contract, the payment can be made when usufruct started. If it 

is stated by landlord the ajr will be postponed (as agreed by both parties; ie: 

monthly) 

Then, the fifth pillar follows is transfer of usufruct. The transfer of usufruct 

could be done directly after the aqad or after certain payment is made if it is 

being asked by the lessor. The conditions for an ijarah contract to be 

valid once again prove the reliability of this mode of Islamic commercial 

property financing. It is hardly surprising that ijarah is accepted all over the 

world, and it is not only limited to Islamic countries but has spread to other 

parts of the world as well, where Islam is not the dominant religion. 

2.6.4 Ijarah ‘ala manfaah  

Al-Imam Al-Bukhary (1993), Dallah Al-Baraka Group (n.d), Ibnu Qudamah 

(2010) and Maulana Taqi Usmani (2006) in their books “ Kitab al-ijarah” 

stated the practice of Ijarah ‘ala manfaah was used during the Prophet 
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Muhammad P.B.U.H. back 1400 years ago. Based on Al-Imam Al-Bukhary 

(1993), Ibnu Thawus from Ibnu Abbas said, “Prophet Muhammad P.B.U.H. 

got cupping therapy and the wage was in the form of one or two bushels of 

dates” (Sahih, No. 2185). In the hadith above, Prophet Muhammad P.B.U.H. 

permitted us to gain from the services rendered. Similar to the Islamic 

commercial property financing offered by Islamic bank case, banks could get 

profits from the services that they provide.  

 

This study proposes Ijarah ‘ala manfaah as a benchmarking index for 

commercial property financing using ijarah rates instead of prohibited interest 

rates. This index is named as rental rates. ijarah rates derived its formula from 

PBO-RI and was divided to CPPI as mentioned in earlier section. This is due 

to the fact that PBO-RI reflects the true value of the properties (manfaah) 

which is consistent with hedonic price model. In hedonic price model, the 

rental values of the commercial property depend on the locational attributes, 

size per square feet, physical structures, and tenure rights (Dunse & Jones, 

1998). Meanwhile, CPPI or commercial property price index is developed 

transaction value of the commercial property (manfaah) using base year 2010 

as benchmark; whereby the transaction value on the that particular year is 

divided over volume of transaction for that measured year.  
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Mu’ajjir 

(Landlord) 

Landlord  

Musta’jir 

(Tenant) 

Tenant 

Ma’jur (rent item or item to be taken its manfaah), ie: Office 

 

Ajr or ujrah (rental payment)  

Abu Saud (1991) stated that interest rates basically refer to floating rates and 

did not rely on any reliable values. But, to the best of the researcher’s 

knowledge, no research in the commercial property financing has been 

conducted yet even though the commercial property market depends on 

interest rates in determining the property financing. The ijarah rates could 

help in assisting the relevant institutions in the pricing of commercial property 

financing.  Figure 2.6 shows the illustration on an example of ijarah contract: 

 

 

 

 

 

 

Figure 2.6 

Example of Ijarah ‘’Ala Manfaah Contract 

Source: Muhammad As-Sayyid Sabiq (2009) 

 

Based on Figure 2.6, the rental had been applied to Islamic banks beginning 

from their establishment in 1983. However, the rental concept that appears in 

Musharakah Mutanaqisah does not obey the true shari’ah concept (Mahfudz 

et al., 2016; Mohd Sollehudin et al., 2011). The awareness of financing against 

interest rates has significantly increases over time as recorded by Bank Negara 

monthly statistical bulletin. The highest customers’ preference is Murabahah  
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(cost-plus) while the ijarah (rental) is the least preferred even though the 

ijarah concept is less risky as compared to the partnership or profit loss 

sharing (Ariffin, Archer, & Karim, 2009).  

 

In case of Islamic banks, ijarah is applied when property buyers agree to pay 

monthly rental for the share of properties (Rama et al., 2010). Therefore, this 

study would like to implement the concept of Ijarah ‘ala manfa’ah  in the 

Islamic financing of commercial property where the banks provide Ijarah ‘ala 

manfaah (rental payment based on the (usufruct) or manfaah used. Hence, 

commercial property buyers make monthly rental payments for using the 

manfaah (property) within the stipulated time period. In addition, the rates that 

will be introduced in the next chapter also make use of Ijarah ‘ala manfaah 

concept.  

 

According to the Ijarah (rent principles), lessee-lessor relations were bound to 

the specific contract (aqad). The concept of ijarah is significant to avoid riba, 

gharar, and maysir. However, to the best of author’s knowledge, both of the 

mentioned theories have not yet been applied in the real Islamic banks, 

especially in commercial property financing which refers to Tawarruq 

(commodity Murabahah). 
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Commercial property financing offered by Islamic and conventional banks are 

different. Islam prohibits interest rates. In contrast, conventional banks mostly 

rely on the interest rates. They are also similar as they both provide easy cash 

to borrowers and gain profits based on the term financing. However, 

borrowers should be against conventional commercial property financing 

because they are involved with interest rates that are prohibited in Islam. 

2.6.4.1 Interest Rate versus Ijarah Rate 

Ijarah rates come from the word ijarah, which rental rates rely on usufruct of 

property as well as the value of the property. In Islam, the most important 

element when discussing commercial property financing is avoidance of riba, 

gharar, and maysir. Most of the studies of commercial property financing 

(CPF) conducted previously neglected the importance of ijarah rates and still 

stick to the conventional rates of interests in determining the CPF. Ijarah rates 

are important benchmarks in pricing the usufruct of the property because they 

rely on true economic activities. Moreover, ijarah rates are calculated based 

on the attributes of the property where PBO-RI is divided to the CPPI.   

 

Islamic rental rates become one of the economic indicators in determining 

property financing especially in residential properties (Mohd Yusof et al., 

2011). Islamic rental rates (ijarah rates) are asset-backed instruments. This 

means that ijarah rates will rely on the asset’s values. The significance of this 
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study is to avoid riba or relying on interest rates in commercial property 

financing. Riba appears in conventional commercial property financing when 

the interest rates are formulated based on artificial wealth.   

2.6.4.2 Ijarah (Islamic rental rate) versus conventional lease 

In Islam, only shari’ah views are accepted. There are some differences 

between ijarah rates and conventional lease.  Table 2.13 below highlights 

several differences between ijarah (shari’ah view) and legal views on the 

lease as discussed in Johnson (2016).  

Table 2.13 

Comparison Between Ijarah and Conventional Lease 
 Ijarah Conventional lease 

Interest issues Designed either to eliminate all 

interest provision elements or 

change it to fulfill shari’ah 

standards.  

Often add interest provisions 

such as penalty on late 

payment, certain types of 

contract extensions, and 

interim rents.  

Assets (manfaah) Assets that are prohibited due to 

the asset itself or the user of the 

asset. 

eg: lease property for the 

manufacture that produces 

alcoholic beverage is void. 

Any asset may be the object 

of the lease. 

Ownership Fully responsible for the lease 

assets (its ownership asset).  

The lessor only acts as 

financier which is not 

responsible for any damage to 

the assets. (shift the burden of 

ownership from lessor to the 

lessee) 

Late payment No interest charge Interest will be charged 

In case of usufruct is loss 

beyond the control of the 

lessee 

Incentive (rent exempted) 

should be given to lessee at 

particular time.  

No exemption of payment 

Source: Extracted from Hossein Askari et al. (2009), Johnson (2016) and Kettel 

(2011) 
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Table 2.13 compares ijarah and conventional lease. Ijarah has no interest rates 

issues. Meanwhile conventional lease often relies on interest rates as well as 

penalties on late payments, certain types of contract extensions, and interim 

rents.  

Besides, ijarah prohibits lessors giving the manfaah to the lessees for 

impermissible activities by Islam while conventional lease does not take into 

consideration on the purposes of the assets being leased. For instance, ijarah 

could not lease the property to the lessee whose intent is to use the property 

for the purpose of selling alcoholic beverages.  

 

In ijarah, the owners of the assets are responsible to the maintenance of the 

property if it is not because of the lessee’s negligence. On the other hand, the 

lessors only act as financiers which are not responsible for any damages to the 

assets for the conventional lease cases. This means that they shift the burden 

of ownerships from lessors to the lessees. This happens in current MMP 

practices (Mohd Sollehudin et al., 2011). 

 

Last but not least, no interests will be charged in case of late payments in 

ijarah contract. But, the owner of the property is subjected to advanced 

payments in order to mitigate from default risks. Conversely, interest rates will 

be charged in case late payments happen in conventional leases. 
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2.7 Sustainable Development Goals (SDG) and commercial property 

financing 

SDG comprises of 17 goals targeted for financial institutions to achieved by 

2030. The SDGs and the relevance to Maqasid shari’ah were shown in the 

following Table 2.14: 

Table 2.14  

SDG and Maqasid Shari’ah 

SDGs Targets Maqasid shari’ah 

SDG 1: No 

poverty 

End poverty in all its forms 

everywhere 

Circulation of wealth : Protection 

of wealth and life  

SDG 2: Zero 

hunger 

By 2030, end hunger and ensure 

access by all people, in particular 

the poor and people in vulnerable 

situations, including infants, to 

safe, nutritious and sufficient 

food all year round 

Protection of life 

SDG 3: Good 

health and 

well-being 

By 2030, reduce by one third 

premature mortality from non- 

communicable diseases through 

prevention and treatment and 

promote mental health and 

wellbeing 

Protection of life and posterity 

SDG 4: 

Quality 

education 

By 2030, substantially increase 

the number of youth and adults 

who have relevant skills, 

including technical and 

vocational skills, for 

employment, decent jobs and 

entrepreneurship 

Protection of intellect 

SDG 5: 

Gender 

Equality 

End all forms of discrimination 

against all women and girls 

everywhere 

Ensure women’s full and 

effective participation and equal 

Protection of posterity 
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SDGs Targets Maqasid shari’ah 

opportunities for leadership at all 

levels of decision-making in 

political, economic and public 

life 

• Adopt and strengthen sound 

policies and enforceable 

legislation for the promotion of 

gender equality and the 

empowerment of all women and 

girls at all levels 

SDG 6: Clean 

water and 

sanitation 

Ensure availability and 

sustainable management of water 

and sanitation of all. 

Protection of life 

SDG 7: 

Affordable 

and clean 

energy 

Ensure access to affordable, 

reliable, sustainable and modern 

energy for all 

Protection of life 

SDG 8: 

Decent work 

and economic 

growth 

Achieve higher levels of 

economic productivity through 

diversification, technological 

upgrading and innovation, 

including through a focus on 

high-value added and labour- 

intensive sectors 

Promote development-oriented 

policies that support productive 

activities, decent job creation, 

entrepreneurship, creativity and 

innovation and encourage the 

formalisation and growth of 

micro, small and medium sized 

enterprises, including through 

access to financial services 

By 2030, achieve full and 

productive employment and 

decent work for all women and 

men, including for young people 

and persons with disabilities 

(“PWDs”) and equal pay for 

work of equal value 

 

Protection of wealth 
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SDGs Targets Maqasid shari’ah 

protect labour rights and promote 

safe and secure working 

environments for all workers, 

including migrant workers, in 

particular women migrants and 

those in precarious employment 

Strengthen the capacity of 

domestic financial institutions to 

encourage and expand access to 

banking, insurance and financial 

services for all 

SDG 9: 

Industry 

innovation 

and 

infrastructure 

Increase the access of small-scale 

industrial and other enterprises, 

in particular in developing 

countries, to financial services, 

including affordable credit and 

their integration into value chains 

and markets 

Protection of wealth 

SDG 

10:Reduced 

inequalities 

Reduced inequalities among 

countries 

Protection of posterity (Man as 

leader, women as followers) 

SDG 11: 

Sustainable 

cities and 

communities 

By 2030, ensure access for all to 

adequate, safe and affordable 

housing and basic services and 

upgrade slums 

Protection of all 5 elements in 

Maqasid shari’ah under 

dharuriyyat  

SDG 12: 

Consumption 

and 

production 

By 2030, achieve the sustainable 

management and efficient use of 

natural resources 

By 2030, substantially reduce 

waste generation through 

prevention, reduction, recycling 

and reuse 

Promote public procurement 

practices that are sustainable, in 

accordance with national policies 

and priorities 

Protection of life 

SDG Take urgen action to combat Protection of life 
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SDGs Targets Maqasid shari’ah 

13:Climate 

action 

climate change and its impact. 

SDG 14:Life 

below water 

Conserve and sustainably use the 

oceans, seas and marine 

resources for sustainable 

development. 

Protection of life 

SDG 15: Life 

on land 

Protect, restore and promote 

sustainable use of terrestrial 

ecosystem, sustainably manage 

forest, combat desertification, 

halt and reverse land degradation 

and halt biodiversity loss. 

Protection of life 

SDG 16: 

Peace, justice 

and strong 

institutions 

promote the rule of law at the 

national and international levels 

and ensure equal access to justice 

for all 

Substantially reduce corruption 

and bribery in all their forms 

Promote and enforce non-

discriminatory laws and policies 

for sustainable development 

Ensure responsive, inclusive, 

participatory and representative 

decision-making at all levels 

Protection of intellect 

SDG 

17:Partnership 

for the goals 

Strentghen the means of 

implementation and revitalize the 

global partnership for sustainable 

development 

Protection of intellect 

Source: UN DESA (2020) and framework of Maqasid shari’ah   

Based on table 2.4, most of all DSGs are align with Maqasid shari’ah except 

that protection of faith is not the main agenda in DSG. Hence, the 

enhancement on protection of faith could uplift the ummah to a stability 

emotionally and physically. DSG 1, 2, 3, 6, 7, 11, 12, 13, 14 and SDG 15 

relevant to Maqasid shari’ah to protect life. DSG 1,4, 8, 9 and 11 are involve 

with protection of wealth. DSG 4, 11, 16 and 17 parallel to Maqasid shari’ah 
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of protection and preservation of intellect. The rest of DSG is to protects 

posterity. The differences only on reducing inequalities among country 

whereby most of the banks that follows DSG guideline focuses on equal rights 

between man and women. However, Islam highlight differences between man 

and women whereby man should lead women. Last but not least, rental rates 

that proposed by this study is relevant to all 5 elements of Maqasid shari’ah 

and parallel to the DSG 11.     

2.8 Past Studies on Commercial Property Financing Offered by 

Conventional Banks 

The causes and consequences of rapid growth in conventional commercial 

property financing are always related to the financial crisis. However, less 

research on the topic of commercial property is conducted. Table 2.15 below 

demonstrates existing literatures on conventional commercial property 

financing in different countries. 

Table 2.15 

Existing Literature on Commercial Property Financing Issues Offered by 

Conventional Banks. 
Authors Country Main contribution Results 

Herring 

and 

Wachter 

(1998) 

Sweden, 

United 

States, Japan 

and Thailand 

They show evidence 

that commercial 

property price booms 

lead to banking busts 

due to the role of 

commercial property as 

collateral. 

In case of Sweden postwar1980s, 

office price booms, the banking bursts 

due to sudden collapse in office prices. 

In case of Japan (1980-1990s), the 

commercial property prices increase 

250 percentage point lead to excessive 

commercial property financing.  

In case of Boston, collapses in 

commercial property prices, caused 

several failures and mergers of banks. 
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Authors Country Main contribution Results 

In case of Thailand, CPF increases 

rapidly in 1987 to 1990 because banks 

invest in commercial  property, they 

assume the prices of the property 

would rise. 

Davis and 

Zhu 

(2004) 

Cross-

country in 

17 

developed 

economies 

Bank financing and 

commercial property 

cycle 

Real estate cycles are largely driven 

by the dynamic linkage between 

commercial property sectors, 

commercial property financing, and  

macroeconomic factors. 

Gerlach 

and Peng 

(2005) 

Hong Kong Bank lending and 

property prices in Hong 

Kong 

Excessive bank lending was not the 

root cause of the booms and bust 

cycles of the property market in Hong 

Kong. 

Olszewski 

(2012) 

Poland Study the impact of 

commercial property to 

the financial sectors 

Large price swings in the commercial 

property market lead to a financial 

crisis in banking. Hence, commercial 

property financing restricted their 

financing to property buyers.  

Dunstan 

and 

Skilling 

(2015) 

New 

Zealand and 

international. 

Commercial property 

and financial stability 

CPF is the main contributor to the 

default during financial crisis. 

 

Table 2.15 summarizes previous studies on issues faced by conventional 

commercial property financing. There are three main issues highlighted. First, 

the issue of real estate cycle affects banking system mostly the financial crisis. 

For instance, Herring and Wachter (1998) produced a conceptual framework 

on the commercial property market links to the financing behavior of the 

respective banking crises in Sweden, United States, Japan and Thailand.  

In case of Sweden, during the post-war until 1980s, the commercial property 

was stable. In 1980s, the office price booms (rapid increase in prices), banks 

started to increase its lending because they believed the economy kept 

growing (Recovery phase). As a result, the banking burst due to sudden 

collapse in office prices (Recession phase). Collapses of property prices 
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happened when oversupplying of commercial property was recorded during 

Hypersupply phase. 

In case of Japan (1980-1990s), the commercial property prices increased 250 

percentage points leading to excessive commercial property financing. In case 

of Boston, collapses in commercial property prices causing several failures 

and mergers of banks. However, in Thailand, they never had experiences in 

real estate cycle. Therefore, the bank financing increased rapidly in 1987 to 

1990 where banks invested in commercial property.  They assumed prices of 

property would rise, but  things happen differently from their perspectives 

(Herring & Wachter, 1998). 

 

Later studies by Davis and Zhu (2004), followed by Olszewski (2012) were 

conducted on the relationship between commercial property financing and 

commercial property price. They found that commercial property price had a 

strong relationship to commercial property financing. An evidence was shown 

by Olszewski (2012) where the swings in the prices of commercial property 

led to financial crisis. He appointed that commercial property sectors needed 

to be tracked by banks because the sectors have strong links to financial 

sectors.  

 

Similar finding by Davis and Zhu (2004) was where they developed a 

reduced-form theoretical model, and suggested that commercial property 
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financing was closely related to commercial property prices. This happens 

when commercial property prices increase above their fundamental values, 

constructors and developers will start new constructions. The new 

constructions activities generate new demands. Hence, they lead towards 

expansion in general economy and stimulate the demands for bank credits 

(Davis & Zhu, 2004). 

Gerlach and Peng (2005) investigated bank lending and property prices in 

Hong Kong. They found excessive bank lending was not the root cause of the 

boom and bust cycles of the property market in Hong Kong. On the other 

hand, Dunstan and Skilling (2015) investigated the relation between 

commercial property and financial stability. They found that interest rate risks 

in commercial property have declined since the global financial crisis (GFC). 

This is due to less purchasing power among the property buyers. Hence, new 

purchases and developments become lower and oversupply occurred. Banks 

financing also reduced. For example, he found that in case of New Zealand 

market in 1987, the oversupplying of commercial property in the market has 

pushed the commercial property prices down. Dunstan and Skilling (2015) 

also found that rapid growth in commercial property financing was due to 

increase purchasing power among property buyers in Ireland and Spain.  
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2.9 Past Studies on Commercial Property Financing Offered by Islamic 

Banks. 

Commercial property sectors grow rapidly in Malaysia. However, property 

buyers face difficulties to access the commercial property financing from 

Islamic banks because the financing charges are higher than conventional 

banks (Zainol, 2014). In addition, oversupplying of commercial property 

sectors in Malaysia affect banks financing decisions. Banks tend to limit the 

financing given to commercial sectors (Ling et al., 2017). The rational of 

giving limited financing to commercial property sectors is to avoid default 

risk, mostly when the values of commercial property collapse.  

 

Despite several issues on commercial property financing being discussed in 

the real world, such as imbalances of demands and supplies, commercial 

property price bubbles, economic slumps caused by uncertain macroeconomic 

conditions and financial instabilities due to commercial property swings, there 

are still  less studies being conducted on commercial property financing 

offered by Islamic bank. Hence, this particular research attempts to bridge the 

gaps between real world and the existing litearatures. Studies of issues in 

commercial property financing offered by Islamic bank is shown in Table 

2.16. 
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Table 2.16 

Existing Literature in Commercial Property Financing Offered by Islamic 

Banks 
Authors Main contribution Results 

Abu bakar (2014) Investigates links between 

commercial property and 

business cycle.  

Islamic bank financing is 

not affected by the growth 

of business cycle 

indicators. 

   

Harun, Mohd. Yusof, and 

Wahab (2017) 

gather opinions from Islamic 

scholars on the acceptability of 

using interest rates in 

determining commercial 

property rentals as well as 

identifying a potential Islamic 

financing model to replace 

interest based model. 

 

The potential Islamic 

financing model suggests 

adhering to the Islamic 

rental rate, in this case, 

known as the ijarah rate, 

due to it being compliant 

with Islamic concepts 

 

Based on Table 2.16, Abu bakar (2014) investigated the links between 

commercial property and business cycle. He found that Islamic bank financing 

is independent of the growth of business cycle indicators. In other word, the 

Islamic bank financing which is also comprised of commercial property 

financing is not being affected by the changes in macroeconomic factors 

namely GDP.  

 

Recent study by Harun, Mohd. Yusof and Wahab (2017) provided conceptual 

framework discussion on the potential of commercial property financing 

model offered by Islamic banks. They suggested the model should rely on the 

Islamic rental rates known as the ijarah rates because they comply with the 

Islamic concept of ijarah. The calculation of ijarah rates is based on PBO-RI 

which attributes to the true value of the properties which is consistent with the 
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hedonic price model. In hedonic price model, the rental values of commercial 

property  depend on the locational attributes, size per square feet, physical 

structures, and tenure rights (Dunse & Jones, 1998). 

 

Due to limited studies conducted on Islamic commercial property financing, 

this particular research will discuss closely on related studies which are 

famous in the field of real estate financing, Islamic home financing and 

Islamic financing. As in the case real estate financing, the issues highlighted is 

shown in Table 2.17. 

Table 2.17 

Existing literature in real estate financing 
Authors Main contribution Results 

Herring 

and 

Wachter, 

(1999) 

Bank financing and property 

prices in US real estate market 

Real estate financing leads to property price 

booms. 

Hofmann 

(2005) 

analyses the determinants of bank 

credits to  private non-financial 

sectors in 16 industrialized 

countries based on an integrating 

VAR. 

Property prices are significantly related to 

bank financing in the short and long run. 

Suggesting that boom-busts in property 

cycle lead to financial imbalances, which 

later give impacts on the macroeconomic 

and banks’ stability. 

Rahman 

et al. 

(2009) 

investigates the impacts of 

lending structure on the 

insolvency risks exposures 

Real estate lending is positively related to 

conventional banks’ risks, but inversely 

related to Islamic banks’ risks exposures. 

Busler 

(2011) 

Comparing the effects of financial 

crisis between western banking 

(Western World) and Islamic 

banking (Dubai World). 

In western banking, loan losses increase 

because they depend on property (used as 

collateral) values which are lower during 

crisis. 

In Islamic banking, banks transfer all the 

risks to property buyers. Hence, Islamic 

banks can mitigate risks during crisis.  

 

Table 2.17 shows some issues arisen in real estate financing. Among the issues 

addressed are property price bubbles during the period of low-interest rates 



Universlti Utara Malaysia 

 

113 

 

(Economic viewpoint, 2014; Hofmann, 2004; Liang & Cao, 2007), the 

macroeconomic factors (Hofmann, 2004), insolvency risks exposures 

(Rahman, 2010) and increases in loan losses (Busler, 2011) are the main 

determinants of real estate financing. 

 

Hofmann (2005) used vector error-correction models and he analysed the 

dynamic effects of innovations to real GDP, real interest rates and real 

property prices on bank financing for the period of 1980-1998. He found that 

property prices are significantly related to bank financing in the short and long 

runs. He also found that GDP and interest rates do not significantly affect bank 

financing in the long run. This implies that at boom-bust in real estate property 

cycle leads to financial imbalances, which later gives impacts on the 

macroeconomic and banks’ stability. The additional evidence was in China, an 

indirect causality running from bank financing to property prices was found 

(Liang & Cao, 2007). 

 

Besides, Rahman et al. (2009) employed unbalanced panel data investigating 

on the impacts of lending structure in real estate on the insolvency risks 

exposures between 14 Islamic and 23 conventional banks from 1994-2006 in 

Malaysia. They found that real estate lending is positively related to 

conventional banks’ risks, but inversely related to Islamic banks’ risks 

exposures. They found that the level of insolvency risks exposures during the 
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1997 Asian financial crisis was lower than it was for the overall period, 

whereas it was higher than the overall average in the ongoing global economic 

crisis. Interesting finding is that the increase in real estate financing is 

associated with a decrease in Islamic bank insolvency risks exposures. This is 

due to the real estate financing of Islamic banks in Malaysia are based on the 

marked-up pricing principle, for example, the Bay Bithaman Ajil (BBA) 

contract. 

 

Busler (2011) compared the effects of financial crises in Western and Islamic 

banking which are represented by Dubai World. He found that the loan losses 

increase because they depend on the property (used as collateral) value which 

value was lower during crisis for the case of Western banking. In contrast, 

Islamic banking was stable during the crisis because banks transferred all the 

risks to the property buyers. 

 

Mohd Yusof (2016a) investigated the macroeconomic, banks’ fragility in 

Islamic and conventional banks in Malaysia. He found that conventional banks 

had an indirection relationship with the movement in the interest rates. As the 

commercial property financing concerned, this research also takes into 

consideration previous studies in Islamic financing as presented in Table 2.18 

below. 
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Table 2.18 

Past Studies on Islamic financing 
Year Authors Area Problems of relying on Interest 

Rate 

1993 Davis (1993) UK banks Increases in interest rates among 

factors contributing to loan losses.  

1999 Rosly (1999) Islamic banks Islamic banks operating within dual 

banking systems are subjected to 

interest rates risks. 

2000 Aggarwal and Yousef 

(2000) 

Islamic banks 

Financing 

Islamic banks rely much on marked 

up financing (murabaha and ijarah) 

compared to PLS (potential of back 

door interests). 

2004 Bacha (2004) Islamic bank 

financing 

Islamic banks 

operating within dual banking 

systems may also be subjected  to 

interest rates risks. 

2005 How, Abdul Karim, 

and Verhoeven 

(2005) 

Islamic and 

conventional banks 

in Malaysia 

Islamic financing in Malaysia is 

most affected by interest rates risks 

2009 Abdul Kader and 

Leong (2009) 

Islamic banks 

financing 

Increases in the base financing rates 

would induce customers to obtain 

financing from Islamic banks and 

vice versa 

2009 Kassim et al (2009) Islamic and 

conventional banks 

in Malaysia 

Islamic banks were sensitive to the 

changes in interest rates . 

2009 Rahman, Ibrahim, and 

Mydin Meera (2009) 

Real estate and 

Islamic banks 

Real estate lending is positively 

related to conventional banks’ risks, 

but inversely related to Islamic 

banks’ risks exposures. 

2009 Chong and Liu (2009) Islamic financing in 

Malaysia 

Rapid growth in Islamic banking is 

largely driven by the Islamic 

resurgence worldwide rather than by 

the advantages of the PLS paradigm 

and that Islamic banks should be 

subjected to regulations similar to 

those of their western counterparts 

2010 Faiz (2010) Islamic financing in 

Indonesia 

Islamic banks are not affected by 

the changes in monetary policy as 

well as macroeconomic factors 

because the implementations of 

higher spread margins among 

Islamic banks in Indonesia. 

2011 Ibrahim and Sukmana 

(2011) 

Islamic financing in 

Malaysia 

Found that Islamic financing in 

Malaysia was driven mainly by 

interest rates variations minimally 

affected by stock market 

fluctuations and was not influenced 

by real industrial production 

2011 Hakan and Gulumser 

(2011) 

Islamic banking in 

Malaysia 

Islamic banks exposed to interest 

rates risks 
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Year Authors Area Problems of relying on Interest 

Rate 

2011 Leuvensteijn, 

Sorensen, Bikker, and 

Van Rixtel, (2011) 

Impacts of  

conventional banks’ 

competitions on 

interest rates 

Stronger competitions lead to lower 

the interest rates as well as market 

rates (3-months money market 

rates) 

2014 Ibrahim and Sufian 

(2014) 

Islamic financing in 

Malaysia 

Islamic financing is impacted 

negatively and immediately by 

positive interest rates shocks, 

contradicting the argument that 

Islamic banks operations are 

shielded from interest rates 

fluctuations 

 

The main focus on this section is to highlight the issues on interest based 

financing extracted from various literatures. A large body of literature in Table 

2.18 highlights the impacts of relying on interest rates which provides a basis 

for this study.  Islamic financing (comprises of total Islamic financing 

included commercial property) is facing the interest rates risks (Bacha, 2004; 

Hakan & Gulumser, 2011; How et al., 2005; Rosly, 1999). This is due to 

Islamic financing newly born in the 21st era after a long time being conquered 

by conventional banking. This begins after the collapse of Ottoman’s empire 

during the companions’ of prophet age. The highly competitive environment 

due to interest rates risk created more difficulties for Islamic banks to survive 

(Bacha, 2004).   

 

The problems of relying on interest rates are not merely raised worries to the 

Islamic institutions but also to the conventional banking institutions. Evidence 

shows when Davis (1993) employed Capital Asset Pricing Model (CAPM) to 

investigate the determinants of UK Banks’s credit risks, he tested over several 
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variables namely, real GDP, corporate bankruptcies rate, interest rates, and 

corporate gearing. He found that raises in interest rates would increase the 

borrower’s default risks. Hence they led to increases in commercial bank 

losses. 

 

For instance, Abdul Kader and Leong (2009) found in the event of an increase 

in BLR, customers from conventional banks do refinancing via Islamic 

financing. This is due to customers’ profit orientation. This happens due to 

customers choosing their financing based on the interest rates regardless of the 

prohibitions of interests in Islam. This may due to the lack of Islamic finance 

education among Muslim society which leads to the rise in financial literacy 

among them.  

Aggarwal and Yousef (2000) analyzed the Islamic commercial banks 

financing in Faisal Islamic Bank of Egypt (FIBE), Bank Islam Malaysia 

(BIM), Jordan Islamic Bank (JIB) and entire Iranian banking systems from the 

years 1983 to 1994. They found Iran adhered to the fully Islamic concept. 

Surprisingly, Bank Islam Malaysia relies much on marked up financing such 

as murabaha and ijarah (95.3%) compared to profit loss sharing concept (PLS) 

(below 10% for FIBE, BIM, and JIB) where it is argued as the potential “back-

door” to riba. This statement of previous Islamic scholars on “back door” to 

riba was because of time value of money consideration (Zaharuddin Abdul 

Rahman, 2011). It not considered as “back door” to riba if the the conditions 
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of murabaha is not fully followed such the term of the contract, and the item 

that involved in the contract should exist, the ownership of the property should 

belong to the bank (in the 1st attempt) before the ownership transferred to 

property buyers. The additional amount under murabaha is not riba because 

the contract is sale with differed payment (Zaharuddin Abdul Rahman, 2011). 

According to another Islamic scholars such as Al-Dusuki, Khatib and Al-

Sharbini (Mazhab Shafi’), delay is a part from the pricing (Zaharuddin Abdul 

Rahman, 2011) 

 

For instance, fluctuations in interest rates affect Islamic banks due to the  

interest rates risks faced by dual banking systems (Kassim et al., 2009). 

However, Abdul Karim, and Verhoeven (2005) studied the Islamic financing 

and bank risks (Credit risk, liquidity risk, and interest rates risk).  They found 

commercial banks with Islamic financing have significantly lower credits and 

liquidity risks but significantly higher interest-rates risks than banks without 

Islamic financing. This is supported by Chong and Liu (2009) which found 

that Islamic banking in Malaysia operated similarly to conventional where the 

interest rates are still the preferred benchmark. 

 

Ibrahim and Sufian (2014) evaluated the interrelations between Islamic 

financing and key economic and financial variables including real output, 

price levels, interest rates and stock prices for the case of Malaysia. A later 
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study by Faiz (2010), found that Islamic financing in Indonesia was more 

stable as compared to its conventional counterpart. This is due to the shari’ah 

principle (profit loss sharing) used by Islamic banks in Indonesia. Moreover, 

he highlighted that monetary policy in Indonesia is not based on interest rates 

which contradict to Malaysia. The reason is Malaysia is liberal and the interest 

rates are not strongly eliminated by the monetary policy. 

The interesting findings by Kassim et al. (2009) showed Islamic banks are 

more sensitive to the changes in interest rates as compared to the conventional. 

They stated that Islamic banks had to strengthen their risk managements 

especially in managing the interest rates risks. In conclusion based on table 

2.10, either Islamic or conventional banks are at risk when they rely on 

interest rates. Such risks contradict Islamic teaching on the prohibitions of 

riba, gharar and maysir. and bank losses may occur due to uncertain 

economic conditions.  

 

Realizing on the backdrop of relying on interest rates, several alternatives to 

the interest based financing are opened for future discussions. The following 

Table 2.19 summarizes alternatives to the interest rates in Islamic home 

financing and Islamic financing. 
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Table 2.19 

Literature on Alternatives to The Interest Rate in Financing 
Year Authors Area Alternative to the interest rate 

2004 Bacha (2004) Islamic  

financing 

Suggest not using BBA and 

Murabaha, but try to implement 

profit and loss based financing. 

2005 Meera and Abdul Razak (2005) Islamic 

Home 

financing 

Rental rates as the alternative to 

the current interest rates. 

2011 Mohd Yusof et al, (2011) Islamic 

Home 

financing 

Consistent evidence that the rental 

price (RP) is a better alternative 

than the lending rate (LR) to price 

Islamic home financing product 

because its stable. 

2015 Mohd. Yusof and Usman 

(2015) 

Islamic 

Home 

financing 

Proposed rental rate as an 

alternative measure. 

2016 Mohd. Yusof (2016a) Home 

financing 

An alternative to the interest-based 

financing such as rental rates are 

relevant to be investigated 

2016 Mohd. Yusof (2016b) Islamic 

home 

financing 

Rental rate as an alternative to 

UK’s Islamic home financing. 

 

Table 2.19 highlights the importance of having a rate that is more stable and 

totally free from interests in determining the property financing as discussed in 

Mahfudz et al (2016) and Mohd Yusof (2016a, 2016b). Both studies 

conducted on home financing shows that rental rate could be an alternative 

measure of interest rates. Therefore, the implementation of Islamic rental rates 

should be further investigated in the area of commercial property financing. 

This is due to the fact that commercial property financing relying on interest 

rates could lead to banking fragility (Dunstan & Skilling, 2015; National 

association of realtors, 2016). 
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From the Islamic perspectives, Mahfudz et al. (2016), Mohd Yusof et al. 

(2015), Mohd Yusof (2016b), Mohd Yusof, Kassim, Majid, and Hamid 

(2011), Mohd Yusof and Usman (2015) found that  rental rate is a better 

alternative than the financing rate to price Islamic home financing products.  

However, the rental rate is not yet being tested empirically as a factor that 

influences commercial property financing.  

Thus, this research will contribute to the existing literature by extending the 

works of  Mahfudz et al. (2016), Mohd Yusof et al. (2015), Mohd Yusof 

(2016b), Mohd Yusof, Kassim, Majid, and Hamid (2011), Mohd Yusof and 

Usman (2015) by proposing a rental rate or specifically called ijarah rates in 

determining the commercial property financing as an alternative of interest 

rate based commercial property financing. Several empirical investigations on 

the significance of using rental rate was undertaken by Meera and Abdul 

Razak (2005), Mohd Yusof et al. (2011) and Mohd Yusof (2016a, 2016b).  

The differences of this research as compared to those researchers in the field 

of Islamic home financing are (1) This research makes comparisons between 

Islamic and conventional banks that provide commercial property financing 

after crisis period (2010 to 2018). This is because of limited data in 

commercial property. (2) This research integrates Islamic theory of ijarah and 

several conventional theories (business cycle theory, real estate cycle theory, 

Mortgage lending values approach, cost of borrowing theory as well as interest 
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rate theory) (3) proposing commercial property price indexes as tools to 

connect commercial property prices to bank financing. The calculation of 

commercial property prices is based on previous theories and other literatures. 

This research focuses on commercial property sectors while the previous 

literature focuses on home financing, real estate financing and banks 

financing.  

2.10 Important Determinants of Commercial Property Financing. 

This research attempts to combine macroeconomic and financial factors into 

the commercial property financing model.  This follows the studies of Kassim 

and Majid (2010), Hakan and Gulumser (2011),  Ibrahim and Sukmana (2011) 

Gerdrup (2003) and Yépez (2018) where macroeconomic and financial factors 

are used to estimate bank financing.   

2.10.1 Macroeconomic Factors and CPF 

Kassim and Majid (2010), Hakan and Gulumser (2011),  Ibrahim and 

Sukmana (2011) use macroeconomic factors to determine bank financing. 

Among the macroeconomic factors discussed in this thesis are Industrial 

Production Index (IPI), Overnight Policy Rate (OPR), Real exchange Rate 

(REER). 
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2.10.1.1 Industrial Production Index (IPI) 

Construction sectors in Malaysia grow at of 8.1% supported by the growth in 

commercial property sectors 12.5% as compared to residential only 9.8% has 

been on increasing trend since the last four years (2013: 10.9%, 2014: 11.6%, 

2015: 12.1 %, 2016: 10.3%) (Department of Statistics Malaysia, 2016). The 

Knight and Frank survey 2015 reported that commercial property financing 

constitutes of 60% for the property price more than 2 million and another 40% 

below 2 million. 

 

Due to limited research in commercial property financing in Malaysia, this 

study follows closely related research in the area of bank financing. Previous 

studies on conventional commercial property financing are conducted in 

different countries. Therefore, the macroeconomic variables that the 

researchers used are different from Malaysian case. For instance, Dunstan and 

Skilling (2015) used GDP as macroeconomic factors and property prices as 

financial factors (Dunstan & Skilling, 2015; Herring & Wachter, 1999). This 

study uses the industrial production index (IPI) for two reasons; (1) the data is 

available on a quarterly basis and (2) many studies used IPI as a measure of 

economic growth and activities such as Kassim and Majid (2010), Hakan and 

Gulumser (2011),  Ibrahim and Sukmana (2011) as shown in Table 2.20. 
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Table 2.20 

Impact of IPI on Bank Financing 

 

Table 2.20 shows the IPI and its relations to financing. Ibrahim and Sufian 

(2014) investigated the relationships of IPI, REER and interest rates on 

Islamic financing. They found that real outputs as proxies by IPI giving 

positive responses to Islamic banks operations. Their results are in contrast 

with Ibrahim and Sukmana (2011) that employed Toda-Yamamoto causality 

test. They found that Islamic financing was not influenced by IPI. 

Some studies [eg. Mohd Yusof and Usman (2015)] employed ARDL bound 

test, IRF and VDC testing in the Islamic home financing. They found that 

GDP was a significant factor that affects the levels of financing. Another study 

on conventional banks by Karim, Harif, and Adziz (2006) found that GDP had 

Year Authors Analysis Financing  Findings  

2010 Kassim and 

Majid 

(2010) 

VAR Islamic and conventional 

financing in Malaysia 

IPI is significant to both 

Islamic and conventional 

banks. 

2011 Hakan and 

Gulumser 

(2011) 

VAR and 

VeCM 

Islamic and conventional 

financing in Turkey 

IPI affected to Islamic 

banks financing in the 

long run (VDC IPI-

Islamic banks loan is 

34.43) 

 

IPI affected to 

conventional banks 

financing in the long run 

(VDC IPI-conventional 

banks loan 49.48) 

2011 Ibrahim and 

Sukmana 

(2011) 

Toda-

Yamamoto 

causality test 

Islamic financing Islamic financing is not 

influenced by IPI 

2014 Ibrahim and 

Sufian 

(2014) 

Structural 

VAR 

Islamic financing Real output as proxies by 

IPI give positive 

response to Islamic 

banks operation. 
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significant effects on bank financing. In contrast, it was found that GDP was 

less sensitive to bank financing as compared to Islamic financing. This is due 

to the increase in demands for financing during the period of low-interest 

rates. Philip Davis and Zhu (2011) found GDP and interest rates were the 

macroeconomics affecting bank financing.  

IPI was found of not being integrated after the East Asian Financial Crisis due 

to loss of resilience in real sectors and Islamic financing (Ibrahim & Sufian, 

2014). IPI is used to measure economic growth (Chong & Goh, 2005). The 

basis of using industrial production index is because it is included as a 

coincident indicator for Malaysia’s real activity (Ibrahim & Sufian, 2014). 

2.10.1.2 Real Exchange Rate (REER) 

REER becomes an important factor that affects interest rates which is based on 

the US dollar starting from the implementation of Bretton Wood system  

(1945-1971) (Wickens, 2008). According to Wickens (2008) in his book on 

macroeconomic theory, REER was defined as the prices of goods and services 

at particular countries compared with the prices abroad where both price levels 

are being expressed in domestic currencies. He also stated that floating 

exchange rates could be used as indicators for inflations targeting countries 

that practice open economy. REER measuring average foreign price levels 
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was converted into domestic currency by multiplying the nominal effective 

exchange rates (Wickens, 2008). 

REER is selected in this study due to Malaysia being an open economy. 

Therefore, this study would like to see the linkage between real exchange rate 

and the commercial property financing. Malaysia is an open economy and 

involved significantly in commercial property sectors.  Malaysia with 31.7 

million population (Department of Statistical Malaysia, 2016b), where 64% of 

it were Muslims (Department of Statistics, 2016).  However, Malaysia is listed 

as the 29th most freedom country. The economic freedom of Malaysia was 

high with 83.9% practiced free economy (The heritage foundation, 2016). 

Financing in Malaysia mostly practice 60% of free economy. Hence, REER 

seems to be a significant contributor to the changes in CPF. 

 

Since there are limited studies on the relationship between REER to 

commercial property financing, this study will take a close look on REER 

relation to Islamic and conventional financing as Kassim et al. (2009) and 

Islamic home financing (Mohd Yusof et al; 2015). IRF results shows that 

REER has short run effects on Islamic and conventional banks financing 

[Kassim et al. (2009)]. Later on Mohd Yusof et al (2015) extends their 

research into home financing found that REER was significant to RPI (Rental 

Price Index) but not to RR-I (Islamic Rental Rate). Therefore, they concluded 

that REER mostly affected conventional banks rather than Islamic banks. 
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Even after the GFC, there remained many unresolved issues such as fix 

exchange rates would lead to financial instability (Obstfeld, 2016). Therefore, 

Obstfeld (2016). highlighted, in emerging markets, such as rapid domestic 

credit and property price growth, and increases in bank leverage would be 

more relevant to use flexible exchange rates for countries with open economy. 

Real exchange rates are vital to be taken into consideration when analyzing 

open economics countries like Malaysia.  Exchange rates also give greater 

impacts on foreign direct investments. 

 

Demopoulos, Katsimbris, and Miller (1987) investigated central bank 

financing of government budget deficits. They concluded that REER was also 

important to the monetary policy for the purpose of inflation targeting. This 

was based on their finding, that a pattern of a countercyclical17 response to 

inflation is flexible, but not the fixed exchange-rates period in German. Their 

findings were in line with Kassim et al. (2009), who found that REER had 

short run relation to Islamic and conventional banks financing in Malaysia. 

Mohd Yusof et al. (2015) used REER to see their impacts on rental price index 

(RPI) and Islamic rental index (RR-I). They found REER was significantly 

related to RPI but not to RR-I. The following Table 2.21 summarizes the 

macroeconomic factors used by previous researchers. 

 

                                                 
17 Government takes the opposite approach such as reducing spending and raising taxes during 

a boom period, and increasing spending and cutting taxes during a recession.  

https://en.wikipedia.org/wiki/Recession
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Table 2.21 

Macroeconomic Factors Used by Previous Researchers 
Macroeconomic 

Factors / Authors  
GDP REER IR CPI UR RS IPI  KLCI 

Demirgüç-Kunt and 

Huizinga (1999) 
*  * *     

Zhu (2003) *S        

Davis and Zhu (2004) *S (-)  *S(+)      

Karim, Harif, and 

Adziz (2006) 
*S (-)  *S (-)      

Said and Ismail 

(2008) 
*S (+)  *  *    

Kassim et al. (2009)  *S(+)  *   *  

Kassim and Majid 

(2010) 
  * *   *  

Rahman (2010) *  * *    * 

Ibrahim and 

Sukmana (2011) 
  *   * *  

Mohd Yusof et al 

(2011) 
* *S(c)  * *     

Mohd Yusof and 

Usman ( 2015) 
*S (-)  *     * 

Total 8 2 9 5 1 1 3 2 

GDP=Gross Domestic Product;REER =real exchange rate;IR=interest rates; CPI =consumer 

price index; UR=unemployment rate; RS=Real stock price; IPI=Industrial production index; 

KLCI=Kuala Lumpur Composite Index; c= conventional banks 

Source: Extracted from literature  

  

Table 2.21 reveals several macroeconomic factors used by previous studies 

were the interest rates (IR), Industrial Production Index (IPI), and Consumer 

Price Index (CPI). The REER, IPI, and KLCI were moderately used. The real 

stock price and unemployment rate were the least macroeconomic factors 

involved in bank financing. The REER, IPI, and KLCI were moderately used. 

The real stock price and unemployment rate is the least macroeconomic 

factors involved in the bank financing.  
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2.10.1.3 Overnight Policy Rate (OPR)  

The  research on Malaysian banks financing and their links to interest rates are 

found in Ibrahim (2006), Karim, Harif, and Adziz (2006). Both studies 

focused on all sectors financing including commercial property financing. 

Using VAR, IRF and VDC with the data covering from 1970 until 2003, 

Karim, Harif, and Adziz (2006) found that the changes in overnight policy 

rates had negative impacts to bank financing. In contrast, Ibrahim (2006) 

employed VAR, IRF and VDC for the period 1978:Q1 to 1998:Q2 found 

overnight policy rate was positively significant to bank financing.  

 

Kassim and Majid (2009) employed the Generalized Impulse-Response 

Functions (IRF) to test interest rate shocks to the bank balance sheet of 

monetary transmissions in Malaysia. They found that during the pre-crisis (the 

period before 1997/1998 financial crisis), insignificant relationship existed 

between overnight rate and bank loans, and vice versa. Similar results were 

found during the period of post-crisis. This indicated interest rates shocks did 

not occur before and after the financial crisis. As in the Euro area case, the 

interest rates fluctuations depended on bank’s financing competition. The 

higher the competition, the lower the interest rates and money market rates 

(Leuvensteijn et al., 2011). 
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Mohd. Yusof and Usman (2015), Mohd. Yusof et al. (2016) investigated the 

monetary policy (OPR) effects on the changes in Islamic home financing in 

Malaysia. They found OPR positive significantly affected Islamic home 

financing.  Granger Causality test indicated that the KLIBOR-overnight 

caused changes in the growth of Islamic and conventional financing of 

Merchant Banks significantly and from the regression analysis, it was 

confirmed that Islamic and conventional financing growth of merchant bank 

significantly had positive relation to KLIBOR-overnight (Mohd Yusoff, Alias, 

& Abdul Rahman, 2001).    

2.10.2 Financial Factors  

There are several studies incorporating financial factors as the important 

determinants of commercial property financing such as Hofmann (2004), 

Ibrahim and Sukmana (2011), Ibrahim (2015), and Yépez (2018).  The 

selected financial factors discussed in this section are interest rates, rental 

rates, transaction value and commercial property prices. 

2.10.2.1 Interest Rates   

In addition, the shortcomings of relying on interest rate in property financing. 

Previous studies [Cho, 2006; Columbia, 2014; D’Arcy et al., 1997; DiPasquale 

& Wheaton, 1992; Mayer & Hubbard, 2008)] found that interest rates were 

significant macroeconomic variables in determining property financing. In 
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international studies, UK banks were found to be vulnerable to credit losses 

because of their dependence on interest rates (Davis, 1993).  

 

Meanwhile, the financial factors used by Yépez (2018) were land prices and 

total debts. He found that financial shocks combined explanations of at least 

80% of the variability of financial intermediation leverages at all forecast 

horizons.  

 

Studies conducted in industrialized countries found that interest rates 

positively significant in contributing to bank financing (Davis & Zhu, 2011; 

Davis & Zhu, 2004;  Davis & Zhu, 2005).  Ibrahim and Sukmana (2011) used 

real stock prices and real productions as the macroeconomic factors. 

Meanwhile, they used interest rates as the financial factor on Islamic 

financing. They found insignificant causal relationship existed among 

macroeconomic factors with the financing behavior of Islamic financing. By 

integrating VAR, they found the existence of a long-run relationship between 

the variables. Further analysis using IRF and VDC concluded that interest 

rates shocks were dominant in influencing Islamic financing. 

 

They also found minimal influences of real stock prices and real productions 

to Islamic financing. Interestingly, they alluded that financing behavior of 

Islamic financing was affected by monetary policy which had proxies of 3-
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months treasury bills rates but not conventional banks’ financing behaviors. 

Table 2.22 summarizes the previous studies of interest rates as the financial 

factors links on commercial property financing. 

  



Universlti Utara Malaysia 

133 

 

Table 2.22 

Interest Rate and Commercial Property Financing 

Notes: NA is the information is not available; I= Interest rate related to Islamic banks financing; C = Interest rate related to conventional 

banks financing; + = positively significant to the bank financing; - = negatively significant to the bank financing; S=Significant; NS= Not 

significant, * = bidirectional causality 

Source: Author’s summary from previous findings. 

 

 

 

 

 

 

 

Year Authors Analysis Proxy of interest 

rate 

Types of banks I (+/-) C  (+/-

) 

2004 Davis and 

Zhu (2004) 

GLS panel estimation with 

random effects and 

Generalised Method of 

Moments estimator 

Real short term 

interest rate 

Commercial banks in US, Canada, 

European banks and banks in Far East  

(15 industrialised countries and regions) 

NA S+ 

2005 Davis and 

Zhu (2005) 

FGLS regression Real short term 

interest rate 

15 industrialised countries NA S+ 

2011 Davis and 

Zhu (2011) 

Panel data Real short term 

interest rate 

17 countries, namely Australia, Belgium, 

Canada, Denmark, Finland, France, 

Germany, Ireland, Italy, Japan, the 

Netherlands, Norway, Spain, Sweden, 

Switzerland, the United Kingdom and the 

United States. 

NA S+ 
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Table 2.23 

Interest Rate and Bank Financing (Demand@ Behaviour) 

 

Table 2.24 

Interest Rate and  Home Financing 

Notes: NA is the information is not available; I= Interest rate related to Islamic banks financing; C = Interest rate related to conventional 

banks financing; + = positively significant to the bank financing; - = negatively significant to the bank financing; S=Significant; NS= Not 

significant, * = bidirectional causality 

Source: Author’s summary from previous findings. 

Year Authors Analysis Proxy of interest rate Types of banks I (+/-) C  (+/-) 

2006 Karim et al. 

(2006) 

IRF, VDC Federal fund’s rate Commercial bank financing in Malaysia S (-) S (-) 

2008 Said and 

Ismail 

(2008) 

Normality test, GLS, Unit 

root test, ADF test, P-P test, 

panel unit root test.  

Interbank rate Islamic banking in Malaysia S NA 

2011 Ibrahim and 

Sukmana 

(2011) 

Toda-Yamamoto (1995) 

causality test and innovation 

accounting approach 

3-month Treasury bill 

rate 

Islamic banking system in Malaysia S NA 

2012 Ibrahim and 

Shah (2012) 

VAR, VeCM Nominal lending rate total bank credit to the private sector (BNM) NA NS 

Year Authors Analysis Proxy of interest rate Types of banks I (+/-) C  (+/-) 

2015 Mohd Yusof 

and Usman 

(2015) 

Unit root test, ARDL bound 

cointegration test approach, 

IRF and forecast error 

variance decomposition.  

BNM Overnight Policy 

Rate - Middle Rate 

(OPR) 

Islamic home financing NS NA 
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Table 2.23 shows that all the previous studies [(Ibrahim and Sukmana (2011); 

Said and Ismail (2008); Karim et al. (2006)] found significant impacts of 

interest rates on Islamic bank financing except Mohd Yusof and Usman 

(2015). They found interest rates were not related to Islamic home financing in 

the short run (refer Table 2.24). This was due to Murabahah practices by 

Islamic banks in Malaysia.  Aggarwal and Yousef (2000) also found Islamic 

bank financing not facing the issues of interest rates but they highlighted the 

fixed-payment method applied in Islamic banking was similar as debts in 

conventional banks. Similarly, conventional banks financing in Turkey (Ergeç 

& Arslan, 2013; Hakan & Gulumser, 2011), Bahrain (Samad, 2004) and 

Malaysia (Karim et al., 2006) were significantly influenced by the interest 

rates movements..  

 

Therefore, there is a strong basis of this research to consider interest rates as 

financial factors in commercial property finanacing. The interest rate in this 

study is ALR because of several reasons. (1) ALR is widely used by Islamic 

and conventional banks in determining the amount of financing recently. (2) 

ALR as a proxy for the interest rate is supported by Adebola, Wan Yusoff, and  

Dahalan (2011) and Hofmann (2003) whereby lending rate is the accurate 

measurement of financing cost. Lending rate is used because the computation 

of financing rates in Islamic banks started in 2010. 
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2.10.2.2 Rental Rates  

Rents are used to determine the cash flow on commercial property and the 

functions of  supplies and demands for rentable spaces (Webb & Miles, 1992). 

On the other hand, NAPIC defined rental rates as the value of rental for a 

commercial property’s floor space. The unit is measured using the RM per 

square meters. This thesis extends the works by Mohd. Yusof et al., (2016). 

They proposed to measure the rental rates by the ratios of actual values of 

quarterly rental price indexes to the actual values of house price indexes in 

order to capture the rates of returns on rental properties.  

 

However, this thesis is derived from Mohd. Yusof et al., (2016) whereby this 

study measures rental rates as the proportion of PBO-RI over the commercial 

property price index. The commercial property price indexes are measured 

based on the transaction value of commercial property using based on the year 

2010 as shown in Chapter 3. In addition, the focus of this study is Malaysian 

commercial property financing whereas Mohd. Yusof et al., (2016) explored 

the home financing of London market.   

 

Rental rates are used to represent the real economic activity (Mahfudz et al., 

2016; Mohd. Yusof & Usman, 2015).  Therefore, this research measures rental 

by real commercial property rental indexes over commercial property price 

indexes or simply being written as follows.   
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CPPI

RIPBO
RR


 , By using 2010 as based year, the following CPPI is 

obtained:  

100
*

* 20102010 X
VTTV

VTTV
CPPI

nn

  

where CPPI= Commercial property price index; TV=Transaction Value; VT= 

Volume of transaction. Table 2.25 provides literatures that link rental rates to 

bank financing. 

Table 2.25 

Existing Literature on Rental Rates Links to Islamic Home Financing 
Authors Main contribution Results 

Meera and 

Abdul Razak 

(2005) 

theoretical paper that 

compares BBA and MMP for 

the financing of assets, from 

Islamic and economic 

perspectives.  

MMP has several advantages over BBA 

for t customers.  

Rama et al. 

(2010) 

Propose rental rates as 

alternative to interest rates  in 

Islamic home financing 

They found rental rates were lower rates 

as compared to interest rates.  

Mohd Yusof et 

al, (2011) 

provides empirical evidence 

for the possibility of relying 

on  rental rates  to price 

Islamic home financing 

products 

consistent evidence that rental prices (RP) 

are better alternatives than lending rates 

(LR) to price Islamic home financing 

products. In particular, rental rates are 

found to be resilient to short-term 

economic volatility, while in the long run, 

they are truly reflective of the economic 

fundamentals. 

Mohd Yusof et 

al. (2015) 

proposing alternative 

measures of rates of returns 

for Islamic banks that are 

based on the rental rates of 

the property 

Rental Price Index 

(RPI) in the UK is significantly related to 

three leading macroeconomic variables 

viz. GDP, REER 

and interest rates are measured while 

Rental Rates (RR-I) are not. 

Mohd. Yusof 

and Usman 

(2015) 

Empirically examines the 

nexus between Islamic home 

financing and real sectors of 

the economy. 

Islamic home financing in Malaysia, at 

least in the short run, is not dependent on 

interest rates and hence, calls for potential 

alternative rates, possibly rental rates that 

can be used as benchmarks rather than the 

current conventional interest rates.  

Mahfudz et al. 

(2016) 

Examines the components of 

residential rental indexes and 

addressing some unresolved 

issues particularly in 

New structure comprises of Islamic rental 

rates, risks premiums, overhead 

expenses and profit margins are able to 

capture the market conditions as 
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Authors Main contribution Results 

Musyarakah Mutanaqisah, 

proposes rental indexes as 

alternative benchmarks to 

current interest rates.  

New structure comprises of 

Islamic rental rates, risks 

premiums, overhead 

expenses and profits margins. 

compared to the elements of interests in 

BLR (Base Lending Rate) 

Mohd. Yusof, 

Usman, and 

Mahfudz (2016) 

Analyses  macroeconomic 

shocks on home financing in 

Malaysia 

Islamic banks are more linked to real 

sector economy and thus are more stable 

as compared to home financing provided 

by conventional banks. 

Rahman, 

Ahmad, Naim, 

and Bahaman 

(2016) 

examines the housing and 

financing market in Malaysia 

and consequently investigates 

how risks impact on the 

Rental Rate Index (RR-i), 

proposed as an alternative to 

interest rates  in Islamic home 

financing by researchers in an 

earlier research 

Credit risks, market risks and operational 

risks form part of the risks premiums 

calculations in deriving the rental rates 

and economic indicators also have issues 

needing more robust and resilient 

variables that will depict exact measures 

of rental values. 

Notes: BBA is Bay’ Bithaman Ajil; MMP is Musyarakah Mutanaqisah 

partnership 

 

Table 2.25 shows some literatures in Islamic home financing. Meera and 

Abdul Razak (2005) have proposed rental rate in computing MMP. Their 

theoretical paper compared BBA and MMP for the financing of assets, from 

Islamic and economic perspectives. They found that MMP had several 

advantages over the BBA for property buyers. The advantages of MMP 

highlighted in their study were MMP was shari’ah compliance and free from 

interest rates. In addition, MMP also comprised elements of rental or house 

price indexes. These indexes are important because they could reduce the costs 

and duration of financing. They also found that MMP outperformed BBA 

whenever the balance of financing never exceeded the original prices of the 

property. Rama et al. (2010) also proposed rental rates as alternatives to 
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interest rates in Islamic home financing. They found rental rates were lower as 

compared to interest rates.  

Mohd Yusof et al. (2011) in their studies using ARDL, bivariate Granger 

causality, multivariate causality based on VeCM in comparing rental rates and 

financing rates to the home financing. An interesting finding showed that 

rental rates were resilient in the short run and reflected the economic 

fundamentals in the long run. This was supported by the latest study by Mohd. 

Yusof et al. (2016) which found that there are no short or long run underlying 

forces between rental rates and any forms of interests rates. 

 

Although much work has been done on the relationship between interest rates 

and bank financing, few studies have been conducted to ascertain the effects 

of rental rates on commercial property financing. Studies by Syahidawati 

Shahwan, Mustafa Omar Mohammad, and Zaharuddin Abdul Rahman (2013); 

Mohd Yusof, Bahlous, Haniffa, and Mahfudz (2015), Mohd Yusof et al. 

(2011), Mohd Yusof and Usman (2015) revealed that rental rates are better 

replacement for interest rates. 

2.10.2.3 Transaction Value  

Even though transaction values are not yet being used in commercial property 

financing, but the transaction values link to commercial property rental. The 

reasons of taking transaction values as the new variables as transaction values 
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played a major role in rental benchmarking indexes (Fisher & Webb, 

1992).This indicates the significant of transaction values to be used as a 

financial factor (Kempf, 2016).  

 

During the market interest rates hikes there are lesser demands in Malaysian 

commercial property market. This is evident by decreases in volumes of 

commercial property transactions and transaction values. As in 2013, there 

were 31,776 transactions worth RM26.4 billion recorded, down by 10.6% in 

volume and 17.1% in value. Total transaction values of RM82.03 billion in 

2014 showed an increase by 19.3% from 1H 2013. (National Property 

Information Centre (NAPIC), 2015). Therefore, transaction values are 

important as the indicators of demands in commercial property. The 

measurement used for transaction value in this study is as follows: 

Average value of transaction (TV) =Volume of transaction / Total transaction 

value  

 

According to the theory of Mortgage Lending Values Approach as suggested 

by Borio et al, (2001), transaction values also demonstrated increases in 

commercial property financing where an increase in transaction values will 

affect the commercial property financing. Therefore, this research would like 

to test the hypothesis of transaction values are related to commercial property 

financing in Malaysia. 
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Zhu (2003) mentioned that for countries that have sales data easily available, 

the repeated-sales method could be applied instead of costly data collection 

based on hedonic price model. Repeated-sales method is the combination of 

hedonic price model with transaction price, but the repeated sales models, 

have some advantages of capturing the amenities attributes over time which 

could not captured by hedonic price model.  The repeated sales method is a 

log of transaction price at previous year = log of hedonic attributes of the 

property + price index (dummy variable of time period transaction occur). 

2.10.2.4 Property Prices  

Besides interest rates risks, asset price bubbles also lead to banking collapses 

and increase default risk, hence lead to banks fragility (Allen & Gale, 2000). 

However, literatures suggested that banks should not consider property prices 

due to the unpredicted nature of commercial property prices. Despite of 

unpredicted nature of commercial property price, only Bank of Sweden 

considered property prices in financing because they believed the important 

role of prices in financial stability (Olszewski, 2012).   

The importance of commercial property prices is proven whenever property 

prices are positively significant to contributing to the changes in commercial 

property financing (Bean, 2003; Davis & Zhu, 2004; E Philip Davis & Zhu, 

2005; Liang & Cao, 2007; Zhu, 2003). According to the real estate cycle 
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theory and credit cycle, declines in property prices imply a lower return in the 

property market and hence more default in property financing. This reduces 

the profitability and increases default risks in banks (Zhu, 2003).  As s 

summary, Table 2.26 shows literatures employing property prices as 

determinants of commercial property financing. 

Table 2.26 

Literatures on Importance of Property Price in The Commercial Property 

Financing. 

Year Authors Analysis Proxy of 

price 

Types of banks I  

 

C 

 

2003 Hofmann 

(2003) 

time series 

and panel 

data 

techniques 

Real 

residential 

+ 

Commercial 

property 

price 

20 countries since the mid-

1980s. (Japan, Germany, 

France, Italy, the UK, Canada, 

Switzerland, Sweden, Norway, 

Finland, Denmark, Spain, the 

Netherlands, Belgium, Ireland, 

Australia, New Zealand, Hong 

Kong and Singapore).                         

1985:Q1 – 2001:Q4. 

NA +Sb 

2004 Davis and 

Zhu 

(2004) 

Unbalanced 

panel data. 

Granger 

causality 

 

The real 

commercial 

property 

prices in the 

country 

concerned. 

(log) 

17 developed economies NA S+ 

2004 Davis and 

Zhu 

(2004) 

GLS panel 

estimation 

with 

random 

effects and 

Generalised 

Method of 

Moments 

estimator 

Growth rate 

of real 

commercial 

property 

price 

Commercial banks in US, 

Canada, European banks and 

banks in Far East  

(15 industrialised countries 

and regions) 

NA S+ 

2005 Davis and 

Zhu 

(2005) 

FGLS 

regression 

 15 industrialised countries NA S+ 

2011 Davis and 

Zhu 

(2011) 

Panel data Real 

commercial 

property 

price 

17 countries, namely Australia, 

Belgium, Canada, Denmark, 

Finland, France, Germany, 

Ireland, Italy, Japan, the 

NA S+ 
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Notes: + is positive, S is significant and b is bidirectional causal relationship, NA is not 

available. 

Table 2.26 shows that commercial property prices play important role in 

determining commercial property financing. Some studies use 

CPPI=commercial property prices index and HPI=House Price Index, and 

some of them used aggregated of residential and commercial property prices 

to express property prices factor (Hofmann; 2003). Hofmann (2003) found 

bidirectional relationship existed from commercial property prices to credit 

expansion (bank financing). Conversely, Davis & Zhu (2011); Davis & Zhu 

(2004); Davis & Zhu (2005) found an indirection relation from commercial 

property prices to bank financing.  

Based on Davis and Zhu (2004) as well as Davis and Zhu (2005)’s observation 

from 13 OECD countries, they found that during commercial property prices 

upswings, there were less default risks of banks loans, and banks profitability 

rose above their average. Their finding was parallel to the asset price cycle 

theory (Riley, 2018) where stated that when property buyers expected property 

prices to go up, more amount of financing given (credit expansions may 

occur). Banks are therefore encouraged to extend extra loans to business 

deflated by 

CPI 

Netherlands, Norway, Spain, 

Sweden, Switzerland, the 

United Kingdom and the 

United States. 

2012 Olszewski 

(2012) 

Literature 

Review 

- The main features of real 

estate and banking crises in 

Sweden, the United Kingdom 

and Ireland.  

NA S+ 
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sectors. The contradictory effects are observed in the event of commercial 

property prices fall. 

Davis and Zhu (2004) employed Granger causality to test the causal effects of 

commercial property prices to bank financing. They found no causal 

correlations exist. Then, they used VECM and VAR approaches to address 

interactions between bank financing and commercial property prices series. 

They found that commercial property prices were “autonomous”18.  All studies 

focused on commercial property financing offered by conventional banks and 

none of them contributed to the commercial property financing offered by 

Islamic banks which becomes the gap to be filled by this study.  

2.11 Summary on Determinants of CPF.  

Table 2.27 summarizes the financial factors used by previous studies.  

Table 2.27 

The Financial Variables by Previous Studies Affecting Property Financing 

Financial Factors / 

Authors  

IR
 

P
P

 

R
R

 

T
V

 

U
R

 

B
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S
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ci
n
g

 

p
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Asea and 

Blomberg (1998) 
 

   * 
    

  

Bean (2003)  *          

Hofmann (2003) * *          

                                                 
18 they tend to cause credit expansion, rather than excessive bank lending boosting property 

prices. 
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Financial Factors / 

Authors  

IR
 

P
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h
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n
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p
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Davis and Zhu, 

(2004) 

* *          

Davis and Zhu, 

(2005) 

 *          

Liang and Cao 

(2007) 

 *          

Goh and Yong 

(2007) 

*           

Said and Ismail 

(2008) 

*         * * 

Rahman (2010)         *   

Koetter and 

Poghosyan (2010) 

 *          

Ibrahim and 

Sukmana (2011) 

*           

Zulkhibri (2013)      * * *    

Mayer and 

Hubbard (2013) 

* *          

Ibrahim and  

Sufian  (2014) 

*           

Adams-Kane, Jia, 

and Lim (2015) 

      *     

Total 7 7 0 0 1 1 2 1 1 1 1 

IR=interest rates; PP=property price; PP=property price,  RISK= insolvency risk exposure. 

Source: Summary of previous findings. 

 

Table 2.27 shows interest rates, property price, bank size, liquidity and 

capitalization as the financial factors affecting bank financing. However, this 

study chooses interest rates following the study by Said and Ismail (2008), 

Ibrahim and Sukmana (2011) and Kassim et al., (2009). Interest rates and 

property prices are among the most important variables used by previous 

research in commercial property financing. The following Table 2.28 is 
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drafted to explore the dependent and independent variables used and their 

impacts to bank financing in Islamic and conventional banks across countries. 
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Table 2.28 

Past Studies on Determinant of Property Financing in Banks 
Authors Determinants/ Variables tested Country Period/ Method Finding 

Calza, Gartner 

and Sousa 

(2001) 

Y= Demand for loan of private sectors. 

X1= GDP , X2= interest rates (real long term and short term interest rates) 

Euro Area 1980: Q1-1999: Q2 

VeCM 

LR: GDP (+ S), IR (-S) 

 

Mohd Yusoff et 

al. (2001) 

Y= Loan supply for Islamic and Conventional (loan growth) 

X1=KLIBOR-overnight 

X2=KLIBOR 3-months 

Malaysia May 1999 to 

August 2001 

Granger causality 

and regression. 

KLIBOR (+S)  to Islamic 

and conventional loan 

supply (loan growth) 

Davis and Zhu 

(2004) 

Y= The amount an investor can borrow from the banks. (Demand for bank credit) 

X1= GDP, X2= interest rates (real long term and short term interest rates) 

X3=Bank’s lending attitude, X4=property price 

15 

industrialized 

countries and 

1989 to 2002. 

Panel data 

Price (+S), GDP(+S) to 

demand of bank credit in 

conventional bank 

Hofmann 

(2004) 

Y= Domestic Bank Credit  

X1= Economic activity (GDP), X2= interest rates, X3= property prices (property 

price index) 

16 

Industrialized 

Countries  

Quarterly: 1980-

1998 

VAR-VeCM 

Private sector loan is 

affected by GDP (+S), 

Interest rates (-S) in the 

long run 

Ibrahim and 

Sukmana (2011) 

Y= Total financing of Islamic banking system deflated by the consumer price index. 

X1= Real Output (IPI), X2= Interest rates (3months T-bill rate), X3= stock price 

Malaysia January 1998- Jun 

2009 

Toda-Yamamoto 

causality test and 

VAR 

IPI (NS), interest rates (-

S) in the long run to 

Islamic financing 

Muhammad, 

Sulaiman 

Mohamad, 

Mohd Hussin, 

and  Abdul 

Razak (2012) 

Y= TF (Amount of financing by Islamic banks regressed with GDP) 

X1= Bank size, X2=liquidity, X3=Capital, X4= credit risk 

Malaysia VAR (IRF) IIMMR (NS) 

Ergeç and 

Arslan (2013) 

Y1= Total loan on Islamic 

Y2=Total loan on conventional 

X1= Interbank Overnight interest rate, X2=OPR, X3=IPI, X4=REER 

Turkey December 2005 

and July 2009 

- VeCM 

SR: interest rates (-S) to 

Islamic financing and 

interest rates (+S) to 
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Authors Determinants/ Variables tested Country Period/ Method Finding 

conventional financing 

LR: Interest rate (+S) to 

Islamic and (-S) to 

conventional financing 

Ibrahim and 

Sufian (2014) 

Y= The aggregate Islamic financing of Islamic banks and Islamic banking schemes 

(LIF). 

X1= Real Output (IPI), X2=Stock price (KLCI), X3= Price level (CPI) 

X4= Interest rates (3months T-bill rate) 

Malaysia January 1999-

December 2010 

-Structural VAR, 

IRF 

SR: IPI (+S), CPI (+S) 

Abu bakar 
(2014) 

Y= Bank financing 
X1= GDP, X2= CPI, X3= M2, X4= Net Profit Growth, X5=Deposit growth, X6= Non-
performing financing growth, X7= Financing growth, X8=Capital requirement growth, 
X9= Regulatory reserve growth 

67 Islamic 
banks 
collected from 
16 countries 

1998 to 2009 
Unbalanced panel 
data 

CPI (NS) to Islamic 
financing 

Ibrahim (2015) Y= Bank Loan (total bank loans to the private sectors), X1= Stock prices (KLCI), X2= 
Real Output (Real GDP), X3= Price level (CPI), X4= Interest rates (Overnight interbank 
rate), X5= Exchange rate (Bilateral Ringgit rate vs USD) 

Malaysia 1978: Q1-1998: Q2 
VAR, IRF 

SR: Interest rate (+S), 
REER (NS) and CPI (NS) 
affecting bank loan. 

Mohd. Yusof 
and Usman 
(2015) 

Y= Amount of Islamic home financing 
X1= GDP, X2=HPI , X3=KLSI, X4=OPR 

Malaysia Quarterly: 2007-
2014 

OPR (+S), GDP (-S) , HPI 
(+S), KLSI (NS) to Islamic 
home financing 

Mohd. Yusof, 
Usman, et al. 
(2016) 

Y= Amount of Home financing offered by Islamic and conventional banks in Malaysia 
X1= GDP, X2= KLCI/KLSI, X3= HPI, X4= Interest rates (OPR) 

Malaysia ARDL 
Granger causality 

OPR (+S) to both Islamic 
and conventional home 
financing 

Yépez (2018) Y= Bank lending, X1= Corporate bond credit spread (interest rate), X2= Total 
household and business debt, X3= land price, X4= aggregate net worth of financial 
institution, X5=hours (non-farm business sector per capita), X6= Real Gross Private 
Domestic Investment, X7= Real private consumption, X8= GZ credit spread 

US 1975:Q1-2010:Q4 
Bayesian method 

SR: Investment spending 
and total hours works 
are vital explaining bank 
lending 

Notes: Y= Dependent variable, X= independent variable, LR = long run cointegration, SR = short run, IR=interest rates, + indicates positive relations to the 

dependent variable, - indicates negative relations to dependent variable, NS = not significant. 
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Table 2.28 summarizes the macroeconomics and financial factors being used 

by previous study in determining the amount of financing (bank loan). The 

amount of financing is determined by costs of borrowing like capitalization 

rates and interest rates [Durand (1952);Calza et al., (2001)]. Durand (1952) 

and Calza et al., (2001) used short and long term interest rates to estimate 

bank financing to private sectors. The latest study in real estate financing is 

Yépez (2018). He found that the shocks in financing demand were 

contributed by the variability in land prices, credit spread, and aggregate net 

worth of the financial sectors.  

 

As on the macroeconomic factors, Ibrahim (2015) found significant positive 

expansion in real output tends to motivate investments and followed by 

increases in the demands of financing. Abu bakar (2014) used GDP and OPR 

as macroeconomic determinants. He found that Islamic bank’s financing were 

not significantly affected by the macroeconomic determinants. Latest study, 

Yépez (2018) found the macroeconomic factors that contributed to the shocks 

in real estate’s banks financing  explained about three quarters of investment 

spending variability and one third variant in the hours worked. 

 

From the table, we conclude that the macroeconomic factors (IPI, OPR, and 

REER) and financial factors (interest rates, commercial property prices, rental 

rates, and transaction values) are the most influential factors in bank financing, 

which become the basis of variable selected in this research. These variables 

are found to be significant in determining the financing either in Islamic or 

conventional banks.  
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2.12  Past Studies on Methodology Used in CPF Study. 

Several methodologies ranging from regression until unbalanced panel data 

approached were employed to analyse the bank lending or bank financing 

behaviours as shown in Table 2.29 below. 

Table 2.29 

Methodology Applied on Property Financing Behaviour 
Year Authors Proxy of bank 

lending 

Country Period Method 

2001 Calza, Gartner 

and Sousa (2001) 

Demand for loan of 

private sectors. 

Euro Area 1980: 

Q1-

1999: 

Q2 

VeCM 

2001 Mohd Yusoff et 

al. (2001) 

Loan supply for 

Islamic and 

Conventional 

Malaysia May 

1999 to 

August 

2001. 

Granger 

causality 

and 

regression 

2004 Davis and Zhu 

(2004) 

The amount an 

investor can borrow 

from the banks. 

(Demand for bank 

credit) 

15 

industrialized 

countries and 

1989 to 

2002. 

 Panel data 

2008 Said and Ismail 

(2008) 

Total Loan 15 Islamic 

banks in 

Malaysia 

Annual: 

1997-

2004 

Unbalanced 

bank level 

panel data 

2016 Ibrahim (2016).  Business cycle and 

bank lending 

procyclicality in a dual 

banking system.  

21 

conventional 

banks and 16 

Islamic banks . 

2001–

2013. 

Unbalanced 

bank level 

panel data 

 

Table 2.29 shows different types of analysis designed to suit their research 

objectives. Most of the studies [ eg: Calza, Gartner and Sousa (2001) Davis 

and Zhu (2004) Said and Ismail (2008) and Ibrahim (2016)] studied the 

behavior of bank financing. From the table, it can be concluded that different 

methodologies may be applied depending on the objectives, and sample size of 

the research. Davis and Zhu (2004), Said and Ismail (2008) and Ibrahim 

(2016) employed panel data because the nature of data collected for their 

studies are based on time series cross section data. This thesis however differs 
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from the previous studies method where ARDL-ECM approach was used. The 

methodology selected based on time series data collected and small sample 

size. Granger causality was also incorporated in our analysis following Mohd 

Yusoff et al. (2001) as answering objectives on magnitudes of causality 

relation among variables in the model. Discussion on differences between 

methodology or analysis was detailed out in the following section.  

2.13 Techniques in Time Series Data 

Several techniques could be used in handling time series data. The advantages 

and disadvantages of several techniques; Eager-Granger (EG), Ordinary Least 

Square (OLS), Autoregressive Distributed Lag (ARDL), Non-linear ARDL 

(NARDL), unrestricted Vector Autoregression (VAR), Vector error correction 

model (VeCM) and Johansen Jusselius cointegration technique (JJ) for time 

series data are simplified in the following Table 2.30.  

Table 2.30 

Advantages and Disadvantages of Several Time Series Techniques 
  Time series techniques 

 Features EG OLS ARDL NARDL VAR VeCM JJ 

A
d

v
an

ta
g

es
 

Multivariate  √ √ √ √ √ √ 

Useful for nonlinear 

model 
 

  √    

Able to capture highly 

volatile data 
 

  √    

simplest method of 

modelling combined 

short-and long-run 

asymmetries 

  

 √    

Can estimates short and 

long run relationship  
  

√ √  √ √ 

Dynamic    √ √ √ √ √ 

Variables can be I (0) 

or I (1) or mixed  
  

√ √    

dealing with multiple 

long-run relationships 
  

 √    
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  Time series techniques 

 Features EG OLS ARDL NARDL VAR VeCM JJ 

reparameterized the 

model into ARDL-

ECM if involves with 

one cointegration 

  

√     

Robust for small 

sample size 

( 8030  n ) 

  

√     

More than 1 

cointegrating variables 
  

   √  

D
is

ad
v

an
ta

g
es

 

Cannot have variable 

with I (2) 
  

√ √    

Must have several 

diagnostic test 
  

√ √    

Variables with same 

order of cointegration  
  

   √  

all variables must be 

I(1) 
√  

    √ 

Large number of 

observation (>60). 
  

    √ 

Treat all variables as 

endogeneous. No 

exogeneous variable. 

  

  √  √ 

Bivariate √       

Estimates short run 

only 
√  

     

Sources: Greene (1993); Nkoro and Uko (2016); Pesaran and Shin (1999); 

Pesaran, Shin, and Smith (2001); Shin and Yu (2011) and Westerlund (2003); 

Engle & Granger (1998) 

 

Table 2.30 highlights advantages and disadvantages of several types of time 

series techniques. ARDL is selected for this research because ARDL is robust 

for small sample size ( 8030  n ). This research covers small observation 

for the 2010: Q2 -2018: Q4 with 4 independent variables which observation is 

around 30 to 40 depending on the number of IVs. Despite of several 

advantages, the backdrop of using ARDL is it cannot have variable with I (2). 

ARDL also needs to undergo several diagnostic tests (autocorrelation, 

heterogeneity, normality, stability and multicollinearity). (Greene, 1993; 

Nkoro & Uko, 2016) 
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2.14 Hypothesis and development of methodology  

Several studies in commercial property financing were collected as shown in 

the following Table 2.31:  

Table 2.31 

Fundamental for hypothesis development 

Authors Method/ Analysis Hypothesis/ findings 

Kassim et al., (2009)  IRF, VAR Interest rates influence 

financing behaviour. Ibrahim and Sukmana 

(2011) 

Toda-Yamamoto causality 

test and VAR 

Ergeç and Arslan (2013) 

 

VeCM SR: interest rates (-S) to 

Islamic financing and interest 

rates (+S) to conventional 

financing 

 

LR: Interest rate (+S) to 

Islamic and (-S) to 

conventional financing 

Ibrahim (2016) Unbalanced bank level panel 

data 

IR not significant 

Ibrahim and Sufian (2014) 

 

Structural VAR, IRF (-S) to Islamic and 

conventional banks financing 

Karim et al. (2006) IRF, VDC 

Mohd. Yusof et al. (2016) ARDL 

Granger causality 

OPR is negatively correlated 

in the long run to Islamic and 

conventional banks (home 

financing) in Malaysia.  

Davis and Zhu (2011)  Panel data Commercial property price 

(+S) determine bank 

financing 
Davis and Zhu (2005) FGLS regression 

Davis and Zhu (2004) GLS panel estimation with 

random effects and 

Generalised Method of 

Moments estimator 

Hofmann (2003) VAR-VeCM 

Kassim and Majid (2010); 

Hakan and Gulumser (2011) 

IRF and VDC based on VAR 

method 

IPI (+S) 

Ibrahim and Shah (2012) cointegration, causality and 

vector autoregressions 

(VARs) 

Ibrahim and Sufian (2014); Structural VAR, IRF 

Ibrahim and Sukmana 

(2011) 

Toda-Yamamoto causality 

test and VAR 

IPI (NS) 

Kassim et al. (2009) VAR REER (+S) 

Mohd Yusof et al.(2015) ARDL 

Granger causality 

Borio et al (2001) 

 

 Transaction value influence 

financing behaviour 
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From the above Table 2.31, the following Table 2.32 shows hypothesis 

developed in this study: 

 

Table 2.32 

Research hypothesis 
Model ARDL Models Hypotheses 

1 ALROPRREERIPILNCPFc 43210    H1: ALR and 

OPR has no links 

to  CPFc. 

2 ALROPRREERIPILNCPFi 43210    H2: :  ALR  and 

OPR has no links 

to CPFi. 

3 TVOPRREERIPILNCPFc ln43210    H3: lnTV has no 

links to CPFc 

4 CPPIOPRREERIPILNCPFc 43210    H4: CPPI  has no 

links to CPFc 

5 TVOPRREERIPILNCPFi ln43210    H5:  lnTV has no 

links to CPFi. 

6 CPPIOPRREERIPILNCPFi 43210    H6:  CPPI  has no 

links to CPFi. 

7 RROPRREERIPILNCPFc 43210    H7: RR has no 

links to CPFc. 

8 RROPRREERIPILNCPFi 43210    H8: RR  has no 

links to CPFi. 

9 OPRREERIPIR 3210    H9: RR has no 

links to 

macroeconomic 

factors 

2.15 Summary of Cross-Country Analysis in Commercial Property 

Financing 

Previous studies on commercial property financing links to real estate cycles 

employed several different types of analysis. Gerdrup (2003) analyzed the 

financial crisis in Norwegian banking by financial fragility approach which 

consists of number of banks, bank’s balance sheets, asset prices, non-financial 

Mohd. Yusof et al (2016) ARDL 

Granger causality 

possible rental rate as 

alternative to the interest 

based home financing. Rental 

Rate (RR-I) is not significant 

affects macroeconomic 

factors (GDP, REER and 

interest rates). 
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factor indebtedness. Similar to Sirtaine and Skamnelos (2007) which 

investigated the relationships of macroeconomic, financial sectors, corporate 

sectors and asset market consequences and possible vulnerabilities the 

emerging Europe market.  They analysed the relationship based on 

macroeconomic trends established from widely available sources and bank 

level data from BankScope.  

 

Both Gerdrup (2003), Sirtaine and Skamnelos (2007) found evidence of 

financial fragility in banks was closely related to the booms and busts in real 

estate cycle. The later study, Olszewski (2012) in his review on the effects of 

real estate cycle to the banks in Sweden (Bank of Sweden), Denmark (data 

from Danmarks National Banks), United Kingdom (Bank of England), Ireland 

(Central Bank of Ireland) and Poland, found that the heterogeneity on the 

effects of banks was caused by different monetary policy applied.  

 

For instance, Bank of England set interest rates based on the local economic 

conditions whereas the Bank of Sweden relied on the similar interest rates as 

used in Eurozone countries. Meanwhile, Bean (2003), Koetter and Poghosyan 

(2010) focused on home financing links to real estate cycle. Table 2.33 

summarizes the cross-country analysis on the trends of research done in 

commercial property financing.  
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Table 2.33 

Cross Country Analysis on Factors Determining Property Financing 
Authors Country Analysis Measurements/ Data 

Bean (2003) UK Blend of theory, 

empirical analysis and 

policy considerations. 

 

Flexible Inflation 

Targeting (FIT) 

framework 

Excess demand of home is 

proxy by Inflations, profit rates 

and measures of labour 

shortages. 

 

Gerdrup 

(2003) 

Norwegian 

financial 

system 

Comparative study financial and macroeconomic 

data 

Borio and 

Lowe (2004) 

United States, 

Japan, 

Germany and 

Australia. 

Empirical analysis; 

Probit analysis 

Financial imbalances proxy by 

the ratio of private sector credit 

to GDP and inflation-adjusted 

equity prices. 

Sirtaine and 

Skamnelos 

(2007) 

Euro Area 

countries 

(Portugal in 

particular) and 

Asian 

countries on 

the eve of the 

1997 crisis set 

as benchmark 

of 

comparison. 

 

Analyses the 

emerging 

Europe 

market 

 

Investigates the 

relationship of 

macroeconomic, 

financial sector, 

corporate sector and 

asset market 

consequences and 

possible vulnerabilities 

Bankscope data, EU8 Quarterly 

Economic Report (January 

2006),  

 

Macroeconomic variables: 

GDP, domestic demand, REER, 

current account balance, FDI, 

Total gross external debt, 

Change in international reserve, 

reserve-to-short term debt ratio, 

Money supply to reserve ratio, 

Credit to private sector, Growth 

rate of credit to private sector, 

Foreign currency loan to private 

sector, short term (3M) interest 

rates spread to euro area, change 

of stock exchange index. 

Hubbard and 

Mayer (2009) 

Across 

country 

analysis 

A series of user-cost 

models 

interest rate fluctuations explain 

the movements in price/rent 

ratios. National factors such as 

the expansion of subprime 

credit must also be accounted 

for 

Koetter and 

Poghosyan 

(2010) 

Germany To determine the house 

prices relations to bank 

distress 

 

 

Do real estate prices 

imbalances take longer 

to influence bank 

distress? 

DV= Bank stability (measured 

by financial distress in banks)  

IV= real estate prices 

 

DV=House price (nominal) 

because is better than real house 

price 

Macroeconomic (IV)= 

Population, GDP (per worker), 

Migration (share of population, 

%) 

Pavlov and 

Wachter 

(2011) 

Across 

country 

analysis 

theoretical and 

empirical link between 

the use of aggressive 

mortgage lending 

instruments 

Regression 

Olszewski 

(2012) 

Sweden, 

Denmark, 

Meta-analysis focuses 

on countries with 

Real estate cycle:  

Banks’ data: Annual financial 
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Authors Country Analysis Measurements/ Data 

UK, Ireland 

and Poland 

severe financial crisis 

such as Sweden (Bank 

of Sweden), Denmark 

(data from Denmark 

National Banks), 

United Kingdom (Bank 

of England), Ireland 

(Central Bank of 

Ireland) and Poland 

stability reports of the selected 

banks. 

 Macroeconomic variables: 

GDP, private consumption, 

employment as proxy for office 

and retail space demand. 

Indicators of future Income: 

Rent and Yield 

2.16 Research Gaps 

This section highlights four important gaps in this research. This study 

deviates from the current literature which mostly focuses on macroeconomic 

and conventional financial factors to the property financing. This study 

attempts to investigate commercial property financing and its relation to the 

movement in interest rates as there is a room for future research on the link 

between interest rates to the bank’ financing (Spahija, 2016). Very little is 

known about the effects of macroeconomic factor, [overnight policy rate 

(OPR), industrial production index (IPI) and real exchange rates (REER)] and 

financial factors [average lending rates (ALR), rental rates (RR), transaction 

values (LNTV) and commercial property prices index (CPPI)] on commercial 

property financing, especially in Malaysian dual banking systems.  

 

To date, there is no stable benchmark on the commercial property financing in 

Malaysia especially emphasizing on the macroeconomic variables, financial 

variables as well as Shari'a principles in determining the commercial property 

financing (Rahman et al., 2009). Despite the high growth in the commercial 

property market, the only index currently being used in Malaysia is the 
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Purpose-Built Office Rental index. PBO-RI is important in measuring rental 

index especially in office market because it reflects the true values of property.  

 

The second gap highlighted in this research is the fact that commercial 

property financing relies on the interest rates (ALR, OPR). Even though 

research on Islamic rental price benchmarking have been conducted by some 

researchers, most of the past studies were focused on Islamic home financing 

and neglecting the commercial property which also has important 

contributions to the economic growth in various countries. To the best of 

researcher's knowledge, commercial property financing in Malaysia that 

adheres to interest rates needs to have an alternative measure which is still not 

yet being researched.  

 

The third gap consists of the latest quarterly data which was collected in the 

form of time-series from 2010 to 2018 through the NAPIC, Statistical 

Department of Malaysia, International Monetary Fund and Bank Negara 

Malaysia Monthly statistical bulletin. This study extends the earlier ones in 

several ways. First, this study employs ijarah rate which differs from other 

previous studies using interest rates as the independent variable for property 

financing (Asbeig & Kassim, 2015; Ibrahim & Sukmana, 2011; Ibrahim & 

Sufian, 2014; Karim et al., 2006; Kassim et al., 2009).  

 

The major contribution of this study lies in the fact that it examines the issue 

of commercial property financing in a more comprehensive ways by 

incorporating several theories: the macroeconomic (business cycle theory), 
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monetary policy (cost of borrowing theory) and financial factors (real estate 

cycle theory, Ijarah concept, interest rates theory, mortgage lending valuation 

approach theory) and at the same time making a comparison between 

commercial property financing offered by conventional and Islamic banks. In 

addition, it seeks to examine the links between interest rates and commercial 

property financing and highlights the drawbacks of using interest rates as a 

benchmark for Islamic commercial financing.  

 

Lastly, it seeks to propose an alternative to interest rate financing for a 

commercial property that is more stable and more reflective of the physical 

attributes of the property. This study differs from previous researchers 

whereby previous studies did not incorporate shari'a principles like ijarah. In 

Islam, these principles are important to achieve falah in every action or deed 

mostly in muamalat (Sarker, 2001). This present study attempts to fill in this 

gap. This particular research also contributes to the literature by adding a new 

empirical test on the transaction value variable links to commercial property 

financing but other studies used property prices. The reasons of taking the 

transaction values as the new variables as they include all costs in buying 

commercial property such as taxes, banks’ fees and legal document fees which 

are unavailable in property prices. 

2.17 Concluding Remarks 

Research on commercial property financing has drawn attention from many 

scholars on the macroeconomic and financial aspects in accelerating the 
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functions of banks. Furthermore, a review of literatures has shown that many 

studies of commercial property financing investigating interest rates as 

monetary policy transmission channel and not incorporating interest rates as a 

financial factor.  

 

Based on the existing literature, the variables that affect commercial property 

financing can be categorized into two, namely the macroeconomic factors and 

the financial variables. Among these variables, we seek to focus on the interest 

rates which are proxied by average lending rates (ALR). ALR is the main 

concern of this study while the other variables are control variables. This is 

due to the fact that interest rates are the most influential variable in financing 

(Zainol, 2014). ALR is used as a proxy because most of the commercial 

property financing refer to this rate compared to other interest rates.  
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CHAPTER THREE 

METHODOLOGY 

3.1 Introduction 

This chapter starts with the flow of process in data analysis, theoretical 

framework, hypotheses development, operational definitions and 

measurements of variables, data collection and ends with statistical 

measurement employed namely Autoregressive Distributed Lags (ARDL). 

The flow of process in data analysis of this study was shown in the following 

Figure 3.1:  

Figure 3.1 

Flow of process 

UNIT OF ANALYSIS (Banks): 
 Commercial property financing in 

Malaysia 

 Islamic and Conventional banks  
  

SAMPLE SIZE: 
 4 selected states (WPKL, Johor, P. Pinang, 

and Selangor) 

 32 Observations (2010:Q1-2018:Q2) 

DATA COLLECTION: 
 Time-series(2010:Q1-2018:Q2) 

 Secondary data 

ANALYSIS: 
 Correlation, VIF, 

 Unit root test 

 ARDL bound test  

 ARDL-ECM 

 IRF and VDC 

 Stability, Residual test 
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Based on Figure 3.1, the unit of analysis for this study are commercial 

property financing provided by Islamic and conventional banks. The unit of 

analysis not focuses for individual banks, but highlights the total amount of 

financing (extracted from BNM statistical bulletin) which represents all banks 

in Malaysia. The target population are comprising 4 key states as the largest 

commercial property provider in Malaysia are WPKL, Pulau Pinang, Johor 

and Selangor. The number of observations are around 32 observations 

(number of years X quarterly data; 8 x 4). The data were time series in nature 

and only limited to secondary data. After data collection, several analyses are 

conducted such as correlation, VIF, unit root test, ARDL bound test, ARDL 

ECM, IRF and VDC, stability and residual test. 

3.2 Research Framework 

Based on financial intermediation theory, business cycle theory, commercial 

real estate cycle theory and ijarah ‘ala manfaah concept. The developed 

research framework is as follows: 

 

 

  

   

   

 

 Figure 3.2 

Theoretical Framework 

 

CPF (Conventional VS 

Islamic) 

 
Macroeconomic factors: IPI, 

REER and OPR 

 

Financial factor: OPR, ALR, 

RR, LNTV and CPPI 
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Theoretical framework in Figure 3.2 was obtained to identify significant 

determinants of commercial property financing offered by conventional and 

Islamic banks in Malaysia.  There are several theories combined in the model 

as discussed in details in chapter 2. First, theory of interest which states that 

interest rates are significant determinant of property financing. Second, real 

estate cycle theory relating the booms and busts cycle to banks’ financing 

which leads to credit expansions. Asset cycle theory relates commercial 

property prices to bank financing. Meanwhile, Mortgage Lending Value 

Approach theory relates transaction value to bank financing. The business 

cycle theory emphasizes on the importance of macroeconomic factors or 

economic indicators in commercial property financing. Islamic theories 

(prohibitions of interests, ijarah and ijarah ‘ala manfaah concept) relate rental 

rates to commercial property financing which capture the values of property.   

3.3 Sampling  

This research’s sampling involved commercial property sectors available in 

Kuala Lumpur, Pulau Pinang, Johor Bharu and Selangor and commercial 

property financing providers in Malaysia which are the Islamic and 

conventional banking. Eviews indicated 33 observations consisting of 

commercial property financing offered by Islamic ad conventional banks in 

Malaysia ranging from 2010: Q1 to 2018: Q2 is based on the availability of 

the data of both macroeconomic factors as well as financial factors. Both 

Islamic and conventional used two separate models; the first model is OPR, 

the second is ALR. The reasons of separate the models was due to the 
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different function of OPR (as monetary policy interest rates) while ALR to 

capture the financing cost or borrowing cost. 

3.4 Variables Measurements and Data Sources 

The macroeconomic and financial factors are among the factors that contribute 

to the changes in commercial property financing behaviors.  The variables 

measurement and data sources are shown in Table 3.1.  

 Table 3.1 

Variables Measurement and Data Sources. 
Factors Variables Variables Quantification/ 

proxy 

Source of 

data 

Anticipated 

sign 

Dependent 

Variable 

Conventional 

commercial 

property 

financing 

(CPFc) 

Amount of financing 

(conventional banks) 

BNM 

Monthly 

statistical 

bulletin  

 

NIL 

Islamic 

commercial 

property 

financing 

(CPFi) 

Amount of financing 

(Islamic banks) 

BNM 

statistical 

bulletin  

NIL 

Macroeconomic 

Factors 

Industrial 

Production 

Index (IPI) 

Industrial production is 

proxy with Industrial 

Production Index (IPI) base 

year 2010=100 

International 

Financial 

Statistics 

(IFS) 

+ 

Real 

Exchange 

Rate (REER) 

REER, based on Consumer 

Price Index 

International 

Financial 

Statistics 

(IFS) 

+ 

Overnight 

Policy Rate 

(OPR) 

Central Bank Policy Rate International 

Financial 

Statistics 

(IFS) 

+ 

Financial 

Factors 

Interest rate  average lending rates 

(ALR) 

International 

Financial 

Statistics 

(IFS) 

- 

Ijarah rate or 

Islamic 

rental rate 

(RR) 

PBO-RI/Price of 

commercial property 

NAPIC + 

Commercial 

property 

price  

100
*

* 20102010 X
VTTV

VTTV
CPPI

nn

  

 

NAPIC + 
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Factors Variables Variables Quantification/ 

proxy 

Source of 

data 

Anticipated 

sign 

Transaction 

value (TV) 

Average value of 

transaction =volume of 

transaction/ total transaction 

value 

NAPIC + 

 Notes: The IFS is the establish international financial statistics under the supervision 

of International Monetary Fund (IMF) which provide world financial data. Amount of 

financing is taken from BNM monthly statistical bulletin extracted from excell file 

Banking System: Loans Approved by Sector and Islamic Banking System: Financing 

by Purpose and Sectors. The real estate sector is taken as proxy for commercial 

property. The data is taken for month of Mac, June, September and Disember from 

2010 until 2016. Some of the variables are expressed in log forms such as CPFc, 

CPFi and TV 

 

Table 3.1 presents the operational definition, measurement and sources of the 

data for each variable applicable under this study. In this analysis, we use the 

amount of financing  which is consistent with  Mohd. Yusof et al., (2016). 

They use the amount of financing as the banking sector variable. They 

investigate the amount of financing in Islamic and conventional banks relation 

to macroeconomic variables (GDP, KLSI, HPI and interest rates). 

The commercial property prices are the proxy of commercial property price 

index that is generated based on the research in Meera and Abdul Razak 

(2005) and Mohd Yusof et al. (2015). This study departs from the above 

studies where the data collected was on commercial property prices which are 

the proxy of the prices of shops due to the constraints of data availability for 

the PBO, shopping complexes and hotels. IPI, REER, OPR, and ALR were 

extracted from the international monetary fund.  

At the same time, the data of TV was downloaded from NAPIC website. In 

addition, the data on rental was given by NAPIC’s deputy director after 

submitting a letter of permission to the NAPIC department. Moreover, the data 

on the amount of commercial property financing offered by conventional and 
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Islamic banks were downloaded from Bank Negara Malaysia statistical 

bulletin for each quarter. For conventional banks, the data was extracted from 

the Excel file Banking System: Loans Approved by Sector (commercial 

sectors). On the other hand, the amount of financing for commercial property 

financing offered by Islamic banks was taken from BNM monthly statistical 

bulletin extracted from Islamic Banking System: Financing by Purpose and 

Sectors. The commercial real estate sector was taken as proxy for commercial 

property. 

3.4.1 Formula to Calculate Monthly Rental Rate, Interest Rate, 

and Ijarah Rate 

Based on Gordon Growth Model (Hubbard & Mayer, 2009), Asset prices and 

housing prices are calculated using the following formula:  

 
)(

Pr
di

Dividend
iceAsset


 ; Where i is interest rates, and d is dividend growth 

rates,  

)(

Re
Pr

ri

nt
iceHouse


 ; Where i is interest rates, and r is rental growth rates, t 

The Gordon Growth Model indicated the lower, the interest rates, the more 

elastic were the house prices. This model is unacceptable in Islam due to 

changes in house prices depending on prohibited interest rates. Similar to 

Malaysian case as highlighted in Table 3.2 also refers to interest rates.  
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Table 3.2 

 Operational Definitions of Interest Rates, Rental Rates(Home Financing), and 

Ijarah Rates (Modified Rental Rates) 
Elements Interest rate rental rate Ijarah rate 

Formula 

1)1(

)1(

)1

1
1


















n

n

i

PVii
Pmt

ii

Pmt
PV

 

PMT: Monthly payment 

PV: Bank’s financing to 

customers 

i : Monthly or periodic 

interest rates 

n : Period of financing 

(month) 

Rental rate is 

Rental Price 

Index/House 

Price Index 

(RPI/HPI) 

 

HPI

RPI
RRI 

 

CPPI

RIPBO
RR


  

By using 2010 as based year,  

 

100
*

* 20102010 X
VTTV

VTTV
CPPI

nn



 

 

CPPI= Commercial property 

price index 

TV=Transaction Value 

VT= Volume of transaction 

Assets -Artificial wealth 

- Only refer to underlying 

assets. 

Any object 

may be the 

object of the 

lease. 

Certain assets are prohibited to 

be leased depending on certain 

situations. 

Interest 

issues 

-compounded based on 

the period of financing 

Do not rely 

on interest 

but always 

have interest 

provisions 

such as late 

fees and 

penalty, 

certain types 

of contract 

extensions 

and interim 

rents 

-totally free from interests by 

eliminating all those provisions 

or meet the Shari’ah standards. 

Contractual 

structure 

All in one agreement All in one 

agreement 

(sale and 

leaseback 

agreement in 

same 

agreement) 

Separate contract must have 

separate agreement, eg: (i)Lease 

(ii) Sale 

Responsibilit

y of lessors 

-borrowers and lenders 

relationship, therefore 

lenders are not responsible 

for any loss by the 

borrowers 

-lessors are 

not 

responsible 

for the 

maintenance 

of the 

property 

(only 

financial 

lease) 

lessors fully responsible for the 

maintenance of the usufruct of 

the property (financial 

+operational lease) 

Source: Johnson (2016); Meera and Abdul Razak (2005); Mohd. Yusof et al. 

(2016)  
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Ijarah rates differ from interest rates, where ijarah rates are similar to rental 

rates applied in Islamic home financing which reflect the rental of usufruct of 

the property. The rate charges basically reflect the asset values. The 

differences are the current practices diverge from shari’ah as well as the 

proxies used in measuring the rates are according to the PBO-RI instead of 

HPI. This is because the PBO-RI is the only commercial property index 

available in Malaysia. In contrast, the interest rates charged on the rental of 

property do not depend on the true values of the property but are compounded 

over time.  

Therefore, in this study, the calculation of CPPI is following the transaction-

based price index as discussed in Kirkley (2000). Meanwhile the calculation of 

RR is following the current research in Islamic home financing (Meera & 

Abdul Razak, 2005; Mohd. Yusof, Usman, et al., 2016; Mohd Yusof, Kassim, 

Shabri A. Majid, et al., 2011). Accordingly, CPPI is measured by the 

following formula:  

100
*

* 20102010 X
VTTV

VTTV
CPPI

nn

  

CPPI is the Commercial property price index; TV2010 is the transaction value 

base year 2010 and VT2010 is the volume of transaction for base year 2010; TV 

is transaction value on that particular year and VT is the volume of transaction 

for that measured year. Zhu (2003) shows that commercial property price 

index is derived from the transaction value of the property. Two real estate 

indices will be obtained (i) sales price index and (ii) rental price index. These 
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indices are based on Laspeyres index method with 2000 as the base year. He 

concluded that Price index was based on property transactions (Zhu, 2003). 

Price indices that are based on transactions may reflect variations in liquidity 

over the business cycle, which affect the ease in  which  the owners are able to 

sell their properties (Fisher, Gatzlaff, Geltner, & Haurin, 2003). 

Research by Tse and Webb (2003) used the term rental rates even when they 

actually rely on the interest rates.  Therefore, more stable rates and totally free 

from interests are needed to replace the interest rates as suggested by Rahman 

et al (2009). Mohd Yusof, Kassim, Shabri A. Majid, et al.(2011) came out 

with the statistical evidence that rental rates were stable benchmark as 

compared to lending rates because rental rates reflect the true economic 

activities when they relate to GDP in the long run.  

3.4.2 Data Collection 

The time series data has been collected from 2010: Q1 – 2018: Q2.  This 

period of analysis was chosen due to the limitation in the commercial property 

data of PBO-RI, average rental as well as prices of commercial property. In 

addition, PBO-RI is new in Malaysia and only has the data for four states 

which are WPKL, Selangor, Johor Bharu and Georgetown. The PBO-RI of 

states is representing the top four largest Malaysia’s commercial property 

sector. Therefore, these four selected states are chosen due to its representation 

of the largest commercial property in Malaysia. The researcher will do an 

ARDL bound testing analysis similar as in Pesaran, Shin, and Smith (2001). 
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The next section will point out several tests such as unit root test, cointegration 

analysis, and stability test to ensure the model is accepted.  

 

The data with big values like the amount of Islamic commercial property 

financing (CPFi), conventional commercial property financing (CPFc), and 

transaction value (TV) are transformed into log following the past studies. 

However, all the rates such as industrial production index (IPI), real exchange 

rates (REER), Overnight Policy Rates (OPR) and interest rates, Average 

Lending Rates (ALR) remain in index form.  

3.5 Autoregressive Distributed Lags (ARDL) 

This study employed ARDL techniques due to a small sample size (2010: Q1-

2018: Q2). ARDL bound test was introduced by Pesaran et al. (2001). ARDL 

is relevant time series analysis due to several reasons. ARDL is one of the 

current time series techniques (Mohd. Yusof & Majid, 2008). Moreover, they 

added that ARDL approach of cointegration is a dynamic model which could 

be applied not only to the current state but also for the future.  

 

In addition, ARDL could capture a small number of observations (Pesaran et 

al., 2001). Since some of the data were limited especially when they were 

involved with rental index data, the ARDL was used to identify the shocks of 

variables affecting the commercial property financing in the short and long 

runs. The beauty of implementing ARDL technique for cointegration analysis 

rather than other integration techniques is, ARDL has its own unique features 
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such as the research can have a mix of I (0) and I (1) in the model. the series 

and different lag-length can be applied for different variables.  

Conversely, VAR faced the issue of the variables on the right-hand side was 

not orthogonal. Therefore a few more measures were needed (Sim, 1980). 

However, as mentioned in the paragraph before, the PBO-RI only covered the 

data from 2010 to 2016. Therefore, ARDL is recommended (Sim, 1980). 

When the results show cointegration exists, the ARDL-ECM is conducted to 

estimate long run relationss among the variables.  The next step is to check for 

short run relation. In this case, the Impulse Response Function (IRF) and 

Variance Decomposition (VDC) will be further used to see the shock of each 

variable affecting another variable.  

This section consists of a series of relevant tests, ARDL bound test of 

cointegration, IRF and VDC. However, since the data availability is limited in 

commercial property in Malaysia, this analysis is following Mohd Yusof and 

Usman (2015) which analyses using ARDL model.  

 

Basically, ARDL involves with two stages procedures. On the first stage, 

ARDL  model is based on the bound testing introduced by Pesaran, Shin, and 

Smith (2001). This bound test is used to determine whether the variables of 

this study have short run or long run relationship. At the second stage of the 

analysis, after the determination of the existence of long run relationship by 

using F-statistics, ARDL model, which is chosen after deciding on optimum 

lag length by looking on Akaike information criterion (AIC) and Schwarz 

information criterion (SC), will be estimated by least squares analysis. Then, 

long run equilibrium model will be created. Similar process by looking into 
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cointegration form whereby if P<0.05 (significant at 5% level), P< 0.10 

(significant at 10% level) and P<0.01 (significance at 1% level), so the 

variable is said to be significant and has long run cointegration. 
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Table 3.3 

Relevant Analysis to The Specific Objectives 

Notes: CPFi = Commercial property financing for Islamic banks, CPFc= Commercial property financing for commercial banks, IPI = Industrial 

Production Index, OPR= Consumer Price Index, REER= Real Exchange Rate, OPR=Overnight Policy Rate, MMR= Interbank Money Market 

Rate, ALR=Average Lending Rate, LNTV= Log of Transaction value, Rental rate 

No. Research objectives Equations/ model Analysis 

1 To identify the macroeconomic 

factors (IPI, and REER), 

monetary policy factor (OPR) 

and financial factors (ALR, 

LNTV, CPPI and RR) affecting 

commercial property financing 

offered by Islamic and 

conventional banks in Malaysia 

during the period 2010: Q1-2018: 

Q2 for selected states in Malaysia 

ARDL model 

Model 1: ALROPRREERIPILNCPFc 43210    

Model 2: ALROPRREERIPILNCPFi 43210    

Integration/ 

Stationarity Test 

-ADF, PP-Unit root 

test 

Cointegration Test 
. i) ARDL bound 

test 

ii)  IRF and VDC 

-Generalized 

impulse 

Stability Test 

 

CUSUM and 

CUSUM Q TEST 

 

Causality 

i) Granger causality 

 

2 To compare short and long run 

relationships between interest 

rates to  Islamic and conventional 

commercial property financing 

Model 1: ALROPRREERIPILNCPFc 43210    

Model 2: ALROPRREERIPILNCPFi 43210    

3 To investigate short and long run 

relationships between transaction 

values and commercial property 

prices to the conventional 

commercial property financing. 

 

Model 3: TVOPRREERIPILNCPFc ln43210    

Model 4: CPPIOPRREERIPILNCPFc 43210    

4 To investigate short and long run 

relationships between transaction 

values and commercial property 

prices to Islamic commercial 

property financing. 

Model 5: TVOPRREERIPILNCPFi ln43210    

Model 6: CPPIOPRREERIPILNCPFi 43210    

5 To compare short and long run 

relationships between rental rates 

to  Islamic and conventional 

commercial property financing 

Model 7:  RROPRREERIPILNCPFc 43210    

Model 8:  RROPRREERIPILNCPFi 43210    

6 To establish rental rates as 

alternatives to interest rates.  
Model 9: OPRREERIPIRR 3210    
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3.5.1 Unit Root Test 

Unit root test is a stationary test which is the requirement of ARDL before it can 

be analyzed. Durbin-Watson test, Dickey-Fuller test (DF), Augmented Dickey-

Fuller (ADF) and Philip-Pheron (P-P) test are among the tests. There are 

drawbacks of the Durbin Watson and DF test.  The DW test is not suitable for 

integrated variables while the DF test does not take possible autocorrelation 

problems in error term. Hence, this study employed ADF test and PP test which 

both tests used difference lagged dependent variables as explanatory variables 

along with other independent variables and their lags (Nkoro & Uko, 2016). As 

additional information, ADF test is more popular compared to PP test. ADF test 

and PP test are important to ensure none of the data is I (2) before we can estimate 

it using ARDL. After first differencing at I (1), then no unit roots are found. Thus, 

the variables involved are said to be stationary at first difference. After the 

stationary is obtained, the data can be further analyzed using ARDL as well. 

Based on the unit root results, the requirement for ARDL is achieved when the 

combination of stationary at level, I (0) and stationary at first difference, I (1) are 

presented in the equation and does not have stationary at second difference, I (2).  

Then, normality, heteroscedasticity and LM test were taken to check on the 

normality, heteroscedasticity and serial correlation in the model respectively. The 

following steps are the details of the descriptive analysis, correlation analysis and 

cointegration in the model. This is to ensure whether the long run association of 
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the interest rates shocks exists in the conventional and Islamic commercial 

property financing in Malaysia. 

3.5.2 Cointegration Test 

 After checking for unit root, and the variables confirm stationary at level, I (0) 

and first different, I (1). Based on Figure 3.2, ARDL could be applied for this 

case. If there is cointegration, then the analysis is continued using ECM-ARDL. If 

there is no cointegration, then the analysis is continued using VAR model for 

short run estimation. The following Figure 3.3 shows the flow before 

cointegration techniques could be applied. 

 

 

 

 

 

 

 

Source: Meo (2016) 

Unit root 

I (0) I (0) and I (1) I (1) I (1) and I (2) 

 

Simple 

regression 
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Figure 3.3 

Statistical Model Selection Based on Data Stationarity 
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In cointegration test, at least three tests will be considered. Firstly, ARDL bound 

test is used to check whether the long-run relationship exists or not. If there is 

cointegration, the second step is to choose appropriate lag length for ARDL 

model. Then, check on the cointegration and long run form. The purpose of 

checking cointegration and long run form is to see the particular variables that 

have long run effect to the changes in commercial property financing.  If there is 

one cointegration found. Then the third steps are reparameterization of ARDL 

model into ECM. However, if there is more than one cointegrating vector(s), 

Johansen and Juselius (1990) techniques should be used. 

To reaffirm the short run estimation, the impulse response function (IRF) and 

variance decomposition (VDC) will be undertaken to determine how long each 

important variable (in this case interest rates and rental rates) responses to the 

shocks in commercial property financing given that the other variables are control 

variables.   

This study did not use OLS (ordinary least square method) because ordinary least 

square is only applicable if the variable is stationary. But, this study found the 

variables in the series are mix between stationary and non-stationary, whereby the 

non-stationary variables than transformed into stationary data after first 

difference, hence met with the ARDL requirement. Another reason of not using 

OLS is that unlike ARDL, OLS only test for short run analysis (Shrestha & 

Bhatta, 2018).  
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3.5.3 Variance Decompositions (VDC) and Impulse Response 

Functions (IRF) 

Variance decompositions (VDC) and impulse response functions (IRF) which are 

also known as innovation accounting in literature, enable us to capture the out-of-

sample causality among the variables in the VAR system which is more reliable 

as compared to Granger Causality (Mohd. Yusof, 2003). If the correlations among 

the variables are large, this means that the identification problems are likely to be 

important. The IRF will be used to examine the responses of the dependent 

variables to shocks in the error term or exogenous shocks.  The important point to 

be taken care of when using impulse response is the contemporaneously 

correlation  (Ibrahim, 2006). The common approach used in handling 

contemporaneously correlation  is using orthogonalization by cholesky 

decomposition (Sims, 1980). However, since cholesky ordering is sensitive to the 

ordering, the generalized IRF is conducted, to see the impact of interest rates and 

rental rates shocks on commercial property financing in Islamic and conventional 

banks. On the other hand, VDC is used to rank each of the variables which most 

affect financing. In addition, impulse response functions (IRF) will show the 

shocks of IPI, OPR, REER, IR, RR and TV on commercial property financing 

offered by Islamic and conventional banks.  
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3.5.1 Residual Test 

There are three types of residual test will be tested in the analysis namely 

normality test, Serial LM test and Heteroscedasticity test. If the probability values 

are more than 0.05 which means not significant, hence the ARDL equations is 

good. Then, the next analysis, IRF and VDC, the ARDL bound tests for 

cointegration are taken.   

3.5.2 Stability Test 

According to Aas Meo (2016), there are two types of stability tests namely 

CUSUM test and CUSUMQ test. CUSUM test is obtained to show if the 

coefficient of regression is changing systematically or not. CUSUMQ test is 

designed to show if the coefficient of regression is changing suddenly or not. The 

hypothesis of stability test are as follows: 

0H = Parameters are stable (Desirable) 

aH = Parameters are not stable (Not Desirable) 

If the blue is within the red line, the hypothesis 0H = Parameters are stable 

(Desirable) is accepted. If blue line crosses red line, the hypothesis 0H = 

Parameters are stable (Desirable) is rejected and the hypothesis aH = Parameters 

are not stable (Not Desirable) is accepted. 
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3.5.1 Granger Causality Test in Commercial Property 

Granger causality  was introduced by Granger (1988). Granger causality is an 

important tool in determining the causal relationship among variables. The 

drawback of Granger causality is; it is not relevant to show the effects on policy 

and sensitive to number of lags. Another procedure, two-steps Granger known as 

Eagle- Granger two-steps procedures should be taken into consideration (White & 

Pettenuzzo, 2014). Eagle-Granger two-steps procedures comprises of, the first 

step is used to identify the significance coefficient of lagged variables. Then, the 

second step is used to see the adjustment of the dependent variable to the lagged 

deviation in the long run.  

In contrast, granger causality will be applying if and only if the stationarity test 

shows the variables of the series are cointegrated at different order. The procedure 

to conduct granger causality is shown in the following Figure 3.4: 
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Figure 3.4 

Pre-requisite of Granger Causality 

Source: Irfan Javaid Attari, Taha, and Imran Farooq (2014) 

 

Figure 3.4 shows some steps before granger causality is applied. The first thing is 

the variables must be stationary. If the variables are integrated at the same order, 

then the next step is to run johansen cointegration test, if there is no cointegration, 

proceeds with the VAR model and granger causality. However, if there is 

cointegration, then VeCM is applied to measure short and long run behaviors of 

the variables, followed by granger causality.  On the other hand, if the variables 

are stationary with combination of I (0) and I (1), therefore ARDL bound test is 

more sufficient to be analyzed, followed by granger causality test for testing 

indirect, bidirectional or natural direction of X granger causes Y in the short run. 
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3.6 Empirical Models 

 In this model, industrial production index (IPI), real exchange rates (REER) and 

overnight policy rates (OPR) were proxy variables of macroeconomic factors. The 

OPR is used by Central Banks of Malaysia as the interest rates benchmark. In 

addition, average lending rates, commercial property prices, rental rates and 

transaction values are the proxy variables of financial factors. Moreover, the 

research framework as shown in Figure 3.2 is designed to investigate the effects 

on commercial property financing offered by conventional and Islamic banks in 

macroeconomic and financial factors. The research framework is divided into 

several models shown in Table 3.4. The models are based on research questions 

developed in chapter 1.   
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Table 3.4 

Empirical Models  
 Research Objectives Models Empirical ARDL models  Justification 

of variables 

1 to identify the macroeconomic 

factors (IPI, and REER), and 

financial factors (OPR, ALR, 

LNTV, CPPI and RR) affecting 

commercial property financing 

offered by Islamic (CPFi) and 

conventional banks (CPFc) in 

Malaysia during the period 2010: 

Q1-2018: Q2 

 

1-8 Overall  

Integrates all 

models 

2 To compare short and long run 

relationship between interest rate to 

the commercial property financing 

offered by Islamic and conventional 

banks 

1 OPRREERIPILNCPFc 3210    

Interest rate 

theory  

2 OPRREERIPILNCPFi 3210    

3 lLRAREERIPILNCPFc 3210    

4 ALRREERIPILNCPFi 3210    

3 To investigates short and long run 

relationship between transaction 

value and commercial property price 

to the commercial property 

financing offered by conventional 

banks. 

 

 

5 TVOPRREERIPILNCPFc ln43210    
Test of 

MLVA  

6 CPPIOPRREERIPILNCPFc 43210    

Test of real 

estate cycle 

theory 
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 Research Objectives Models Empirical ARDL models  Justification 

of variables 

4 To investigates short and long run 

relationship between transaction 

value and commercial property price 

to the commercial property 

financing offered by Islamic banks. 

7 TVOPRREERIPILNCPFi ln43210    
Test of 

MLVA  

8 CPPIOPRREERIPILNCPFi 43210    

Test of real 

estate cycle 

theory 

5 To compare short and long run 

relationship between rental rates to 

the commercial property financing 

offered by Islamic and conventional 

banks. 

9 RROPRREERIPILNCPFc 43210    Islamic 

finance 

concept of 

rental 10 RROPRREERIPILNCPFi 43210    

6 To estimate the short and long run 

relationship between rental rate (as 

an alternative to the interest-based 

financing) to the macroeconomic 

factors.. 

11 OPRREERIPIRR 3210    

To check on 

relevancy 
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Table 3.4 shows empirical models. Interest rates theory and financial 

intermediation theory focus on the impacts of interest rates to banks. Hence, 

Model 1 and Model 2 attempt to see the commercial property financing responses 

to the shocks in interest rates offered by Islamic (CPFi) and conventional banks 

(CPFc) in Malaysia during the period 2010: Q1-2018: Q2.  

MLVA and real estate cycle theory emphasize on the importance of transaction 

values and property prices in explaining the commercial property financing 

behaviors. Therefore, Model 3 and Model 4 are created to test on the relationships 

between transaction values and commercial property prices and commercial 

property financing offered by conventional banks (CPFc). Meanwhile, Model 5 

and Model 6 are obtained to test the relationship between commercial property 

financing offered by Islamic banks (CPFi) responses to the shocks in transaction 

values and commercial property prices.  

Islamic finance concept especially ijarah is significant as compared to commodity 

Murabahah. Unlike commodity Murabahah, ijarah refers to the true economic 

activities. Several characteristics emphasized in ijarah rates are transparent, 

usufruct-based, and depend on the prices of the properties in which cannot be 

manipulated. Thus, Model 7 and Model 8 are to test on the ijarah concept whether 

the commercial property financing offered by conventional and Islamic banks 

responded to the shocks in rental rates (RR) or not. The ijarah rates also called as 

rental rates (RR) were tested against the conventional and Islamic banks.  Lastly, 

Model 9 is to shows rental rates responses to the shocks in macroeconomic 
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variables. Consistent to the existing studies conducted in commercial property 

financing, this study has selected macroeconomic variables namely IPI, and 

REER selected based on theory and empirical finding of previous studies. At the 

same time, this study also considered financial factors following literature; 

interest rates following the study by Ibrahim and Sukmana (2011) and Kassim et 

al., (2009); rental rates (Mohd Yusof,  Kassim, Majid, & Hamid, 2011), 

transaction values based on theory, and commercial property prices (Davis & 

Zhu, 2004; Hofmann, 2004).  

3.7 Hypotheses Development 

In order to assess the relationship between commercial property financing, 

macroeconomic factors and financial factors, the selected variables involved in 

this study are IPI, REER, OPR, ALR, lnTV, CPPI, and RR. Based on the 

objectives and relevant theory discussed in Chapter 2, the following hypotheses 

were developed as follows:   

Table 3.5 

Hypotheses 
Model ARDL Models Hypotheses 

1 ALROPRREERIPILNCPFc 43210    H1: ALR and OPR 

has no links to  CPFc. 

2 ALROPRREERIPILNCPFi 43210    H2: :  ALR  and OPR 

has no links to CPFi. 

3 TVOPRREERIPILNCPFc ln43210    H3: lnTV has no links 

to CPFc 

4 CPPIOPRREERIPILNCPFc 43210    H4: CPPI  has no 

links to CPFc 

5 TVOPRREERIPILNCPFi ln43210    H5:  lnTV has no 

links to CPFi. 

6 CPPIOPRREERIPILNCPFi 43210    H6:  CPPI  has no 

links to CPFi. 
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7 RROPRREERIPILNCPFc 43210    H7: RR has no links 

to CPFc. 

8 RROPRREERIPILNCPFi 43210    H8: RR  has no links 

to CPFi. 

9 OPRREERIPIR 3210    H9: RR has no links 

to macroeconomic 

factors 

3.8 Summary  

For the purpose of comparing Islamic and conventional model, the ARDL bound 

testing for cointegration, impulse response function (IRF) and variance 

decomposition (VDC) approach are employed. This method is chosen because of 

its suitability in answering the first objectives namely (i) to identify the 

macroeconomic factors (IPI, REER, and OPR,) and financial factors (ALR, RR 

and TV) affecting commercial property financing (CPFc) offered by conventional 

and Islamic banks during the period 2010: Q1-2018: Q2 for selected states in 

Malaysia. Similar process is repeated for research objectives (ii) To identify the 

macroeconomic factors (IPI, REER, and OPR) and financial factors (ALR, RR 

and TV) affecting commercial property financing offered by Islamic banks in 

Malaysia during the period 2010: Q1-2018: Q2; (iii) To compare the impacts of 

interest rates on Islamic and conventional property financing; and (iv) to propose 

an interest-free alternative pricing for commercial property financing. The next 

chapter will analyze the results with more detailed discussion. 
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CHAPTER FOUR 

RESULTS AND DISCUSSIONS 

4.1 Data Analysis 

This chapter consists of descriptive and inferential analyses’ results. The results of 

unit root test, trend and descriptive analysis as well as correlation analysis are 

arranged under descriptive analysis. In case of inferential analysis, the residual 

test, ARDL bound test for cointegration are conducted. If there is long run 

cointegration, then the next step will be the cointegration and the long run form is 

estimated. Then, it is followed by the short run results of impulse response 

function (IRF) and variance decomposition (VDC) shown in the proceeding 

sections.  Last but not least, stability test results are also shown in the proceeding 

sections as to ensure the selected model is stable. In contrast, for the ARDL 

equations which are not cointegrated, it is an exception to the results of 

cointegration and long run forms, only IRF and VDC are conducted to explain the 

nature of short run impulse. All data with large values are transformed into log to 

ensure their waves become smaller and relevant analyses could be done. All the 

results are compiled in the summary section. 

4.2 Descriptive Analysis  

Descriptive analysis comprises discusses on descriptive statistics, correlations and 

variance inflation factor (VIF) analysis.  
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The important element in descriptive analysis is descriptive statistics. Descriptive 

statistics of variables presented in Table 4.1 illustrates the mean, standard 

deviation, maximum and minimum value of the variable.  

Table 4.1 

Descriptive Statistics of Variables  
Variables Mean Minimum Maximum SD 

LNCPFC 11.14043 10.46260 11.60850 0.331520 

LNCPFI 9.285808 8.282261 10.55985 0.664059 

IPI 111.8250 99.20000 131.5000 9.583880 

REER 97.26404 85.57352 103.1687 5.339299 

OPR 3.000000 2.250000 3.250000 0.235702 

LNTV 3.557730 3.203559 3.903184 0.160311 

RR 1.675181 0.953787 2.152749 0.344018 

ALR 4.718553 4.477207 5.200000 0.187545 

 
 

Table 4.1 presents the descriptive statistics of the commercial property financing 

and other relevant variables for the entire sample period from 2010: Q1 to 2018: 

Q2. The commercial property financing offered by conventional banks (LNCPFC) 

was averaged at 11.0%. In addition, standard deviations of all variables were also 

stable. This implies that there is no volatility. This may be due to the data was 

obtained after the financial crisis. The average lending rates (ALR) ranging from 

4.4% to 5.2%. Similarly, the overnight policy rates (OPR) were also constantly at 

2.3% to 3.3% during the period of analysis.  Rental rates showed the lowest mean 

of 1.6%. This indicated no volatility since the period of analysis after the crisis.  

The value of mean considers close to each other because most of the value are in 

index form. Hence, it not the big matter in ARDL on the value of mean. Because 

stability is shown in CUSUM and CUSUMQ. Thus, the results are unbias because 

its fulfill all the ARDL requirements. 
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The next result of descriptive analysis is the result of variance inflation factor 

(VIF) and correlation analysis. The correlation test and VIF are important to 

check whether there are high correlations between the independent variables. If  

they are highly correlated (correlation among variables above 80% or VIF more 

than 10, then multicollinearity problem exists (Dunse & Jones, 1998; Greene, 

1993). To overcome multicollinearity problem, several steps can be considered 

such as make sure all data are stationary. This stationarity can be achieved by the 

first difference. The second ways to solve multicollinearity is by eliminating one 

of the highly correlated variables or retain only the variables that are less 

correlated (Chaibi & Ftiti, 2015; Shimizu & Karato, 2016). Table 4.2 

demonstrates correlation matrix among the independent variables. 

 

Table 4.2 

Correlation Matrix contains ALR   
 LNCPFC LNCPFI IPI REER ALR LNTV CPPI RR 

LNCPFC  1        

LNCPFI  0.84  1       

IPI  0.87  0.94  1      

REER -0.78 -0.80 -0.84  1     

ALR -0.77 -0.75 -0.77  0.58  1    

LNTV  0.55  0.63  0.68 -0.44 -0.66  1   

CPPI -0.08 -0.09 -0.12 -0.09  0.32 -0.77  1  

RR  0.31  0.34  0.40 -0.13 -0.55  0.90 -0.94  1 

* indicates above 0.90 

Table 4.3 

Correlation Matrix contains OPR   

 LNCPFC LNCPFI IPI REER OPR LNTV CPPI RR 

LNCPFC  1        

LNCPFI  0.84  1       

IPI  0.87  0.94  1      

REER -0.78 -0.80 -0.84  1     

OPR  0.43  0.52  0.54 -0.28  1    

LNTV  0.55  0.63  0.68 -0.44  0.56  1   

CPPI -0.08 -0.09 -0.12 -0.10 -0.52 -0.77  1  

RR  0.31  0.34  0.40 -0.13  0.62  0.90 -0.94  1 

* indicates above 0.90 
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Based on Table 4.2 and Table 4.3, the highest correlation is among [RR-LNTV 

(90%); and CPPI-RR (94%)]. This indicates multicollinearity problem appears in 

the model. Therefore, to avoid multicollinearity, the pre-requisite of ARDL test to 

ensure all the variables are stationary by conducting unit root test.    

 

After eliminating highly correlated variables, then, this multicollinearity issues 

again was tested using VIF. The rule of thumb of multicollinearity existence is 

lower than 10 is acceptable as no multicollinearity (Greene, 2012; Pallant, 2013). 

As a result, 6 models with correlation matrix and multicollinearity test, VIF was 

conducted to reconfirm that the models were free from multicollinearity problem. 

The results of VIF were shown in the Table 4.4 below. 

 

Table 4.4 

Results of Centred VIF (After Eliminate Highly Correlated Variables) 
 Independent Variables 

Model IPI REER OPR ALR LNTV CPPI RR 

Model 1 5.431292 4.160889 1.683100 - - - - 

Model 2 5.947112 3.653200 - 2.560305 - - - 

Model 3 7.078698 4.426222 1.759008 - 2.175323 - - 

Model 4 7.078698 4.426222 1.759008 - 2.175323 - - 

Model 5 5.444146 4.320732 2.151341 - - 1.496362 - 

Model 6 5.444146 4.320732 2.151341 - - 1.496362 - 

Model 7 5.858684 4.462106 2.069444 - - - 1.759006 

Model 8 5.858684 4.462106 2.069444 - - - 1.759006 

 

Table 4.4 of VIF shows no multicollinearity problem in all models.  After 

eliminating the highly correlated variable; following Ariff and Zarei (2015) they 
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found high correlation between inflations and interest rates in their correlation 

test. Besides, correlation matrix in the following Table 4.5 indicates the 

percentages of correlations among the variables after dropping the highly 

correlated variables. 

Table 4.5 

Correlation Matrix Among The Independent Variables 

Model 1 LNCPFC IPI REER OPR 

LNCPFC  1  0.87 -0.78  0.43 

IPI  0.87  1 -0.84  0.54 

REER -0.78 -0.84  1 -0.28 

OPR  0.43  0.54 -0.28  1 

Model 2 LNCPFI IPI REER OPR 

LNCPFI  1  0.94 -0.80  0.52 

IPI  0.94  1 -0.84  0.54 

REER -0.80 -0.84  1 -0.28 

OPR  0.52  0.54 -0.28  1 

Model 3 LNCPFC IPI REER ALR 

LNCPFC  1  0.87 -0.78 -0.77 

IPI  0.87  1 -0.84 -0.77 

REER -0.78 -0.84  1  0.58 

ALR -0.77 -0.77  0.58  1 

Model 4 LNCPFI IPI REER ALR 

LNCPFI  1  0.94 -0.80 -0.75 

IPI  0.94  1 -0.84 -0.77 

REER -0.80 -0.84  1  0.58 

ALR -0.75 -0.77  0.58  1 
Model 5 LNCPFC IPI REER OPR LNTV 

LNCPFC  1     

IPI 0.87  1    

REER -0.78 -0.84  1   

OPR  0.43  0.54 -0.28  1  

LNTV 0.56 0.68 -0.44 0.56  1 

Model 6 LNCPFI IPI REER OPR LNTV 

LNCPFI  1     

IPI 0.94  1    

REER -0.80 -0.84  1   

OPR  0.52  0.54 -0.28  1  

LNTV 0.63 0.68  -0.44 0.56  1 

Model 7 LNCPFC IPI REER OPR CPPI 

LNCPFC  1     

IPI 0.87  1    

REER -0.78 -0.84  1   

OPR  0.43  0.54 -0.28  1  

CPPI -0.08 -0.12  -0.10 -0.52  1 

Model 8 LNCPFI IPI REER OPR CPPI 



Universlti Utara Malaysia 

 

192 

 

LNCPFI  1     

IPI 0.94  1    

REER -0.80 -0.84  1   

OPR  0.52  0.54 -0.28  1  

CPPI -0.09 -0.12  -0.10 -0.52  1 

Model 9 LNCPFC IPI REER OPR RR 

LNCPFC  1     

IPI 0.87  1    

REER -0.78 -0.84  1   

OPR  0.43  0.54 -0.28  1  

RR 0.31 0.40  -0.13 0.62  1 

Model 10 LNCPFI IPI REER OPR RR 

LNCPFI  1     

IPI 0.94  1    

REER -0.80 -0.84  1   

OPR  0.52  0.54 -0.28  1  

RR 0.34 0.40  -0.13 0.62  1 

 

Table 4.5 of correlation matrix shows all the models have no multicolinearity 

problem. This is because the correlation among the independent variables are 

below 0.90 (Pallant, 2013).  The following Table 4.6 is the descriptive table after 

eliminating multicollinearity issue.  

Table 4.6 

Descriptive Statistics of Variables 
 Variables Mean Minimum Maximum SD 

Model 1 LNCPFc 11.21917 10.46260 11.64052 0.346481 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

Model 2 LNCPFi 9.508349 8.282261 10.60776 0.774243 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

Model 3 LNCPFc 11.21917 10.46260 11.64052 0.346481 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 ALR 4.701044 4.477207 5.200000 0.174089 

Model 4 LNCPFi 9.508349 8.282261 10.60776 0.774243 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 ALR 4.701044 4.477207 5.200000 0.174089 

Model 5 LNCPFc 11.21917 10.46260 11.64052 0.346481 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 LNTV 3.597928 3.203559 3.903184 0.171617 



Universlti Utara Malaysia 

 

193 

 

 Variables Mean Minimum Maximum SD 

Model 6 LNCPFi 9.508349 8.282261 10.60776 0.774243 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 LNTV 3.597928 3.203559 3.903184 0.171617 

Model 7 LNCPFc 11.21917 10.46260 11.64052 0.346481 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 CPPI 70.35980 53.86176 104.8452 13.62190 

Model 8 LNCPFi 9.508349 8.282261 10.60776 0.774243 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 CPPI 70.35980 53.86176 104.8452 13.62190 

Model 9 LNCPFc 11.21917 10.46260 11.64052 0.346481 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 RR 1.703017 0.953787 2.152749 0.321332 

Model 10 LNCPFi 9.508349 8.282261 10.60776 0.774243 

 IPI 115.0088 99.20000 131.5000 11.13573 

 REER 95.75260 85.63430 103.2197 6.010397 

 OPR 3.000000 2.250000 3.250000 0.213201 

 RR 1.703017 0.953787 2.152749 0.321332 

 

Table 4.6 presents the descriptive statistics of the commercial property financing 

and other relevant variables for the entire sample period from 2010: Q1 to 2018: 

Q2. The commercial property financing offered by conventional banks (LNCPFC) 

was averaged at 11.0%. In addition, standard deviations of all variables were also 

stable implying no volatility among the variables in the period of analysis. This 

may be due stable economic conditions. The average lending rates (ALR) ranging 

from 4.4% to 5.2%. Standard deviation of overnight policy rates (OPR) was also 

constant at 2.3% to 3.3% during the period of analysis.  Rental rates (RR) show 

the lowest mean of 1.6%. ranging from 1% to 2%. The transaction values (lnTV) 

range from 3.2% to 3.9%. 
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4.3 Results of Unit Root Test 

Therefore, granger causality was introduced by Granger (1969) which will be 

discussed at the end of this section. The conditions of the granger causality are 

variables must be stationary before conducting granger causality. The stationarity 

can be obtained through unit root test. The Autoregressive Distributed Lag 

(ARDL) bounds testing for cointegration approach is employed for all models. 

This section will analyze the unit root test. The following Table 4.7 presents the 

stationarity results of variables under the study.  

Table 4.7 

Stationarity Test of Each Variable for Cpfc and Cpfi 
 Variables At level 1st Difference Stationarity 

Status  ADF PP ADF PP 

Model 1 LNCPFc -

8.725691*** 

-

8.843131*** 

-

9.602776*** 

-

43.12201*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

Model 2 LNCPFi -3.661908** -3.748178** -

8.187102*** 

-

8.187102*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

Model 3 LNCPFc -

8.725691*** 

-

8.843131*** 

-

9.602776*** 

-

43.12201*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 ALR -2.188783 -2.144218 -

6.956593*** 

-

8.936152*** 

I(1) 

Model 4 LNCPFi -3.661908** -3.748178** -

8.187102*** 

-

8.187102*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 - - I(1) 
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 Variables At level 1st Difference Stationarity 

Status  ADF PP ADF PP 

5.729042*** 5.782792*** 

 ALR -2.188783 -2.144218 -

6.956593*** 

-

8.936152*** 

I(1) 

Model 5 LNCPFc -

8.725691*** 

-

8.843131*** 

-

9.602776*** 

-

43.12201*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 LNTV -2.981703 -2.822802 -

6.492572*** 

-

7.251296*** 

I(1) 

Model 6 LNCPFc -

8.725691*** 

-

8.843131*** 

-

9.602776*** 

-

43.12201*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 CPPI -3.000444 -2.787009 -

7.233528*** 

-

7.514570*** 

I(1) 

Model 7 LNCPFi -3.661908** -3.748178** -

8.187102*** 

-

8.187102*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 LNTV -2.981703 -2.822802 -

6.492572*** 

-

7.251296*** 

I(1) 

Model 8 LNCPFi -3.661908** -3.748178** -

8.187102*** 

-

8.187102*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 CPPI -3.000444 -2.787009 -

7.233528*** 

-

7.514570*** 

I(1) 

Model 9 LNCPFc -

8.725691*** 

-

8.843131*** 

-

9.602776*** 

-

43.12201*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 RR -2.776458 -2.474955 - - I(1) 
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 Variables At level 1st Difference Stationarity 

Status  ADF PP ADF PP 

6.609544*** 8.877550*** 

Model 

10 

LNCPFi -3.661908** -3.748178** -

8.187102*** 

-

8.187102*** 

I (0) 

 IPI -

4.209851*** 

-

4.265529*** 

-

10.20158*** 

-

11.44867*** 

I(0) 

 REER -2.747469 -2.814406 -

5.729042*** 

-

5.782792*** 

I(1) 

 OPR -3.637780** -3.630338** -

5.475945*** 

-

5.503629*** 

I(0) 

 RR -2.776458 -2.474955 -

6.609544*** 

-

8.877550*** 

I(1) 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level19.  The series is 

using trend and intercepts 

 

Table 4.7 reveals the results from unit root test. Both, conventional and Islamic 

commercial property financing are found to be integrated at order 0, or stationary 

at level, I (0) and integrated at order 1 or stationary at first differences, I (1). 

Obviously, the cointegration tests of Engle and Granger (1987), Johansen (1988) 

and Johansen and Juselius (1990) cannot be employed in the testing of long run 

relationship since these tests demand the variables to be stationary at the same 

levels. Next section, several empirical tests are conducted based on the objectives 

of this study. Therefore, this sections consists of 8 sections. The main objective of 

the study will be answered at the end of this section. Lastly is the summary 

section.  

                                                 
19 According to Hair, Black, Babin, and Anderson (2014), (P<0.1) meaning that the variables are 

significance at 10% level and nominated by *. Besides, (P<0.05) is meaning that significant at 5% 

level and nominated by **. Last but not least, (P<0.01) is means significant at 1% level and 

nominated with ***. Therefore, all the analysis in this thesis were basically adhered to Hair et al. 

(2014) for the three different level of stationarity. 
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4.4 ARDL Model 1 and Model 2 

 Second objective of this research is to see the effects of macroeconomic factors 

on the commercial property financing offered by conventional and Islamic banks. 

The following ARDL and ARDL-ECM models are designed to answer objective 

2 of this study; to compare short and long run relationships between interest rates 

(OPR and ALR) to the Islamic and conventional commercial property financing.  

Model 1 and Model 2 are to test the effects of interest rates (OPR and ALR) on 

commercial property financing offered by Islamic and conventional banks. The 

standard ARDL equation for model 1 is written in the following equation (1) and 

ARDL-ECM for Model 1 is represented by equation (3) under the subsection 

Cointegration and Long Run Estimates.   

  

Model 1: CPFc responses to the shocks in OPR.  

OPRREERIPILNCPFc 3210                                                           (1)  

The equation (1) and (2) is the general ARDL equation for Model 1 and Model 2 

respectively. The other macroeconomic (IPI and REER) function as control 

variables.  

Model 2: CPFi responses to the shocks in OPR 

OPRREERIPILNCPFi 3210               (2) 

For comparison purpose, Model 2 is designed for commercial property financing 

offered by Islamic and conventional banks responses to the shocks in average 



Universlti Utara Malaysia 

 

198 

 

lending rates. The ARDL-ECM for model 1 and model 2 is written in the 

following equation (5) and (6) respectively.   

 

Model 3 and Model 4: Commercial property financing offered by Islamic and 

conventional banks responses to the shocks in average lending rates. 

ALRREERIPILNCPFc 3210                          (3)  

ALRREERIPILNCPFi 3210               (4) 

4.4.1 ARDL Bound Test for Cointegration 

Using equation (1a), bound test with lag of dependent variables 5 and lag of 

independent variables 4, the selected model for bound test is ARDL (3, 3, 4, 4). 

Using equation (2a) for Model 2, bound test with lag of dependent variables 2 and 

lag of independent variables 4, the selected model for bound test is ARDL (1, 1, 

2, 4). The following Table 4.8 summarizes bound test results for all models under 

the study.  

Table 4.8 

 ARDL Bound Test Results  
 F-statistic  

Model 1 ARDL (3, 3, 4, 4)  49.57801 K= 3 

Model 2 ARDL (1, 1, 2, 4)  6.575423  

   

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.72 3.77 

5% 3.23 4.35 

2.5% 3.69 4.89 

1% 4.29 5.61 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005). K= Number of 

variables 
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Table 4.8 shows the ARDL bound test for Model 1 and Model 2. Based on the 

value of F-statistics whereby larger than upper bound at 10% and 5% critical 

bound. Therefore, the null hypothesis of no long-run relationships exist is 

rejected. This indicates that both models were cointegrated to the commercial 

property financing in the long run. 

  

Therefore Model 1 and Model 2 satisfy the cointegration as mentioned by 

Narayan (2005). Hence, this study concludes long run cointegration exist. The 

next step is to check the cointegration and long run form to identify the significant 

variables affecting Islamic and conventional commercial property financing in the 

long run. 

4.4.2 ARDL-ECM (Model 1 and Model 2) 

After conducting bound test, and if there is long run cointegration in the model, 

the next step of Error correction model (ECM) for ARDL were conducted. The 

following equations (3) and equation (4) are ARDL_ECM of Model 1 ARDL (1, 

4, 0, 4, 1) and Model 2 ARDL (2, 1, 4, 4, 1) respectively: 
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The meaning of each symbol used in equation (1), (2), (3) and (4) were cLNCPF  

is represents log of commercial property financing offered by conventional banks. 

IPI  is industrial production index; REER  is real exchange rate; The error 

correction model of ARDL extended from equation (1) and (2) which are 

gathering both short and long run parameter. The ∆ is first difference or short run 

parameter. The parameter b, c, d, e and f is coefficient for short run variables. The 

61,...nn  is the coefficient for long run variables.  k is the number of optimum lag 

order. ECTs derived from error terms from cointegration model (5) and (6) can be 

defined as 



k

i

tititts wxyECT
1

'ˆ  following Nkoro and Uko (2016). 

Where ty is the long run coefficient , ̂ is selected estimated values , 

1 ttit xxx = ,  is deterministic/exogenous variables with fixed lags , 

1 ttt www .  The long run coefficient of ARDL-ECM Model 1 and Model 2 

were shown in the following Table 4.9: 

Table 4.9 

Error Correction Representation of ARDL  for Model 1 and Model 2 

Independent Variables  Model 1: Conventional Model   2: Islamic 

1ln  tCPFc  -0.025648  

2ln  tCPFc  0.040134  

IPI  0.005799* 0.013676 

1 tIPI  -0.002982 - 

2 tIPI  -0.012858*** - 

REER  0.012141*** 0.044623*** 

1 tREER  -0.005635 0.061488*** 

2 tREER  0.005132 - 

3 tREER  -0.006154* - 

OPR  -0.073577 -0.898966** 
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1 tOPR  -0.151411 -0.309025 

2 tOPR  0.069899 -0.380613 

3 tOPR  -0.299623*** -0.391480 

Constant 4.708341*** 5.703041*** 

ECT -0.960457*** -1.117423*** 

Adjusted R2 0.993233 0.950985 

DW-statistics 1.512218 2.164283 

Notes: ***,** and * denotes significance at  1%, 5% and 10% level; Dependent 

Variable: LNCPFC 

  

The adjusted R squared 0.99 and 0.95 for commercial property financing offered 

by conventional and Islamic banks respectively indicated the error correction 

models fitted the data reasonably well. More importantly, the error correction 

terms (ECTs) derived from error terms from cointegration model carried correct 

negative signs. This therefore, substantiates our earlier findings of the existence of 

cointegration between CPF and the monetary policy interest rates. Furthermore, 

the speed of adjustment for both models is about 100 percent. This indicates that 

last period disequilibrium is, on the average, corrected by about 100 percent in the 

following quarter. The dynamic log run of results for Model 1 and Model 2 is 

presented in Table 4.10.  

Table 4.10 

Dynamic Long Run Results for Model 1 and Model 2 

 Model 1 (Conventional) Model 2 (Islamic) 

Variables  Coefficient t-statistics  

 

Coefficient t-statistics  

 

IPI 0.030918*** 15.272377 0.042507*** 6.024427 

REER 0.015146*** 4.312744 -0.021701** -1.918173 

OPR 0.509628*** 5.511257 0.375142 1.279026 

ECT -0.960457*** -10.215027 -1.117423*** -5.570765 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level. 
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Based on Table 4.10 from long run estimation, commercial property financing 

offered by conventional banks is referring to interest rates in benchmarking the 

total amount of financing given to property buyers. As expected, commercial 

property financing offered by Islamic banks is implementing shari’ah based 

financing whenever their operation is not involved with any interest rates 

elements. Both ECT for commercial property financing offered by Islamic and 

conventional banks are negative and significant. This implies there is long run 

relationship in the model and also indicates 100% speed of adjustment within the 

period towards long run equilibrium.  Recalling the objective 1, on the 

determinants of commercial property financing, we found that the current practice 

of commercial property financing offered by Islamic banks is determined by real 

economic activities, and currency exchange rates (RM to USD). Conversely, the 

commercial property financing offered by conventional banks is determined by 

macroeconomic factors (IPI and REER and OPR in this case).  

As indicated in ARDL-ECM result, the following econometric models were 

obtained:  

Model 1(Conventional):  

***012.0***0128.0IPI-0.002982*005.07083.4ln 21-t REERIPIIPICPFc t  

OPR0.073577*REER0.006154-REER0.0051320.005635 3-t2-t1  tREER

***015.0***00309.0***299.0OPR0.151411- 31-t REERIPIOPRt  
   

tOPR  ***509.0                (5) 

 

Model 2(Islamic):  

*** 0.061488*** 0.044623* 0.0136765.703041ln 1 tREERREERIPICPFi  

3-t2-t1-t OPR 0.391480-OPR 0.380613OPR 0.309025**OPR 0.898966 

tOPRREERIPI  51.0**015.0***0425.0                           (6) 
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Based on ARDL-ECM Models 1 and 2, this study concludes that shocks in OPR 

only influenced the behaviors of commercial property financing offered by 

conventional banks in the long run. However, there was a short run positive 

relation between OPR to both conventional and Islamic banks.  

4.4.3 Stability Test  

According to Aas Meo (2016), there were two types of stability test namely 

CUSUM test and CUSUMQ test. CUSUM test is obtained to show if the 

coefficient of regression is changing systematically or not. CUSUMQ test is 

designed to show if the coefficient of regression is changing suddenly or not.  

The hypothesis of stability test are as follows: 

H0= Parameters are stable (Desirable) 

Ha= Parameters are not stable (Not Desirable) 

If the blue line is within the red line, the hypothesis H0= Parameters are stable 

(Desirable) is accepted. If blue line cross red line, the hypothesis H0= Parameters 

are stable (Desirable) is rejected and the hypothesis Ha= Parameters are not stable 

(Not Desirable) is accepted.  Figures 4.1 and 4.2 depict results of stability test 

conducted for Model 1 and Model 2 respectively.  
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Figure 4.1 

Stability Test for Model 1 

CUSUM and CUSUMQ tests for Model 1 show the series are stable. The series 

lie between 5% critical bound. The null hypothesis of parameters is stable 

(Desirable) is accepted. 
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Figure 4.2 

Stability Test for Model 2  

Figure 4.2 illustrated CUSUM and CUSUMQ test for Model 2. The series are 

stable. The series lie between 5% critical bound. The null hypothesis of 

parameters is stable (Desirable) is accepted. Hence indicates robustness of the 

ARDL model. Based on stability test above, the blue line is within the red line for 
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both models. Therefore, the null hypothesis is accepted. Hence, all the parameters 

are stable.  

4.4.4 Residual Test 

Residual test exhibits the normality test, heterocedasticity test and LM-test. These 

tests are important to ensure that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problem. Table 4.11 shows results of 

residual diagnostic test for Model 1 and Model 2. 

Table 4.11 

Residual Test for Model 1 and Model 2 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

 Normality test Heteroscedasticity, chi-square Serial correlation, LM Test 

Model 1 Probability = 0.90     Prob. Chi-Square(17) = 1.0     Prob. Chi-Square(2)= 0.13 

Model 2 Probability = 0.69     Prob. Chi-Square(2) = 0.45     Prob. Chi-Square(11)= 

0.98 

 

Table 4.11 illustrates the results of residual test for Model 1 and Model 2. In 

Model 1 and Model 2, the optimal lag lengths 1 and 2 were used respectively as 

suggested by AIC. The null hypothesis of the LM test was that there was no serial 

correlation was accepted. Model 1 and Model 2 showed the probability of LM test 

was larger than 0.05. Therefore, the null hypothesis of no serial correlation was 

accepted.  Both models are normally distributed and not having heteroscedasticity 

as well as autocorrelation problems. Then, this study estimates the IRF and VDC 

from the estimated VAR. The results of IRF and VDC were shown as follow. 
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4.4.5 Impulse Response Function (IRF) and Variance 

Decomposition (VDC). 

In general, an impulse response refers to the reaction of any dynamic systems in 

response to some external changes. In this study, the impulse response describes 

the reaction of the system as a function of some other independent variables that 

parameterize the dynamic behaviors of the system. The following Figure 4.3 

shows impulse response function (IRF) of other variables to the conventional 

commercial property financing (Model 1).  
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Figure 4.3 

Response of Other Variables to LNCPFc (Model 1) 
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Figure 4.3 shows the reaction of LNCPFc when one standard deviation of shocks 

of other variables (in this case is IPI, REER, and OPR) is given. The lag interval 

for endogenous used is 1 based on Akaike Information criterion (AIC) for model 

1. The generalized IRF indicates that commercial property financing offered by 

conventional banks is not responsive to the shocks of IPI, REER and OPR in the 

short run. To strengthen the IRF, Table 4.12 shows the variance decomposition of 

Model 1.   

Table 4.12 

Variance Decomposition of LNCPFC (Model 1) 
             Period S.E. DLNCPFC DIPI DREER DOPR 

 1  0.146199  100.0000  0.000000  0.000000  0.000000 

 2  0.166986  76.89306  19.49065  0.037555  3.578736 

 3  0.176947  69.76704  24.67079  0.097124  5.465051 

 4  0.185616  63.62277  28.94356  0.185857  7.247811 

 5  0.192510  59.34520  31.70630  0.292849  8.655651 

 6  0.198239  56.08193  33.73710  0.389173  9.791795 

 7  0.202983  53.57845  35.25140  0.470335  10.69981 

 8  0.206933  51.61786  36.41755  0.535903  11.42869 

 9  0.210230  50.06351  37.33213  0.588181  12.01618 

 10  0.212987  48.81756  38.06048  0.629725  12.49224 

 

Table 4.12 shows variance decomposition of commercial property financing 

behavior offered by conventional banks when a variance of shocks in other 

variables occurs. At 10 period horizon, OPR and IPI are the highest contributors 

of shocks to commercial property financing behavior offered by conventional 

banks. As an evidence, a 1% of shock in OPR and IPI will contribute to 12.5% 

and 38% variance or shocks to commercial property financing offered by 

conventional banks respectively. The lowest shock in the variance is found in 

REER. Therefore, researcher concludes that the IPI and OPR have short run 

relations to commercial property financing offered by conventional banks. These 
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imply that interest rates are affecting commercial property financing by 

conventional banks in the short run. The following Figure 4.5 shows impulse 

response function (IRF) of other variables to the commercial property financing 

offered by Islamic banks (Model 2).  
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Figure 4.4 

Response of Other Variables to LNCPFi (Model 2) 

Figure 4.4 shows the reaction of LNCPFi in Model 2 when one standard deviation 

of shocks of other variables (in this case is IPI, REER, and ALR) is given.  

Commercial property financing offered by Islamic banks is not significantly 

responsive to all macroeconomic and financial variables. Table 4.13 shows the 



Universlti Utara Malaysia 

 

209 

 

variance decomposition for Model 2 supporting the IRF in previous section. VDC 

is an alternative way to explain the variation of shocks on the dependent variables. 

In this case, VDC is to explain how much the variance of shock of any variables 

(IPI, REER, and OPR) on Islamic commercial property financing over different 

periods of horizon.  

Table 4.13 

Variance Decomposition of LNCPFi (Model 2) 
 Period S.E. DLNCPFI DIPI DREER DOPR 

 1  0.190146  100.0000  0.000000  0.000000  0.000000 

 2  0.210413  88.31858  5.480437  4.503223  1.697764 

 3  0.232446  72.37175  13.98955  8.754732  4.883969 

 4  0.256840  60.01088  21.29715  10.58095  8.111029 

 5  0.279821  51.58418  26.66405  10.91661  10.83516 

 6  0.300006  45.80359  30.52344  10.64908  13.02388 

 7  0.317263  41.69825  33.33758  10.20251  14.76166 

 8  0.331872  38.68305  35.43176  9.744747  16.14044 

 9  0.344202  36.40734  37.02132  9.333255  17.23808 

 10  0.354605  34.65247  38.24935  8.981748  18.11644 

 

Table 4.13 demonstrates variance decomposition of LNCPFi (commercial 

property financing offered by Islamic banks). In the period 1, all the exogenous 

variables do not influence commercial property financing offered by Islamic 

banks. But, at 10 period horizon, the REER shows the highest contribution of 

shocks to commercial property financing behavior offered by Islamic banks. As 

an evidence, 1% of shock in IPI will contribute to 38.2% variance or shocks to the 

commercial property financing offered by Islamic banks. The lowest shock in the 

variance is found in REER (9%) while the other variables are at moderate levels.  

 

The VDC shows the significant role played by IPI in commercial property 

financing offered by Islamic bank. Surprisingly, VDC shows commercial property 
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financing offered by Islamic banks is affected by the shocks in OPR in the short 

run. The results are similar to Mohd Yusoff et al. (2001). This shows the 

significant role of interest rates on the behaviors of financing without exceptions 

in commercial property financing. If the interest rates are still dominant in 

commercial property financing, the true concept of Maqasid shari’ah (main 

objective of shari’ah) is not achieved. On the next section is about the stability 

test to confirm that the parameter is stable.  

The following section is designed to estimate the effects of financial factors 

(average lending rates) to commercial property financing. The following ARDL 

and ARDL-ECM models are designed to answer objective 3 of this study; to 

compare short and long run relationships between average lending rates to the 

commercial property financing offered by Islamic and conventional banks.  

4.5 ARDL Model 3 and Model 4 

Model 3 and Model 4 are to test the effects of interest rates (ALR) on commercial 

property financing offered by Islamic and conventional banks. The standard 

ARDL equations for Model 3 and Model 4 are written in the following equations 

(3) and (4) respectively. 

Model 3: CPFc responses to the shocks in ALR.  

ALRREERIPILNCPFc 3210                          (3)  
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The equations (3) and (4) are the general ARDL equations for Model 3 and Model 

4 respectively. The other macroeconomic (IPI and REER) function as control 

variables, and financial factor, ALR.  

Model 4: CPFi responses to the shocks in ALR 

ALRREERIPILNCPFi 3210                                     (4) 

For comparison purpose, Model 4 is designed for commercial property financing 

offered by Islamic banks responses to the shocks in average lending rates.   

4.5.1 ARDL Bound Test for Cointegration (Model 3 and Model 4) 

Using equation (3), bound test with lag of dependent variable 3 and lag of 

independent variables 3, the selected model for bound test is ARDL (1, 1, 0, 3). 

Using equation (4) for Model 4, bound test with lag of dependent variable 4 and 

lag of independent variables 4, the selected model for bound test is ARDL (4, 2, 

2, 1). The following Table 4.14 summarizes bound test results for all models 

under the study.  

Table 4.14 

ARDL Bound Test Results (Model 3 vs Model 4) 
 F-statistic  

Model 3 ARDL (1, 1, 0, 3)   11.44351 

 

K= 3 

Model 4 ARDL (4, 2, 2, 1)  10.25456  

   

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.72 3.77 

5% 3.23 4.35 

2.5% 3.69 4.89 

1% 4.29 5.61 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005). K= Number of 

variables 
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Table 4.14 shows the ARDL bound test for Model 3 and Model 4. Based on the 

value of F-statistics whereby larger than upper bound at 10% and 5% critical 

bound. Therefore, the null hypothesis of no long-run relationships exist is 

rejected. This indicates that both models were cointegrated to the commercial 

property financing offered by both conventional banks and Islamic banks in the 

long run. 

  

Therefore Model 3 and Model 4 satisfy the cointegration as mentioned by 

Narayan (2005). Hence, this study concludes long run cointegration exists. The 

next step is to check the cointegration and long run form to identify the significant 

variables affecting commercial property financing offered by Islamic and 

conventional banks in the long run. 

4.5.2 ARDL-ECM (Model 3 and Model 4) 

Next, the Error Correction Model for ARDL (ARDL-ECM) for Model 3 and 

Model 4 are written in the following equation (7) and (8) respectively.  The 

following equations (7) and equation (8) are ARDL_ECM of Model 3 ARDL (1, 

1, 0, 3) and Model 4 ARDL (4, 2, 2, 1) respectively: 
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Error correction model for ARDL in Islamic; 
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The meaning of each symbol used in equations (7) and (8) were cLNCPF  

represented log of commercial property financing offered by conventional banks. 

IPI  is industrial production index; REER  is real exchange rates; ALR  is the 

proxy of interest rates namely average lending rates. The Error correction model 

of ARDL extended from equations (3) and (4) which are gathering both short and 

long run parameters. The ∆ is the first difference or short run parameter. The 

parameters b, c, d, and e are coefficient for short run variables. The 41,...nn  is the 

coefficient for long run variables.  k is the number of optimum lag order. ECTs 

derived from error terms from cointegration  model (3 and 4) can be defined as 





k

i

tititts wxyECT
1

'ˆ  following Nkoro and Uko (2016). where ty is 

the long run coefficient , ̂ is selected estimated values , 1 ttit xxx = ,  is 

deterministic/exogenous variables with fixed lags , 1 ttt www .The long run 

coefficient of ARDL-ECM model 3 and model 4 were shown in the following 

Table 4.15: 
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Table 4.15 

Error Correction Representation of ARDL  for Model 3 and Model 4 

Independent Variables  Model 3: Conventional Model   4: Islamic 

1ln  tCPFi  - 0.054324 

2ln  tCPFi  - 0.066537 

3ln  tCPFi  - 0.331562** 

IPI  0.008119 0.005852 

1 tIPI  - 0.016967 

REER  -0.003826 0.064265*** 

1 tREER  - 0.049452*** 

ALR  -0.809351*** -2.274439*** 

1 tALR  0.193283 - 

2 tALR  0.632435** - 

Constant 11.407745*** 11.201055*** 

ECT -1.139743*** -1.035894*** 

Adjusted R2 0.904714 0.966179 

DW-statistics 1.568980 2.349363 

Notes: ***,** and * denotes significance at  1%, 5% and 10% level; Dependent 

Variable: LNCPFC Model 3, LNCPFi Model 4,  

  

The adjusted R squared 0.90 and 0.97 of commercial property financing for 

conventional and Islamic banks respectively indicated such error correction 

models fitted the data reasonably well. More importantly, the error correction 

terms (ECTs) derived from error terms from cointegration model carried correct 

negative signs. This therefore, substantiates our earlier findings of the existence of 

cointegration between CPF and average lending rates. Furthermore, the speed of 

adjustment for both models is about 100 percent. This indicates that last period 

disequilibrium is, on the average, corrected by about 100 percent in the following 

quarter. The dynamic log run of results for Model 3 and Model 4 is presented in 

Table 4.16.  
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Table 4.16 

Dynamic Long Run Results for Model 3 and Model 4 

 Model 3 (Conventional) Model 4 (Islamic) 

Variables  Coefficient t-statistics  

 

Coefficient t-statistics  

 

IPI 0.019780*** 3.276981 0.041719*** 4.909551 

REER -0.003357 -0.496078 -0.032965*** -2.703503 

ALR -0.452152** -2.114051 -0.701584** -2.296239 

ECT -1.139743*** -6.247775 -1.035894*** -5.876205 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level. 

Both ECT for commercial property financing offered by Islamic and conventional 

banks are negative and significant. This implies there exists long run relationship 

in the model and also indicates 100% speed of adjustment within the period 

towards long run equilibrium. Long run estimation in Table 4.16 shows that the 

behaviors of commercial property financing offered by both conventional banks 

and Islamic bank are negatively significant to the movements of interest rates.  

 

This implies that by 1% decrease in average lending rates, the commercial 

property financing behaviors of conventional banks will increase by 45%. 

Surprisingly, commercial property financing offered by Islamic banks will 

increase by 70%. It is an indicator of financial crisis during the period of analysis 

and the crisis might occur again and again as mentioned by the real estate cycle 

theory. Our results are supported by Yin et al. (2017) whereby they stated that a 

decrease in lending rates, would therefore rise the positive profits expectations 

among the property investors, hence leading to property price booms. In the 

meantime, the banks would begin to extend financing. This only happened during 
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the crisis period between 2008-2009 (Yin et al., 2017). This contradicted the 

Islamic banking theory on the prohibitions of interest rates in financing.   

Model 3 (Conventional):  

***ALR0.809351-REER0.003826IPI0.00811911.407745ln CPFc

EER-0.003357R***I0.019780IP**ALR0.632435ALR0.193283 2-t1-t   

t**R0.452152AL-                            (7) 

 

Model 4 (Islamic):  

**lnCPFi0.331562lnCPFi0.066537lnCPFi0.05432411.201055ln 3-t2-t1-t CPFi

1-t1-t REER0.049452***REER0.064265I0.016967IPIPI0.005852 

t**LR-0.701584A***EER-0.032965R***I0.041719IP***ALR2.274439        (8) 

Recalling objective 2, to compare short and long run relationships between 

interest rates (in this model is ALR) to the behaviors of commercial property 

financing. This research found that the current practice of commercial property 

financing offered by Islamic banks was determined by real economic activities, 

currency exchange rates (RM to USD) and also interest rates. Conversely, the 

commercial property financing offered by conventional banks is determined by 

the interest rates, as well as IPI.  

4.5.3 Stability Test 

According to Aas Meo (2016), there were two types of stability tests namely 

CUSUM test and CUSUMQ test. CUSUM test is obtained to show if the 

coefficient of regression is changing systematically or not. CUSUMQ test is 

designed to show if the coefficient of regression is changing suddenly or not. If 

both test show stable means this ARDL method is robust.  
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The hypothesis of stability test is as follows: 

H0= Parameters are stable (Desirable) 

Ha= Parameters are not stable (Not Desirable) 

If the blue line is within the red line, the hypothesis H0= Parameters are stable 

(Desirable) is accepted. If blue line crosses red line, the hypothesis H0= 

Parameters are stable (Desirable) is rejected and the hypothesis Ha= Parameters 

are not stable (Not Desirable) is accepted.  Figure 4.5 and 4.6 depict results of 

stability tests conducted for Model 3 and Model 4 respectively.  
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Figure 4.5 

Stability Test for Model 3 

CUSUM and CUSUMQ tests for Model 3 show the series are stable. The series 

lie between 5% critical bound. The null hypothesis of parameters is stable 

(Desirable) is accepted. 
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Figure 4.6 

Stability Test for Model 4  

Figure 4.6 illustrated CUSUM and CUSUMQ test for Model 4. The series are 

stable. The series lie between 5% critical bound. The null hypothesis of 

parameters is stable (Desirable) is accepted. Based on the stability test above, the 

blue line is within the red line for both models. Therefore, the null hypothesis is 

accepted. Hence, all the parameters are stable.  

4.5.4 Residual Test 

Residual test exhibits the normality test, heterocedasticity test and LM-test. These 

tests are important to ensure that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problems. The following Table 4.17 shows 

results of residual diagnostic test for Models 3 and 4. 
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Table 4.17 

Residual Test for Model 3 and Model 4 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

 Normality test Heteroscedasticity, chi-square Serial correlation, LM Test 

Model 3 Probability = 0.58     Prob. Chi-Square(2) = 0.667     Prob. Chi-Square(8)= 

0.226 

Model 4 Probability = 0.69     Prob. Chi-Square(2) = 0.45     Prob. Chi-Square(11)= 

0.98 

 

Table 4.17 illustrates the results of residual test for Model 3 and Model 4. The 

null hypothesis of the LM test is that there is no serial correlation is accepted. 

Model 3 and Model 4 shows probability of LM test is larger than 0.05. Therefore, 

the null hypothesis of no serial correlation is accepted.  Both models are normally 

distributed and not having heteroscedasticity as well as autocorrelation problems. 

Then, this study estimates the IRF and VDC from the estimated VAR. The results 

of IRF and VDC were shown as follows. 

4.5.5 Impulse Response Function (IRF) and Variance 

Decomposition (VDC). 

In general, an impulse response refers to the reaction of any dynamic systems in 

response to some external changes. In this study, the impulse response describes 

the reaction of the system as a function of some other independent variables that 

parameterize the dynamic behaviors of the system. The following Figure 4.8 

shows impulse response function (IRF) of other variables to the conventional 

commercial property financing (Model 3). 
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Figure 4.7 

Response of Other Variables to LNCPFc (Model 3) 

Figure 4.7 shows the reaction of LNCPFc when one standard deviation of shocks 

of other variables (in this case is IPI, REER, and ALR) is given. The IRF 

indicates that IPI is positively significant, and ALR is negatively significant to the 

commercial property financing offered by conventional banks in the short run. To 

strengthen the IRF, Table 4.18 shows the variance decomposition for Model 3.  
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Table 4.18 

Variance Decomposition of LNCPFC (Model 3) 
 Period S.E. DLNCPFC DIPI DREER DALR 

 1  0.164586  100.0000  0.000000  0.000000  0.000000 
 2  0.190786  75.18442  22.77144  1.987615  0.056530 
 3  0.205740  72.27412  25.12019  2.044935  0.560754 
 4  0.218547  69.40626  27.38447  2.066955  1.142314 
 5  0.230538  67.73491  28.36853  2.107564  1.788993 
 6  0.241492  66.55833  28.97285  2.075542  2.393281 
 7  0.251517  65.75514  29.29469  2.005873  2.944299 
 8  0.260642  65.19004  29.45361  1.919043  3.437300 
 9  0.268920  64.78922  29.50586  1.829498  3.875425 
 10  0.276402  64.50151  29.49061  1.744695  4.263184 

 

Table 4.18 shows variance decomposition of commercial property financing 

offered by conventional banks when a variant of shocks in other variables occur. 

At 10 period horizon, IPI is the highest contribution of shocks to commercial 

property financing offered by conventional banks, followed with average lending 

rates. As an evidence, a 1% of shock in IPI and ALR will contribute to 29.5% and 

4.2% variance or shocks to commercial property financing offered by 

conventional banks respectively. The lowest shock in the variance is found in 

REER. Therefore, researcher concludes that the IPI and OPR have short run 

relations to commercial property financing offered by conventional banks. These 

imply that interest rates and conventional banks are interrelated in the short run. 

Next, the following Figure 4.9 shows impulse response function (IRF) of other 

variables to the commercial property financing offered by Islamic banks (Model 

4).  
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Figure 4.8 

Response of Other Variables to LNCPFi (Model 4) 

Figure 4.8 shows the reaction of LNCPFi in Model 4 when one standard deviation 

of shocks of other variables (in this case is IPI, REER, and ALR) is given.  

Commercial property financing offered by Islamic banks is not significantly 

responsive to IPI and REER, but surprisingly reacted negatively significant to the 

changes in interest rates. VDC is an alternative way to explain the variation of 

shock on the commercial property financing offered by Islamic banks. Hence, 

Table 4.19 shows the variance decomposition for Model 4 supporting the IRF in 

previous section. In this case, VDC is to explain how much the variance of shocks 
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of any variables (IPI, REER, and ALR) on commercial property financing 

behavior offered by Islamic banks.  

Table 4.19 

Variance Decomposition of LNCPFi (Model 4) 
 Period S.E. DLNCPFI DIPI DREER DALR 

 1  0.201936  100.0000  0.000000  0.000000  0.000000 
 2  0.232766  88.31228  9.180359  2.463846  0.043513 
 3  0.259845  75.29506  18.92625  5.519772  0.258910 
 4  0.285236  65.58429  26.00220  7.801812  0.611699 
 5  0.308651  58.87171  30.80868  9.293106  1.026510 
 6  0.330231  54.22710  34.08577  10.23534  1.451791 
 7  0.350194  50.94431  36.36745  10.82893  1.859320 
 8  0.368730  48.56176  37.99694  11.20553  2.235779 
 9  0.385990  46.78517  39.19158  11.44682  2.576426 

 10  0.402099  45.42567  40.09023  11.60296  2.881129 

 

Table 4.19 demonstrates variance decomposition of LNCPFi (commercial 

property financing offered by Islamic banks). In the period 1, all the exogenous 

variables did not influence Islamic banks. But, at 10 period horizon, the REER 

showed the highest contribution of shocks to Islamic banks’ commercial property 

financing. For example, the commercial property financing offered by Islamic 

banks was explained by IPI (40%). The REER (11.6%) and another 47% were 

explained by other variables.  

 

The VDC showed that a significant role was played by IPI and REER in 

commercial property financing offered by Islamic bank. Surprisingly, VDC 

showed commercial property financing offered by Islamic banks was affected by 

the shock in ALR in the short run. However, the interest rates shocks in Islamic 

banks (2.8%) were less as compared to conventional banks (4.3%). Our results 

were similar to Mohd Yusoff et al. (2001). This shows the significant role of 
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interest rates on the behaviors of financing without exceptions in commercial 

property financing. If the interest rates are still dominant in commercial property 

financing, the true concept of Maqasid shari’ah (main objective of shari’ah) is 

not achieved.  

 

On the next section is the stability test to confirm that the parameter is stable. 

Next, the effects of transaction values (lnTV) and commercial property prices 

(CPPI) to conventional commercial property financing offered by conventional 

banks were analysed and the results were followed. The following ARDL and 

ARDL-ECM models are designed to answer objective 3 of this study; to 

investigate short and long run relationships between transaction values and 

commercial property prices to the commercial property financing offered by 

conventional banks.   

4.6 ARDL Model 5 and 6 

Model 5 represents commercial property financing offered by conventional banks 

responses to the shocks in transaction value (lnTV). Meanwhile, model 6 focuses 

on commercial property price reacts to the availability of commercial property 

financing. The standard ARDL equations for Model 5 and Model 6 are written in 

the following equations (9) and (10). The ARDL-ECM for Model 5 and Model 6 

represents by equations (11) and (12) under the subsection Cointegration and 

Long Run Estimates.   
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Model 5: Commercial property financing offered by conventional banks 

responses to the shocks in transaction value.  

TVOPRREERIPILNCPFc ln43210                     (9)  

The equation (9) above is the general ARDL equation for Model 5. The other 

macroeconomic (IPI and REER) functions as control variables, and financial 

factors, lnTV is analyzed. On the other hand, Model 6 is designed for commercial 

property financing offered by conventional banks responses to the shocks in 

commercial property prices. The general ARDL equation and ARDL-ECM for 

model 6 were written in the following equation (10) and (12) respectively.   

Model 6: Commercial property financing offered by conventional banks 

responses to the shocks in commercial property price. 

CPPIOPRREERIPILNCPFc 43210           (10)  

4.6.1 ARDL Bound Test for Cointegration 

The following Table 4.20 summarizes bound test result for Model 5 and Model 6 

under study. 

Table 4.20 

ARDL Bound Test Results  
 F-statistic  

Model 5 ARDL(1, 3, 4, 4, 4) 91.95453 K= 4 

Model 6 ARDL(1, 4, 4, 4, 0) 127.7349  

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.45 3.52 

5% 2.86 4.01 

2.5% 3.25 4.49 

1% 3.74 5.06 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005). K= Number of variables 
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Table 4.20 shows the ARDL bound test for Model 5 and Model 6. Based on the 

value of F-statistics whereby larger than upper bound at 10%, 5%, 2.5% and 1% 

critical bound. Therefore, the null hypothesis of no long-run relationships exist is 

rejected. This indicates that both models were cointegrated to the commercial 

property financing in the long run.  Therefore, Model 5 and Model 6 satisfy the 

cointegration as mentioned by Narayan (2005). Hence, this study concludes long 

run cointegration exists. The next step is to check the cointegration and long run 

form to identify the significant variables affecting commercial property financing 

offered by Islamic and conventional banks in the long run. 

4.6.2 ARDL-ECM Model 5 and Model 6 

After conducting bound test, and if there is long run cointegration in the model, 

the next step of Error correction model (ECM) for ARDL is conducted. The 

following equation (11) and equation (12) are ARDL_ECM of Model 5 ARDL (1, 

3, 4, 4, 4) and Model 6 ARDL (1, 4, 4, 4, 0) respectively: 

Model 5: Commercial property financing offered by conventional banks 

responses to the shocks in transaction value.  
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Using equation (9), bound test with lag of dependent variable 1 and lag of 

independent variable 4, the selected model for bound test is ARDL (1, 3, 4, 4, 4). 

This study extends the equation (9) becoming equation (11) in estimating long run 

cointegration. 

Model 6: Commercial property financing offered by conventional banks 

responses to the shocks in commercial property price. 
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Using equation (10) for Model 6, bound test with lag of dependent variable 1 and 

lag of independent variables 4, the selected model for bound test is ARDL (1, 4, 

4, 4, 0). The Error Correction Model of ARDL (ARDL-ECM) is obtained from 

the combination of short and long run parameters also known as ARDL 

reparameterized model.  

The meaning of each symbol used in equations (9), (10), (11) and (12) was 

cLNCPF  representing log of conventional commercial property financing. IPI  is 

industrial production index; REER  is real exchange rates; LNTV is log of 

transaction value of commercial property, CPPI  is the commercial property 

price index proxy of commercial property price. The ∆ is first difference or short 

run parameter. The parameters b, c, d, e and f are coefficient for short run 
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variables. The 61,...nn  is the coefficient for long run variables.  k is the number of 

optimum lag order. The error correction results are shown in Table 4.21.  

Table 4.21 

Error Correction Representation of ARDL  for Model 5 and Model 6 

Independent Variables  Model 5: lnTV Model   6: lnCPPI 

IPI  0.011831 0.004308 

1 tIPI  -0.002828 -0.002289 

2 tIPI  -0.007101 -0.010733*** 

3 tIPI  - -0.005486* 

REER  0.007764* 0.010933*** 

1 tREER  -0.001590 -0.001338 

2 tREER  0.001949 0.002499 

3 tREER  -0.008774* -0.007046** 

OPR  -0.077800 -0.082945 

1 tOPR  -0.165569 -0.196014** 

2 tOPR  0.090470 -0.007807 

3 tOPR  -0.254904** -0.245109*** 

TVln  -0.108595 - 

1ln  tTV  0.043953 - 

2ln  tTV  -0.100244 - 

3ln  tTV  -0.118714 - 

CPPIln  - -0.000175 

Constant 5.539941*** 4.594933*** 

ECT -1.053868*** -0.993811*** 

Adjusted R2 0.998021 0.997470 

DW-statistics 2.055993 1.981612 

Notes: ***,** and * denotes significance at  1%, 5% and 10% level; Dependent Variable: 

LNCPFc 

 

The adjusted R squared 0.99 for both models means that such error correction 

models fit the data reasonably well. More importantly, the error correction terms 

(ECTs) carry the correct negative signs. This therefore, substantiates our earlier 

findings of the existence of cointegration between CPF, transaction values and 



Universlti Utara Malaysia 

 

229 

 

commercial property prices. Furthermore, the speed of adjustment for both 

models is about 99 to 100 percent. This indicates that last period disequilibrium 

is, on the average, corrected by about 100 percent in the following quarter. The 

dynamic log run of results for Model 5 and Model 6 is presented in Table 4.22.  

Table 4.22 

Dynamic Long Run Results for Model 5 and Model 6 
 Model 5 (Conventional-LNTV) Model 6 (Conventional-CPPI) 

Variables  Coefficient t-statistics Coefficient t-statistics  

IPI 0.032030*** 9.883927 0.031713*** 17.494432 

REER 0.014332** 3.598132 0.016390*** 5.405111 

OPR 0.194662 1.211378 0.484715*** 5.152554 

LNTV 0.016539 0.121531 - - 

CPPI - - -0.000176 -0.156385 

ECT -1.053868*** -13.109111 -0.993811*** -17.338095 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level. 

Based from long run estimation, commercial property financing offered by 

conventional banks refers to neither the transaction values nor commercial 

property prices in benchmarking the total amount of financing available to 

property buyers. In the long run, the commercial property financing behaviors 

offered by conventional banks rely on IPI, REER and OPR. Both ECT for 

commercial property financing offered by conventional banks’ models are 

negative and significant. These imply there exists long run relationship in the 

model and also indicates 100% speed of adjustment within the period towards 

long run equilibrium.   
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Model 5_lnTV (conventional):  

*REER0.007764IPI0.007101-IPI0.002828-IPI0.0118315.539941ln 2-t1-t CPFc

OPR0.077800 -*REER0.008774-REER0.001949REER0.001590- 3-t2-t1-t 

lnTV0.108595**OPR0.254904-OPR0.090470OPR0.165569- 3-t2-t1-t 

***I0.032030IPlnTV0.118714-lnTV0.100244-lnTV0.043953 3-t2-t1-t              

tTV0.016539lnR0.194662OP**ER0.014332RE                           (11) 

 

Model 6_lnCPPI (conventional):  

*IPI0.005486***IPI0.010733-IPI0.002289-IPI0.0043084.594933ln 3-t2-t1-t CPFc

**REER0.007046REER0.002499REER-0.001338***REER0.010933 3-t2-t1-t 

***OPR0.245109OPR0.007807-**OPR0.196014-OPR0.082945- 3-t2-t1-t           

t***R0.484715OP***ER0.016390RE***I0.031713IPlnCPPI0.000175-    (12) 

4.6.3 Stability Test 

According to Aas Meo (2016), there were two types of stability tests namely 

CUSUM test and CUSUMQ test. CUSUM test is obtained to show if the 

coefficient of regression is changing systematically or not. CUSUMQ test is 

designed to show if the coefficient of regression is changing suddenly or not. The 

null hypothesis of stability test is the parameters are stable (Desirable). 

Meanwhile, the alternative hypothesis is the parameters not stable (Not 

Desirable). If the blue line is within the red line, the null hypothesis that the 

parameters are stable (Desirable) is accepted. If blue line crosses the red line, the 

null hypothesis is rejected and the alternative hypothesis that the parameters are 

not stable (Not Desirable) is accepted.  Figures 4.9 and 4.10 depict results of 

stability test conducted for Model 5 and Model 6 respectively.  
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Figure 4.9 

Stability Test for Model 5 

 

CUSUM and CUSUMQ test for Model 5 shows the series are stable. The series 

lie between 5% critical bound. The next Figure 4.10 are stability test for Model 6. 

CUSUM and CUSUMQ tests for Model 6 shows the series are stable. The series 

lie between 5% critical bound. CUSUM and CUSUMQ tests for Model 6 show 

the series are stable. The series lie between 5% critical bound. The null hypothesis 

of parameters is stable (Desirable) is accepted.  
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Figure 4.10 

Stability Test for Model 6
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4.6.4 Residual Test 

Residual tests show the normality test, heterocedasticity test and LM-test. These 

tests are important to ensure that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problem. The following Table 4.23 shows 

results of residual diagnostic test for Models 5 and 6. 

Table 4.23 

Residual Test for Model 5 and Model 6 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

 Normality test Heteroscedasticity, chi-square Serial correlation, LM Test 

Model 5 Probability 

=0.55 

Prob. Chi-Square(20) = 1.0000 Prob. Chi-Square(1)= 0.5633 

Model 6 Probability= 

0.75 

Prob. Chi-Square(17)= 1.0000  Prob. Chi-Square(1)= 0.8637 

 

Table 4.23 illustrates the results of residual test for Model 5 and Model 6. In 

Model 5 and Model 6, the optimal lag length 1 used respectively as suggested by 

AIC. The null hypothesis of the LM test is that there is no serial correlation is 

accepted. Model 5 and Model 6 shows probability of LM test is larger than 0.05. 

Therefore, the null hypothesis of no serial correlation is accepted.  Both models 

are normally distributed and not having heteroscedasticity as well as 

autocorrelation problem. 
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4.6.5 Impulse Response Function (IRF) and Variance 

Decomposition (VDC). 

In general, an impulse response refers to the reaction of any dynamic systems in 

response to some external changes. In this study, the impulse response describes 

the reaction of the system as a function of some other independent variable that 

parameterizes the dynamic behavior of the system. Figure 4.11 shows impulse 

response function (IRF) of other variables to the commercial property financing 

offered by conventional banks (Model 5). The reaction of LNCPFc when one 

standard deviation of shocks of other variables (in this case is IPI, REER, OPR 

and LNTV) is given. The lag interval for endogenous used is 1 based on Akaike 

Information criterion (AIC) for model 5. All variables including transaction 

values are not significant in the short run. But, the VDC in Table 4.23 shows one 

standard deviation of shocks in IPI will contribute to 36% variance of shocks in 

commercial property financing offered by conventional banks. 
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Figure 4.11 

Response of Variables to LNCPFc (Model 5) 

Table 4.24 

Variance Decomposition of DLNCPFC: Model 5 
 Period S.E. DLNCPFC DIPI DREER DOPR DLNTV 

 1  0.146808  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.168574  76.10645  18.79747  0.701742  3.439939  0.954397 

 3  0.178164  69.99048  22.71688  0.712971  5.715131  0.864546 

 4  0.187239  63.44433  27.18638  0.673853  7.869404  0.826036 

 5  0.194124  59.20485  29.82524  0.693815  9.494321  0.781774 

 6  0.199957  55.87447  31.89343  0.702119  10.77773  0.752251 

 7  0.204722  53.37020  33.40456  0.712753  11.78294  0.729543 

 8  0.208689  51.40784  34.57682  0.719606  12.58279  0.712937 

 9  0.211982  49.86174  35.48907  0.724790  13.22419  0.700207 

 10  0.214727  48.62540  36.21300  0.728324  13.74291  0.690363 

 

Table 4.24 shows variance decomposition of commercial property financing 

offered by conventional banks when a variance of shocks in other variables 

occurs. At 10 period horizon, OPR and IPI is the highest contribution of shocks to 

conventional commercial property financing. As an evidence, a 1% of shock in 
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OPR and IPI will contribute to 13.7% and 36% variance or shocks to the 

commercial property financing offered by conventional banks respectively. The 

lowest shocks in the variance are found in LNTV and REER with 0.7% each. 

Therefore, researcher concludes that the LNTV do not influence the behavior of 

commercial property financing offered by conventional banks to commercial 

sectors. Only IPI and OPR have short run relations to the commercial property 

financing in conventional banks. The following Figure 4.12 shows impulse 

response function (IRF) of other variables to the commercial property financing 

offered by conventional banks (Model 6). 
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Figure 4.12 

Response of Other Variables to LNCPFc (Model 6) 
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Figure 4.12 shows the reaction of LNCPFc in Model 6 when one standard 

deviation of shocks of other variables (in this case is IPI, REER, OPR, and CPPI) 

is given.  Lag interval for endogenous = 1 (based on AIC). All variables are not 

significant to commercial property financing offered by conventional banks in the 

short run. Similarly, results show commercial property prices are not significant 

in our analysis. This finding contradicts the previous studies [Hofmann (2003), 

Davis and Zhu (2004), Davis and Zhu (2005) and Davis and Zhu (2011)] in 

conventional bank financing. This is due to their studies were conducted in 

different countries. Even though Malaysia also actively provide financing to 

commercial sectors, none of them conducted studies in Malaysia which became 

the main interest for this thesis. This results could further be interpreted by 

looking at variance decomposition of the model as shown in the following Table 

4.25.  

Table 4.25 

Variance Decomposition of DLNCPFC: Model 6 
 Period S.E. DLNCPFC DIPI DREER DOPR DCPPI 

       
 1  0.142629  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.164798  75.86874  15.69150  1.585531  4.019360  2.834869 

 3  0.173373  70.10740  18.88384  1.440260  6.416955  3.151541 

 4  0.181722  63.83212  22.33504  1.325101  8.960921  3.546810 

 5  0.188148  59.62123  24.39820  1.236655  10.99847  3.745453 

 6  0.193713  56.26067  25.99040  1.167327  12.68267  3.898942 

 7  0.198345  53.67672  27.16414  1.114904  14.03831  4.005931 

 8  0.202257  51.62730  28.07845  1.073318  15.13430  4.086633 

 9  0.205547  49.99358  28.79787  1.040115  16.02118  4.147263 

 10  0.208319  48.67614  29.37483  1.013221  16.74208  4.193740 

 

Table 4.25 demonstrates variance decomposition of LNCPFc (commercial 

property financing offered by conventional banks). In the period 1, all the 



Universlti Utara Malaysia 

 

237 

 

exogenous variables do not influence CPFc. But, after 10 period horizon, the IPI 

and OPR shows the highest contribution of shocks to CPFc. As an evidence, 1% 

of shock in IPI and OPR will contribute to 29.3% and 16.7% variance or shocks 

respectively to the CPFc. The lowest shock in the variance are found in REER 

(1%). While the CPPI at moderate level (4%). Therefore, researcher concludes 

that the OPR and IPI show the most influencing variables to the shock of CPFc in 

the short run. These results imply that monetary policy plays important role to the 

CPFc. On the next section will be the stability test to confirm that the parameter is 

stable. 

Next section analyses the effect of transaction values (lnTV) and commercial 

property prices (CPPI) to the commercial property financing offered by Islamic 

banks. The following ARDL and ARDL-ECM model designed to answer 

objective 4 of this study; to investigate short and long run relationships between 

transaction values and commercial property prices to the commercial property 

financing offered by Islamic banks.   

4.7 ARDL Model 7 and Model 8 

Model 7 represents commercial property financing offered by Islamic banks 

responses to the shocks in transaction value (lnTV). Meanwhile, Model 8 focuses 

on commercial property prices reactions to the commercial property financing 

offered by Islamic banks. The standard ARDL equations for Model 7 and Model 8 

are written in the following equations (13) and (14). The ARDL-ECM for Model 
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7 and Model 8 is represented by equations (15) and (16) under the subsection 

Cointegration and Long Run Estimates.   

Model 7: Commercial property financing offered by Islamic banks responses to 

the shocks in transaction value.  

TVOPRREERIPILNCPFi ln43210                                 (13)  

The equation (13) above is the general ARDL equation for Model 7. The other 

macroeconomic (IPI and REER) function as control variables, and financial 

factor, lnTV is analyzed.  

 

On the other hands, Model 8 was design for Islamic commercial property 

financing responses to the shocks in commercial property price. The general 

ARDL equation and ARDL-ECM for model 8 was written in the following 

equation (14) and (16) respectively.   

 

Model 8: Commercial property financing offered by Islamic banks responses to 

the shocks in commercial property price. 

CPPIOPRREERIPILNCPFi 43210                                (14)  

4.7.1 ARDL Bound Test for Cointegration 

The following Table 4.26 summarize bound test result for Model 7 and Model 8 

under study.  
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Table 4.26 

ARDL Bound Test Results  
 F-statistic  

Model 7 ARDL(1, 1, 2, 4, 1)  7.992047 K= 4 

Model 8 ARDL(1, 1, 2, 3, 0)  7.695325  

   

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.45 3.52 

5% 2.86 4.01 

2.5% 3.25 4.49 

1% 3.74 5.06 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005). K= Number of 

variables 

Model selection is based on Eviews 9 model selection criteria with the lowest 

value of AIC, normally distributed, homogeneous and not serially correlated.  

Model 7 and 8 listed in table above are cointegrated at all critical bounds. Then, 

The ECM-ARDL model is conducted for all cointegrated models. In other words, 

the ARDL model is reparameterized as there are cointegrations in the model.   

4.7.2 Cointegration and Long Run Estimates 

After conducting bound test, and seeing if there was long run cointegration in the 

model, the next step of Error correction model (ECM) for ARDL was conducted. 

The following equations (15) and equation (16) are ARDL_ECM of Model 7 and 

Model 8 respectively: 

Model 7: Commercial property financing offered by Islamic banks (CPFi) 

responses to the shocks in transaction value.  



Universlti Utara Malaysia 

 

240 

 
















 
4

1

3

1

2

1

1

1

0 lnln
k

j

jt

k

j

jt

k

j

jt

k

j

jiti OPRejREERdjIPIcjCPFbjCPF 

14131211

5

1

lnln 



  tttit

k

j

jt OPRnREERnIPInCPFnTVfj           

ttTVn  15 ln                                           (15)   

As mentioned earlier, equation (13) of bound test with lag of dependent variable 2 

and lag of independent variables 4, obtaining ARDL (1, 1, 2, 4, 1).  Equation (13) 

then extended into equation (15) to estimate long run cointegration. The next 

ARDL-ECM for model 8 was as follows: 

Model 8: Commercial property financing offered by Islamic banks (CPFi) 

responses to the shocks in commercial property price (CPPI). 
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As far as Model 8 is concerned, ARDL (1, 1, 2, 3, 0) reparameterized into ARDL-

ECM in equation (16). The meaning of each symbol used in equation is similar in 

the previous section. The error correction results were shown in Table 4.27.  

Table 4.27 

Error Correction Representation of ARDL  for Model 7 and Model 8  

Independent Variables  Model 7: TV Model   8: CPPI 

IPI  0.013027 0.013540 

REER  0.053938*** 0.037665** 

1 tREER  0.053072*** 0.061991*** 

OPR  -1.072136* -0.927668* 

1 tOPR  0.053866 -0.102773 

2 tOPR  -0.179383 -0.681855* 
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Independent Variables  Model 7: TV Model   8: CPPI 

3 tOPR  -0.563756 - 

TVln  0.260092 - 

CPPIln  - 0.000208 

Constant 5.744620*** 6.085430*** 

ECT -1.165342*** -1.075441*** 

R2 0.972209 0.969242 

DW-statistics 2.184591 2.215670 

Notes: ***,** and * denotes significance at  1%, 5% and 10% level; Dependent 

Variable: LNCPFi 

Table 4.27 represents error correction of Model 7 which is ARDL (1, 1, 2, 3, 0). 

The R squared 0.97 for both models means that such error correction models fit 

the data reasonably well. More importantly, the error correction terms (ECTs) 

carry the correct negative signs. This therefore, substantiates our earlier findings 

of the existence of cointegration between CPF, transaction values and commercial 

property prices.  

Furthermore, the speed of adjustment for both models is 100 percent. This 

indicates that last period disequilibrium is, on the average, corrected by about 100 

percent in the following quarter. The dynamic log run of results for Model 7 and 

Model 8 is presented in Table 4.28.  

Table 4.28 

Dynamic Long Run Results for Model 7 and Model 8 
 Model 5 (Islamic_LNTV) Model 6 (Islamic_CPPI) 

Variables  Coefficient t-statistics  Coefficient t-statistics  

IPI 0.048970*** 4.708948 0.043244*** 5.692009 

REER -0.015256 -1.149193 -0.024260* -1.890139 

OPR 0.250572 0.684566 0.295236 1.014773 

LNTV -0.284289 -0.605832 - - 

CPPI - - 0.000193 0.047436 

ECT -1.165342*** -5.628622 -1.075441*** -5.419873 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level. 
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Table 4.28 shows LNTV and CPPI were not significant to commercial property 

financing offered by Islamic banks. This finding adds new finding to the Islamic 

finance.  This may be because the current CPFi did not refer to LNTV and CPPI 

in determining the amount of financing to commercial property buyers.  The 

ARDL-ECM equation for Model 7 and Model 8 are shown as follows:  

Model 7: 

***REER0.053072***REER0.0539380.0130275.744620ln 1-t IPICPFi

3-t2-t1-t OPR 0.563756-OPR 0.179383-OPR 0.053866*OPR1.072136- 

R0.250572OPEER-0.015256R***IPI 0.048970lnTV0.260092                       

tTV0.284289ln-                (15) 

 

Model 8: 

***REER0.061991**REER0.037665IPI0.0135406.085430ln 1-t CPFi

lnCPPI0.000208*OPR0.681855OPR0.102773*OPR0.927668- 2-t1-t 

tPI0.000193CPR0.295236OP*ER0.024260RE -***I0.043244IP         (16) 

 

The stability and residual tests are also conducted similarly to other models for 

robustness. 

4.7.3 Stability Test 

Figure 4.13 and Figure 4.14 depict results of stability test conducted for Model 7 

and Model 8 respectively.  
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Figure 4.13 

Stability Test for Model 7 

CUSUM and CUSUMQ test for Model 7 shows the series are stable. The series 

lie between 5% critical bound. 
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Figure 4.14 

Stability Test for Model 8

CUSUM and CUSUMQ test for Model 8 shows the series are stable. The series 

lie between 5% critical bound. The null hypothesis of parameters is stable 

(Desirable) is accepted.  
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4.7.4 Residual Test 

Residual tests show the normality test, heterocedasticity test and LM-test. These 

tests are important to ensure that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problem. The following Table 4.29 shows 

results of residual diagnostic test for Models 7 and 8. 

Table 4.29 

Residual Test for Model 7 and Model 8 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

 Normality test Heteroscedasticity, chi-square Serial correlation, LM Test 

Model 7 Probability 

=0.55 

Prob. Chi-Square(13)= 0.9994 Prob. Chi-Square(2)= 0.1827 

Model 8 Probability= 

0.92 

Prob. Chi-Square(11)= 0.9381 Prob. Chi-Square(2)= 0.3100 

 

Table 4.29 illustrates the results of residual test for Model 7 and Model 8. The 

null hypothesis of the LM test that there was no serial correlation was accepted. 

Model 7 and Model 8 showed the probability of LM test was larger than 0.05. 

Therefore, the null hypothesis of no serial correlation was accepted. Both models 

were normally distributed and not having heteroscedasticity as well as 

autocorrelation problem.  

4.7.5 Impulse Response Function (IRF) 

Impulse response describes the reaction of the system as a function of some other 

independent variables that parameterize the dynamic behavior of the system. The 

following Figure 4.16 shows impulse response function (IRF) of other variables to 

commercial property financing offered by Islamic banks (Model 7).  
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Figure 4.15 

Response of Variables to LNCPFi (Model 7) 

Figure 4.15 shows the reaction of LNCPFi when one standard deviation of shocks 

of other variables (in this case is IPI, REER, OPR and LNTV) was given. Lag 

interval for endogenous equal 2 (based on AIC), showed positive significant 

reaction existed between LNTV and REER to commercial property financing 

offered by Islamic banks (CPFi). This implies that in the event of exchange rates 

(RM over USD) appreciated, the CPFi would also increase. Similar to the 

transaction values, as transaction values of commercial property move up, the 

CPFi also moves upward in the short run. The VDC results for Model 7 were 

shown in Table 4.30. 

 



Universlti Utara Malaysia 

 

246 

 

Table 4.30 

Variance Decomposition of DLNCPFI: Model 7 
       

 Period S.E. DLNCPFI DIPI DREER DOPR DLNTV 

 1  0.182857  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.189095  94.62806  1.977871  0.008480  2.712568  0.673025 

 3  0.213029  74.56051  3.475528  15.39491  5.934440  0.634608 

 4  0.240084  63.58268  14.76499  14.71695  6.428821  0.506568 

 5  0.264840  54.98407  20.48233  14.68369  8.769763  1.080150 

 6  0.295266  46.10067  30.83968  11.96670  9.053145  2.039810 

 7  0.322262  39.80649  35.99003  10.10060  11.28078  2.822102 

 8  0.349111  34.47635  41.56928  9.352261  11.60223  2.999877 

 9  0.369306  31.08054  44.66849  8.776414  12.52007  2.954487 

 10  0.386206  28.42906  47.35190  8.917939  12.49416  2.806944 

       
 

Table 4.30 shows that one standard deviation of shocks in IPI would contribute to 

47% variance of shocks to commercial property financing offered by Islamic 

banks (CPFi). The lowest shocks in the variance were found in LNTV and REER 

with 2% and 8% respectively. This concludes that the volatility of transaction 

values influences the behavior of commercial property financing offered by 

Islamic banks almost 2.8%.  

 

Our results contradict to the Mortgage Lending Value Approach theory whereby 

the theory states the positive relations between transaction values and financing 

behaviors. This may be due to transaction values often depend on the appraisers 

who made the valuation of such properties. Transaction values may differ from 

offices to shop lots by their respective property attributes that are also highlighted 

in Hedonic price theory. For the case of Malaysia, this transaction value is not 

suitable in determining the financing provision to commercial sectors. The 

following Figure 4.17 shows impulse response function (IRF) of other variables to 

the commercial property financing offered by Islamic banks (Model 8).  
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Figure 4.16 

Response of Variables to LNCPFi (Model 8) 

Figure 4.16 shows the reaction of LNCPFi when one standard deviation of shocks 

of other variables (in this case is IPI, REER, OPR and CPPI) was given. Lag 

interval for endogenous equal 2 (based on AIC). This model shows positive 

impulses on commercial property financing offered by Islamic banks (CPFi) when 

responses to shocks in REER. The result was similar to the result in Model 7. This 

implies that in the event of exchange rates (RM over USD) appreciated, 

commercial property financing behaviors offered by Islamic banks (CPFi) would 

also increase. This finding also indicated no impulse responses between CPFi to 

the shocks in commercial property prices. The reason behind this phenomenon 
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was due to the lack of commercial property index as mentioned in previous 

literature. Therefore, this thesis would also examine the reliability of this 

commercial property price index acting as a tool to integrate commercial property 

sectors to the bank’s financing. The VDC results for Model 8 were shown in 

Table 4.31.   

Table 4.31 

Variance Decomposition of DLNCPFI: Model 8 
 Period S.E. DLNCPFI DIPI DREER DOPR DCPPI 

 1  0.182013  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.188537  94.36967  2.025959  0.000337  2.532886  1.071149 

 3  0.213404  73.65836  3.521294  16.72254  5.222534  0.875267 

 4  0.241049  62.07775  14.92017  16.11275  6.143310  0.746023 

 5  0.267805  52.48367  19.91639  15.98758  9.661471  1.950891 

 6  0.299029  43.50620  29.70831  12.91072  10.65836  3.216413 

 7  0.326873  37.31010  34.34037  10.80875  13.50071  4.040064 

 8  0.353578  32.31466  39.84205  9.752279  13.88440  4.206614 

 9  0.373817  29.11033  42.89376  8.978008  14.87752  4.140375 

 10  0.390585  26.66584  45.64080  8.909820  14.81770  3.965841 

 

Table 4.31 shows 1% of shock in commercial property price (CPPI) would 

contribute to only 3.9 % variance or shocks to the commercial property financing 

offered by Islamic banks (CPFi). This implies that commercial property price 

index is not yet applied in Malaysia, especially in commercial property financing 

offered by Islamic banks. In the next section, Model 9 and model 10 were 

designed to compare the effects of financial factors (rental rates) to the 

commercial property financing offered by Islamic and conventional banks. 

Then, rental rates effects on commercial property financing offered by Islamic 

and conventional banks were estimated in order to answer the objective number 5. 

The fifth objective of this study is to compare short and long run relationships 

between rental rates affecting commercial property financing offered by Islamic 
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and conventional banks in Malaysia during the period 2010: Q1-2018: Q2. All 

data with large values are transformed into log to ensure the waves of the data 

become smaller so that relevant analyses could be done. 

4.8 ARDL Model 9 and Model 10 

Model 9: Commercial property financing offered by conventional banks (CPFc) 

responses to the shocks in rental rates (RR). 

RROPRREERIPILNCPFc 43210                 (17)  

General ARDL model 9 represents in the equation (17).   

 

Model 10: Commercial property financing offered by Islamic banks (CPFi) 

responses to the shocks in rental rates (RR). 

The following general ARDL equation for CPFi responses to the RR which 

simply written as follows:  

RROPRREERIPILNCPFi 43210             (18) 

4.8.1 ARDL Bound Test for Cointegration (Model 9 vs Model 10) 

Model 9: Commercial property financing offered by conventional banks (CPFc) 

responses to the shocks in rental rates (RR). 
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Model 10: Commercial property financing offered by Islamic banks (CPFi) 

responses to the shocks in rental rates (RR). 
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where, ∆ is first difference. The parameter b, c, d, e and f is coefficient for short 

run variables. The  51,...nn  is the coefficient for long run variables. k1, k2, k3…. 

k5 is the number of lag selected for variable 1,2,3….5. The hypothesis are as 

follows:  

H0= 1n = 2n = 3n = 4n = 5n =0; no long run cointegration,; H0  1n    2n   3n    

4n    5n   0; long run cointegration exist; The following Table 4.32 summarizes 

bound test for cointegration results for Model 9 and Model 10. 

 

Table 4.32 

ARDL Bound Test Results for Model 9 and Model 10 
 F-statistic K 

Model 9 ARDL(1, 4, 4, 4, 0) 127.0977 4 

Model 10 ARDL(2, 1, 2, 2, 0) 5.159029  

   

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.45 3.52 

5% 2.86 4.01 

2.5% 3.25 4.49 

1% 3.74 5.06 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005); K= Number of variables  

 

Table 4.32 shows the ARDL bound test of model 9 and model 10. Based on the 

value of F-statistics larger than upper bound at 10% and 5% critical bound, null 

hypothesis of no cointegration for model 9 and model 10 were rejected. This 



Universlti Utara Malaysia 

 

251 

 

implies that Model 9 and Model 10 showed long run cointegration existed.  Both 

models satisfied the cointegration as mentioned by Narayan (2005). Hence, this 

study concludes long run cointegration exists.  

4.8.2 Cointegration and Long Run Estimates (Model 9 vs Model 10) 

Model 9 concerning, ARDL (1, 4, 4, 4, 0) reparameterized into ARDL-ECM in 

equation (19). Meanwhile, Model 10 concerning, ARDL (2, 1, 2, 2, 0) 

reparameterized into ARDL-ECM in equation (20). The error correction results 

were shown in Table 4.33.  

Table 4.33 

Error Correction Representation of ARDL  for Model 9 and Model 10  

Independent Variables  Model 9: Conventional Model   10: Islamic 

1ln  itCPF  - -0.270415* 

IPI  0.004518 0.000224 

1 tIPI  -0.002556 - 

2 tIPI  -0.010734*** - 

3 tIPI  -0.005295* - 

REER  0.010816*** 0.039091*** 

1 tREER  -0.001784 0.054988*** 

2 tREER  0.002552 - 

3 tREER  -0.006983** - 

OPR  -0.072929 -0.516968 

1 tOPR  -0.196119** -0.586134 

2 tOPR  -0.003372 - 

3 tOPR  -0.251093*** - 

RR  -0.002092 0.077098 

Constant 4.591779*** 7.873161** 

ECT -1.000620*** -0.736259*** 

R2 0.997465 0.969535 

DW-statistics 1.965644 2.316588 

Notes: ***,** and * denotes significance at  1%, 5% and 10% level; Dependent Variable: LNCPFi 

and LNCPFc 
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Table 4.33 represents error correction of Model 9 and Model 10. The R squared 

0.99 and 0.97 respectively means that such error correction models fit the data 

reasonably well. More importantly, the error correction terms (ECTs) carry the 

correct negative signs. This therefore, substantiates our earlier findings of the 

existence of cointegration between CPF, and other variables. Furthermore, the 

speed of adjustment for both models is 100 percent. This indicates that last period 

disequilibrium is, on the average, corrected by about 100 percent in the following 

quarter. The dynamic log run of results for Model 9 and Model 10 is presented in 

Table 4.34.  

Table 4.34 

Dynamic Long Run Results for Model 9 and Model 10 

 Model 9 (Conventional) Model 10 (Islamic) 

Variables  Coefficient t-statistics  

 

Coefficient t-statistics  

 

IPI 0.031777*** 15.706390 0.027969 1.576838 

REER 0.016537*** 5.071000 -0.048544* -1.829008 

OPR 0.475764*** 5.161822 1.016273 1.493554 

RR -0.002091 -0.046941 0.104716 0.507883 

ECT -1.000620*** -7.188345 -0.736259*** -2.826492 

Notes: ***, ** and * denotes significance at 1%, 5% and 10% level. 

Rental rate is not significant to both commercial property financing offered by 

conventional and Islamic banks in the long run. This finding shows that neither 

the Islamic nor the conventional banks provided commercial property financing, 

rental rates not determine the changes of commercial property financing behavior.   
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Model 9: 

*IPI-0.005295***IPI0.010734IPI0.002556-IPI0.0045184.591779ln 3-t2-t1-t  CPFc

**REER0.006983REER0.002552REER0.001784***REER0.010816 3-t2-t1-t   

RR-0.002092***OPR 0.251093-OPR 0.003372-**OPR0.196119-OPR0.072929 3-t2-t1-t   

tRR -0.002091***OPR 0.475764***REER 0.016537***IPI 0.031777   

 

Model 10:  

***REER0.039091IPI0.000224*lnCPFi0.270415-7.873161ln 1-t  CPFi

IPI 0.027969RR0.077098PR-0.586134OOPR-0.516968***ER0.054988RE 1-t1-t   

tRR 0.104716OPR 1.016273*REER 0.048544   

4.8.3 Stability Test 

According to Aas Meo (2016), there were two types of stability tests namely 

CUSUM test and CUSUMQ test. CUSUM test is obtained to show if the 

coefficient of regression is changing systematically or not. CUSUMQ test is 

designed to show if the coefficient of regression is changing suddenly or not. The 

hypothesis of stability test is as follows: 

0H = Parameters are stable (Desirable) 

aH = Parameters are not stable (Not Desirable) 

Figures 4.17 and 4.18 depict the results of stability test conducted for Model 9 and 

Model 10.  
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Figure 4.17 

Stability Test Model 9 
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Figure 4.18 

Stability Test for Model 10 

If the blue is within the red line, the hypothesis 0H = Parameters are stable 

(Desirable) is accepted. If blue line cross red line, the hypothesis 0H = Parameters 

are stable (Desirable) is rejected and the hypothesis aH = Parameters are not 

stable (Not Desirable) is accepted. Based on the stability test above, the blue line 

is within the red line for both models. This implies that all the coefficients of 

regression in both Model 9 and Model 10 are systematically changed. Hence, it 

concludes that both models are stable. 
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4.8.4 Residual Test 

Residual test reveals the normality test, heterocedasticity test and LM-test. These 

tests are important to guarantee that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problem. The following Table 4.35 shows 

results of residual diagnostic test for Model 9 and Model 10. 

Table 4.35 

Residual Test for Model 9 and Model 10 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

Normality test Heteroscedasticity, chi-

square 

Serial correlation, LM Test 

Model 9 Probability = 0.76 Prob. Chi-

Square(17)=1.0000 

Prob. Chi-Square(1) = 0.9246 

Model 10 Probability = 0.96 Prob. Chi-Square(11) = 

0.9450 

Prob. Chi-Square(2)= 0.2680 

 

Table 4.35 illustrates the results of residual test for Model 9 and Model 10. Both 

models showed probability for normality greater than 5% or not significant. Thus, 

the null hypothesis of the models that residual was normally distributed was 

accepted. Next, the null hypothesis of Breusch-Pagan-Godfrey test of 

heteroscedasticity of error variances were all equal was also accepted. This means 

both models are homocedasticity. The null hypothesis of the LM test was that 

there was no serial correlation accepted for both models due to the probability 

was larger than 0.05. In other word, both models are normally distributed and not 

having heteroscedasticity as well as autocorrelation problem. To further illustrates 

the shocks among the variables, the impulse response function is generated on the 

next sections. 
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4.8.5 Impulse Response Function (IRF) and Variance 

Decomposition (VDC) 

The following Figure 4.19 shows impulse response function (IRF) of other 

variables to the commercial property financing offered by conventional banks for 

Model 9. 
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Figure 4.19 

Response of Other Variables to LNCPFC (Model 9) 

Figure 4.19 shows the reaction of LNCPFc in Model 9 when one standard 

deviation of shocks of other variables (in this case is IPI, OPR, REER, and RR) 

was given. Lag interval for endogenous = 1 (based on AIC). All variables were 
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not significant.  This IRF shows that rental rates did not influence commercial 

property financing offered by conventional banks in the short run. Table 4.36 

shows the variance decomposition for Model 9 supporting the IRF.  

 

Table 4.36 

Variance Decomposition of DLNCPFC: Model 9 
       

 Period S.E. DLNCPFC DIPI DREER DOPR DRR 

 1  0.144711  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.166906  75.38984  17.49197  1.001178  3.838336  2.278681 

 3  0.176511  69.31923  21.35869  1.121997  6.154139  2.045940 

 4  0.185638  62.76753  25.86304  1.142155  8.356874  1.870403 

 5  0.192818  58.39090  28.66433  1.274036  9.934401  1.736327 

 6  0.198949  54.94994  30.92751  1.359619  11.12705  1.635884 

 7  0.204023  52.35064  32.63966  1.431002  12.01270  1.565987 

 8  0.208267  50.31799  34.00176  1.480944  12.68485  1.514460 

 9  0.211809  48.71907  35.08564  1.517889  13.20089  1.476509 

 10  0.214771  47.44349  35.96059  1.544961  13.60321  1.447754 

 

Table 4.36 demonstrates variance decomposition of LNCPFc. In the period 1, all 

the exogenous variables did not influence conventional commercial property 

financing. The rental rates showed there was almost no contribution of shocks to 

conventional commercial property financing. The following section describes IRF 

and VDC for Model 10.  
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Figure 4.20 

Response of Other Variables to LNCPFi (Model 10) 

Figure 4.20 shows the reaction of LNCPFi in Model 10 when one standard 

deviation of shocks of other variables (in this case is IPI, OPR, REER, and RR) 

was given. Lag interval for endogenous = 2 (based on AIC). LnCPFi showed 

positive impulses responses to the shocks in RR (period 4) and REER (period 1). 

This IRF showed that rental rates influenced commercial property financing 

offered by Islamic banks in the short run. This result were supported by Mohd 

Yusof et al. (2015) whereby rental rates should be used as the alternative to the 

interest based financing. The following Table 4.37 shows variance decomposition 

for Model 10. 
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Table 4.37 

Variance Decomposition of DLNCPFi: Model 10 
 Period S.E. DLNCPFI DIPI DREER DOPR DRR 

 1  0.193675  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.213307  89.02884  5.983634  3.319288  1.631581  0.036659 

 3  0.234322  73.79115  15.37082  5.901470  4.665523  0.271036 

 4  0.258834  61.51822  23.23910  6.882942  7.831923  0.527807 

 5  0.283014  53.00123  28.74739  7.006664  10.56964  0.675077 

 6  0.304854  47.15320  32.51280  6.812109  12.80232  0.719576 

 7  0.323726  43.01430  35.15183  6.536094  14.59293  0.704848 

 8  0.339663  39.97712  37.06639  6.266845  16.02352  0.666133 

 9  0.352965  37.67792  38.49955  6.032116  17.16662  0.623795 

 10  0.364009  35.89509  39.59978  5.836665  18.08134  0.587127 

 

 

Table 4.37 exhibits results of variance decomposition for LNCPFi. In the short 

run (period 1), one standard deviation of shocks was given to OPR, REER, IPI 

and RR. No shocks occurred to commercial property financing offered by Islamic 

banks. Surprisingly, at 10 period horizon, the volatility of OPR contributed to 

18% variance or shocks of commercial property financing offered by Islamic 

banks (CPFi). RR however, only 0.5% contributed to the behaviors of commercial 

property financing offered by Islamic banks. This highlights that RR is still not 

being applied by Malaysian banking sectors either the Islamic or conventional 

banks as alternative pricing for interest based financing. The next section is the 

analysis on the potential rental rates to commercial property financing.  

 

Last but not least, rental rates relation to macroeconomic variables was analyzed 

as our sixth objective is to estimate the short and long run relationships between 

rental rates (as the alternative to the interest-based financing) to the 

macroeconomic factors.  All data with large values are transformed into log to 
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ensure the waves of the data become smaller so that relevant analyses and 

normality are achieved. 

4.9 ARDL Model 11 

General ARDL equation for Model 11 were presented in equation (21).   

Model 11: Rental rates responses to the shocks in macroeconomic variables. 

OPRREERIPIRR 3210                 (21)  

This section focuses on the alternative to the interest-based financing could be 

replaced with the proposed Islamic rental rates (RR). Using equation (21), the 

following ARDL bound test for cointegration is attained.  

4.9.1 ARDL Bound Test for Cointegration 

As the sixth objective of the study is concerned, Model 11 is obtained and bound 

test is conducted to see the links between rental rates with other macroeconomic 

variables. The following Table 4.38 shows results of ARDL bound test for 

cointegration in Model 11. 

Table 4.38 

ARDL Bound Test Result of Model 11 
 F-statistic  

Model 11 ARDL(1, 0, 1, 1) 2.055009 K=3 

   

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.72 3.77 

5% 3.23 4.35 

2.5% 3.69 4.89 

1% 4.29 5.61 
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As expected, the model shows that rental rates are not cointegrated to any 

macroeconomic variables in the long run. Even in the short run, rental rates are 

not being influenced by other macroeconomic variables. This finding departs 

from  Yusof et al. (2016), whereby they found that rental index for residential 

property financing was represented by the real economic activity of GDP. This 

may be due to rental rates calculated in this model for commercial property 

financing comprised of purpose-built office rental index (PBO-RI) over 

commercial property price index (CPPI).  However, the reliability of rental rates 

measured in this analysis was strengthened with the real economic activities 

included in calculation of rental rates whereby the true value of properties was 

used. As our results showed RR did not have any long run relations to the 

monetary policy, OPR, meaning that rental rates were not the benchmarks on the 

changes in interest rates, which indicates shari’ah compliance elements exist in 

Islamic rental rates.  

4.9.2 Stability Test 

CUSUM test is to obtained to show if the coefficient of regression is changing 

systematically or not. CUSUMQ test is designed to show if the coefficient of 

regression is changing suddenly or not. The hypothesis of stability test are as 

follows: 

0H = Parameters are stable (Desirable) 

aH = Parameters are not stable (Not Desirable) 
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If the blue is within the red line, the hypothesis 0H = Parameters are stable 

(Desirable) is accepted. If blue line cross red line, the hypothesis 0H = Parameters 

are stable (Desirable) is rejected and the hypothesis aH = Parameters are not 

stable (Not Desirable) is accepted. Figure 4.22 depicts the results of stability test 

conducted for Model 11. 
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Figure 4.21 

CUSUM and CUSUMQ Test (Model 11) 

CUSUM and CUSUMQ test for Model 11 shows the series are stable. The series 

lie between 5% critical bound. 

4.9.3 Residual Test 

Residual test reveals the normality test, heterocedasticity test and LM-test. These 

tests are important to guarantee that the model is normally distributed, not having 

heteroscedasticity and autocorrelation problem. The following Table 4.39 shows 

results of residual diagnostic test for Model 11. 
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Table 4.39 

Residual Test for Model 11 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

Normality test Heteroscedasticity, chi-

square 

Serial correlation, LM Test 

Model 11 Probability = 0.53 Prob. Chi-

Square(22)=1.0000 

Prob. Chi-Square(1) = 0.8995 

 

Table 4.39 illustrates the results of residual test for Model 11. The probability for 

normality was greater than 5% or not significant. Thus, the null hypothesis of the 

models that residual was normally distributed was accepted. Next, the null 

hypothesis of Breusch-Pagan-Godfrey test of heteroscedasticity of error variances 

were all equal was also accepted. This means both models were homocedasticity. 

The null hypothesis of the LM test was that there was no serial correlation 

accepted for both models due to the probability was larger than 0.05. In other 

word, the model was normally distributed and not having heteroscedasticity as 

well as autocorrelation problem. To further illustrate the shocks among the 

variables, the impulse response function is generated on the next sections. 

4.9.4 Impulse Response Function (IRF) and Variance 

Decomposition (VDC) 

The following Figure 4.22 shows impulse response function (IRF) of 

macroeconomic and monetary policy variables to the rental rates for Model 11. 



Universlti Utara Malaysia 

 

264 

 

-1

0

1

2

3

1 2 3 4 5 6 7 8 9 10

Response of DIPI to DRR

-1.5

-1.0

-0.5

0.0

0.5

1.0

1 2 3 4 5 6 7 8 9 10

Response of DREER to DRR

-.02

.00

.02

.04

.06

1 2 3 4 5 6 7 8 9 10

Response of DOPR to DRR

Response to Generalized One S.D. Innovations ± 2 S.E.

 

Figure 4.22 

Response of Macroeconomic and Monetary Policy Variables to Rental Rates 

(Model 11) 

Figure 4.22 shows the reaction of rental rates when one standard deviation of 

shocks of other variables, in this case OPR, REER, and IPI were given.  The 

graph shows none of the variables was having short run relation to Islamic rental 

rates. Hence, the finding of this study was almost similar to the Mohd. Yusof et 

al., (2016), whereby rental rates were the best alternative to the interest based 

financing because RR was not related to the OPR in the short run. Table 4.40 

shows the variance decomposition for Model 11 supporting the IRF.  
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Table 4.40 

Variance Decomposition of RR (Model 11) 
      

 Period S.E. DRR DIPI DREER DOPR 

 1  0.220824  100.0000  0.000000  0.000000  0.000000 

 2  0.258306  93.58384  2.771947  3.554691  0.089520 

 3  0.277494  88.81871  4.860103  6.017590  0.303597 

 4  0.288081  86.08637  6.061543  7.289698  0.562385 

 5  0.293927  84.57117  6.724891  7.903707  0.800229 

 6  0.297115  83.73298  7.089887  8.189737  0.987401 

 7  0.298825  83.27194  7.290916  8.317410  1.119738 

 8  0.299725  83.02167  7.401752  8.370854  1.205722 

 9  0.300189  82.88836  7.463031  8.391002  1.257608 

 10  0.300424  82.81888  7.497148  8.397192  1.286779 

 

Table 4.40 demonstrates variance decomposition of rental rates. In the period 1, 

all the exogenous variables did not influence rental rates. But, at 10 period 

horizon, the REER showed the highest contribution of shocks to rental rates. As 

an evidence, 1% of shock in real exchange rates would contribute to 8.4% 

variance or shocks to the Islamic rental rates. The lowest shocks of the variance 

were found in OPR (1.3%). This means that volatility in OPR almost showed no 

changes in rental rates and was considered acceptable. 

 

As mentioned earlier, the main purpose of this study is to highlight the 

macroeconomic and financial factors affecting commercial property financing 

offered by Islamic and conventional banks in Malaysia.  In chapter 1, the main 

objective is to identify and compare the macroeconomic factors (IPI, and REER, 

OPR) and financial factors affecting commercial property financing offered by 

Islamic (CPFi) and conventional banks (CPFc) in Malaysia during the period 

2010: Q1-2018: Q2 for selected states in Malaysia. 
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4.10 Granger Causality 

The granger causality is used to show X Causes Y in the short run.  According to 

Greene (1993), there are three types of causalities. The first one is indirection 

causality. It shows one direction causality effect in the short run running from 

variable X to variable Y. The second causality is bidirectional causality. This type 

of causality shows two directions of causes occur. For instance, variable X causes 

Y at the same time, variable Y causes X. The third is neutral causality.  This type 

of causality shows X is not the Granger cause of Y. So is Y, which is not the 

Granger cause of X. The basic formula used in determining Granger Causality is 

shown in the following equations (22) and (23): 
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Where tX and tY are two stationary time series with zero means. t and t are two 

uncorrelated white-noise series. m assumes to be finite and shorter than given 

time series. Granger causality results were shown in Table 4.41 as follows: 

Table 4.41 

Granger Causality Results 
Direction of Causality F-statistics Decision 

DLNCPFI does not Granger Cause DLNCPFC 4.72982*** Reject Null Hypothesis 

DLNCPFC does not Granger Cause DLNCPFI 0.97931 Accept Null Hypothesis 

DIPI does not Granger Cause DLNCPFC 15.0169*** Reject Null Hypothesis 

DLNCPFC does not Granger Cause DIPI 0.61665 Accept Null Hypothesis 

DREER does not Granger Cause DLNCPFC 0.96066 Accept Null Hypothesis 
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Direction of Causality F-statistics Decision 

DLNCPFC does not Granger Cause DREER 1.08684 Accept Null Hypothesis 

DOPR does not Granger Cause DLNCPFC 2.79175* Reject Null Hypothesis 

DLNCPFC does not Granger Cause DOPR 4.05402** Reject Null Hypothesis 

DALR does not Granger Cause DLNCPFC 10.6707*** Reject Null Hypothesis 

DLNCPFC does not Granger Cause DALR 2.78818* Reject Null Hypothesis 

DLNTV does not Granger Cause DLNCPFC 0.42304 Accept Null Hypothesis 

DLNCPFC does not Granger Cause DLNTV 1.84327 Accept Null Hypothesis 

DCPPI does not Granger Cause DLNCPFC 0.03182 Accept Null Hypothesis 

DLNCPFC does not Granger Cause DCPPI 1.75893 Accept Null Hypothesis 

DRR does not Granger Cause DLNCPFC 0.24667 Accept Null Hypothesis 

DLNCPFC does not Granger Cause DRR 0.86411 Accept Null Hypothesis 

DIPI does not Granger Cause DLNCPFI 3.16773** Reject Null Hypothesis 

DLNCPFI does not Granger Cause DIPI 1.48199 Accept Null Hypothesis 

DREER does not Granger Cause DLNCPFI 4.46358** Reject Null Hypothesis 

DLNCPFI does not Granger Cause DREER 1.24585 Accept Null Hypothesis 

DOPR does not Granger Cause DLNCPFI 1.14479 Accept Null Hypothesis 

DLNCPFI does not Granger Cause DOPR 0.48824 Accept Null Hypothesis 

DALR does not Granger Cause DLNCPFI 0.89107 Accept Null Hypothesis 

DLNCPFI does not Granger Cause DALR 0.58691 Accept Null Hypothesis 

DLNTV does not Granger Cause DLNCPFI 0.26074 Accept Null Hypothesis 

DLNCPFI does not Granger Cause DLNTV 2.13218 Accept Null Hypothesis 

DCPPI does not Granger Cause DLNCPFI 0.06650 Accept Null Hypothesis 

DLNCPFI does not Granger Cause DCPPI 0.64933 Accept Null Hypothesis 

DRR does not Granger Cause DLNCPFI 0.25169 Accept Null Hypothesis 

DLNCPFI does not Granger Cause DRR 0.31343 Accept Null Hypothesis 

DREER does not Granger Cause DIPI 1.27981 Accept Null Hypothesis 

DIPI does not Granger Cause DREER 3.36389** Reject Null Hypothesis 

DOPR does not Granger Cause DIPI 1.23415 Accept Null Hypothesis 

DIPI does not Granger Cause DOPR 0.06823 Accept Null Hypothesis 

DALR does not Granger Cause DIPI 2.74709* Reject Null Hypothesis 

DIPI does not Granger Cause DALR 0.28830 Accept Null Hypothesis 

DLNTV does not Granger Cause DIPI 1.50334 Accept Null Hypothesis 

DIPI does not Granger Cause DLNTV 1.23107 Accept Null Hypothesis 

DCPPI does not Granger Cause DIPI 0.44589 Accept Null Hypothesis 

DIPI does not Granger Cause DCPPI 1.06423 Accept Null Hypothesis 

DRR does not Granger Cause DIPI 0.79734 Accept Null Hypothesis 

DIPI does not Granger Cause DRR 0.42532 Accept Null Hypothesis 

DOPR does not Granger Cause DREER 1.99282 Accept Null Hypothesis 

DREER does not Granger Cause DOPR 0.23539 Accept Null Hypothesis 

DALR does not Granger Cause DREER 0.28773 Accept Null Hypothesis 

DREER does not Granger Cause DALR 0.42899 Accept Null Hypothesis 
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Direction of Causality F-statistics Decision 

DLNTV does not Granger Cause DREER 0.00419 Accept Null Hypothesis 

DREER does not Granger Cause DLNTV 0.19477 Accept Null Hypothesis 

DCPPI does not Granger Cause DREER 0.22393 Accept Null Hypothesis 

DREER does not Granger Cause DCPPI 1.58529 Accept Null Hypothesis 

DRR does not Granger Cause DREER 0.08310 Accept Null Hypothesis 

DREER does not Granger Cause DRR 0.33593 Accept Null Hypothesis 

DALR does not Granger Cause DOPR 1.08286 Accept Null Hypothesis 

DOPR does not Granger Cause DALR 5.74318*** Reject Null Hypothesis 

DLNTV does not Granger Cause DOPR 1.39062 Accept Null Hypothesis 

DOPR does not Granger Cause DLNTV 3.88767** Reject Null Hypothesis 

DCPPI does not Granger Cause DOPR 1.38212 Accept Null Hypothesis 

DOPR does not Granger Cause DCPPI 2.41431 Accept Null Hypothesis 

DRR does not Granger Cause DOPR 1.53305 Accept Null Hypothesis 

DOPR does not Granger Cause DRR 3.29885** Reject Null Hypothesis 

DLNTV does not Granger Cause DALR 0.00955 Accept Null Hypothesis 

DALR does not Granger Cause DLNTV 1.28078 Accept Null Hypothesis 

DCPPI does not Granger Cause DALR 0.07804 Accept Null Hypothesis 

DALR does not Granger Cause DCPPI 0.13254 Accept Null Hypothesis 

DRR does not Granger Cause DALR 0.11494 Accept Null Hypothesis 

DALR does not Granger Cause DRR 0.43034 Accept Null Hypothesis 

DCPPI does not Granger Cause DLNTV 2.71663* Reject Null Hypothesis 

DLNTV does not Granger Cause DCPPI 0.82019 Accept Null Hypothesis 

DRR does not Granger Cause DLNTV 1.74614 Accept Null Hypothesis 

DLNTV does not Granger Cause DRR 0.54504 Accept Null Hypothesis 

DRR does not Granger Cause DCPPI 4.31969** Reject Null Hypothesis 

DCPPI does not Granger Cause DRR 4.10458** Reject Null Hypothesis 

***, ** Significant at 1% and 5%.; b is bidirectional causality 

Using lag 2, If the P-value < 0.05, then the Null Hypothesis is rejected. This 

indicates the existence of causality among the tested variables.  In Table 4.41, it 

was clearly shown that interest rates Granger causes commercial property 

financing offered by conventional banks. Simplify causality relation presents in 

the following Figure 4.23. 
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Figure 4.23 

Causality Relation Among Variables 

As expected, there is bidirectional causality between OPR, ALR and commercial 

property financing offered by conventional banks. This is due to commercial 

property financing offered by conventional banks in Malaysia is closely 

benchmarked based on interest rates (proxy by ALR) set by BNM monetary 

policy council (Bank Negara Malaysia, 2015b). In contrast, Interest rates do not 

granger cause commercial property financing offered by Islamic banks. The 

reasons behind the causality may be due to the Islamic concepts applied such as 
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commodity Murabahah and Musyarakah Mutanaqisah applied by Islamic banks. 

Indirect causality running from IPI to CPFi and CPFc. REER are found to granger 

cause commercial property financing offered by Islamic banks. This shows 

international relations appear in Islamic banks.   

4.11 Hypothesis testing results 

This section discusses results from several hypotheses designed in chapter 3. The 

following Table 4.42 demonstrates summary of hypothesis and findings either the 

particular null hypothesis tested is rejected or accepted. 
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Table 4.42 

Hypothesis and Findings for Overall Model 
Model Hypotheses Long – run 

analysis 

Short-run 

Analysis 

1 H1: ALR and OPR has no links to  CPFc. Reject H1 Reject H1 

2 H2: ALR  and OPR has no links to CPFi. Fail to reject H2 Reject H2 

3 H3: lnTV has no links to CPFc Fail to reject H3 Fail to reject H3 

4 H4: CPPI  has no links to CPFc. Fail to reject H4 Fail to reject H4 

5 H5:  lnTV has no links to CPFi. Fail to Reject H5 Reject H5 

6 H6:  CPPI  has no links to CPFi. Fail to Reject H6 Fail to Reject 

H6 

7 H7: RR has no links to CPFc. Fail to Reject H7 Fail to Reject 

H7 

8 H8: RR  has no links to CPFi. Fail to Reject H8 Reject H8 

9 H9: RR has no links to macroeconomic 

factors 

Fail to Reject H9 Fail to Reject 

H9 

 

Table 4.42 shows the hypotheses and findings for overall model.  First, the results 

of null hypothesis 1 were rejected in the short and long runs. Hence, it indicated 

that ALR and OPR had links to CPFc in the short and long runs. This means short 

and long run integrations exist for interest rates; ALR and OPR on the 

commercial property financing offered by conventional banks.   

 

Second, Model 2 represents the interactions between interest rates to the changes 

in commercial property financing behavior for Islamic banks. Hypothesis 2 failed 

to reject in the long run, and rejected in the short run. This implies that there is no 

long run relationship between interest rates to the commercial property financing 

offered by Islamic banks. However, Islamic banks are still affected by the 

movements of interest rates in the short run. This result is in line with the study by 

Mohd. Yusof et al. (2016) that the Islamic banks specifically in home financing 

rely on interest rates in the long run, nevertheless Islamic banks are more stable 

compared to the conventional banks because they rely on true economic activities. 
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The reason is because the commercial property financing offered by Islamic 

banks is vulnerable to the interest rate risks due to operating in dual banking 

systems (Kassim and Abd. Majid, 2010).  

 

Thirdly, the third model shows the reaction of transaction value to the behavior of 

commercial property financing offered by conventional banks. The hypothesis 3 

failed to reject in the short and long runs. This implies that there are no significant 

short and long runs relationships between transaction values and the commercial 

property financing behaviors. This result contradicts the MLVA theory. This 

indicates Malaysian commercial property financing is yet to implement 

transaction values as Malaysia commercial property market is still at its infant 

stage compared to developed countries as mentioned by National Property 

Information Centre (2016) 

 

Fourthly, Model 4 represents the interaction between commercial property prices 

which are proxies by commercial property price index. The hypothesis and 

finding for model 4 failed to reject in the short and long runs. This implies that 

there are no significant short and long runs relationships among CPPI and 

commercial property financing offered by conventional banks.  This finding is 

against the real estate cycle theory and asset price cycle theory where both 

theories stated that during the asset price upswing, credit expansion occurred. 

Conversely, credit contractions may occur during downswing of asset prices. The 

reason may be due to the stability of commercial property prices in Malaysia 
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which do not give impacts to the commercial property financing behaviors of 

conventional banks. It also highlighted that credit expansions were not caused by 

commercial property prices. 

 

Fifthly, Model 5 is designed to see the interactions between transaction values and 

commercial property financing behaviors offered by Islamic banks. In the long 

run, the hypothesis of no significant relationships between transaction values to 

commercial property financing offered by Islamic banks failed to reject. This 

means that there is no significant relationship between transaction values to 

commercial property financing offered by Islamic banks. In the short run, the 

hypothesis of no significant relationships between transaction values to 

commercial property financing offered by Islamic banks is rejected. This implies 

that the transaction values affect the commercial property financing offered by 

Islamic banks in the short run. Thus, it contradicts the MLVA theory where the 

transaction values of the property are related to the commercial property financing 

as highlighted in the theory of Open Market Value Approach and later on named 

as Mortgage Lending Values Approach as proposed by Borio et al. (2001). The 

reason of the differences may be due to the roles of transaction values in 

determining the demand of commercial property sector, as conducted by NAPIC. 

 

Sixthly, Model 6 is to measure the relationships between commercial property 

prices and the commercial property financing behaviors offered by Islamic banks. 

The finding showed that in the long and short runs, the hypothesis of there are no 



Universlti Utara Malaysia 

 

274 

 

significant relationships between commercial property prices to commercial 

property financing offered by Islamic banks failed to reject. This means that there 

are no significant relationships between commercial property prices to 

commercial property financing offered by Islamic banks. This finding is similar to 

the conventional counterpart which indicates that credit expansion is not caused 

by commercial property prices. 

 

Seventhly, Model 7 is to check whether rental rates are being applied in 

Malaysian commercial property financing or not as the importance of rental rates 

to replace interest rates have been widely discussed in previous studies. In the 

long and short runs, the hypothesis of no significant relationships between rental 

rates (RR) to commercial property financing offered by conventional banks failed 

to reject. This means that there are no significant relationships between rental 

rates (RR) to commercial property financing offered by conventional banks.  

 

Eighthly, the hypothesis and finding of Model 8 showed that in the long run, the 

hypothesis of there are no significant relationships between rental rates (RR) to 

commercial property financing offered by Islamic bank failed to reject. This 

means that there are no significant relationships between rental rates (RR) to 

commercial property financing offered by Islamic banks in the long run. In the 

short run, the hypothesis of no significant relationships between rental rates (RR) 

to commercial property financing offered by Islamic banks is rejected. This 
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implies that rental rates (RR) affect commercial property financing offered by 

Islamic banks in the short run. 

 

Last but not least, hypothesis and findings of Model 9 showed that both short and 

long runs hypothesis of no significant relationships between rental rates (RR) to 

macroeconomic factors (IPI, REER and OPR) failed to reject. This means that no 

significant relationships between rental rates (RR) to macroeconomic factors (IPI, 

REER and OPR). Therefore, this study supports the finding in Mohd. Yusof et al., 

(2016) that rental rates were stable because they did not reflect to the 

macroeconomic changes. 

4.12 Concluding remarks 

This study is in line with other researchers in home financing, proposing rental 

rates to be applied in the Islamic and conventional commercial property financing. 

This is because rental rates are (i) free form interest rates elements (eliminating 

OPR and ALR which are the interest rates benchmarks currently being used by 

commercial property financing offered by conventional banks in Malaysia). The 

importance of interest free financing by Harun et al. (2017); Mohd. Yusof et al. 

(2016); Mohd Yusof et al.  (2015); Shahwan, Mohammad, & Rahman, (2013) 

whereby the financing itself must free from interest rates so that the true shari’ah 

concept applied in the banking sectors, specifically to commercial property 

financing.  (ii) The proposed rental rates also indicate short run relation to 

macroeconomic variable and not cointegrated with the macroeconomic factors in 
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the long run. This is due to rental rates adhere to hedonic price model, whereby 

the locational attribute of properties relies on the true economic activities.  

Summary of the findings are illustrated in the following Table 4.43. 

 

Table 4.43 

Summary of Residual Test for All Model 
Model Test Of Normality, Heteroscedasticity, Serial Correlation 

 Normality test Heteroscedasticity, chi-square Serial correlation, LM Test 

Model 1 Probability = 0.59 Prob. Chi-Square(14) = 0.9999 Prob. Chi-Square(1)= 0.7848 

Model 2 Probability = 0.69 Prob. Chi-Square(16) = 1.0000 Prob. Chi-Square(2)= 0.1512 

Model 3 Probability =0.55 Prob. Chi-Square(20) =1.0000 Prob. Chi-Square(1)= 0.5633 

Model 4 Probability= 0.75 Prob. Chi-Square(17)= 1.0000 Prob. Chi-Square(1)= 0.8637 

Model 5 Probability =0.55 Prob. Chi-Square(13)= 0.9994 Prob. Chi-Square(2)= 0.1827 

Model 6 Probability= 0.92 Prob. Chi-Square(11)= 0.9381 Prob. Chi-Square(2)= 0.3100 

Model 7 Probability = 0.76 Prob. Chi-Square(17)=1.0000 Prob. Chi-Square(1) = 0.9246 

Model 8 Probability = 0.96 Prob. Chi-Square(11) = 0.9450 Prob. Chi-Square(2)= 0.2680 

Model 9 Probability = 0.53 Prob. Chi-Square(22)=1.0000 Prob. Chi-Square(1) = 0.8995 

Model 10 Probability = 0.53 Prob. Chi-Square(22)=1.0000 Prob. Chi-Square(1) = 0.8995 

Model 11 Probability = 0.53 Prob. Chi-Square(22)=1.0000 Prob. Chi-Square(1) = 0.8995 

 

Table 4.43 and Table 4.44 was the ARDL Bound Test results. The greater the 

value of F-statistics as compared to upper bound critical value indicates 

cointegration. Conversely, the lower the F-statistics than critical values of lower 

bound indicates no cointegration. 

 

 

 

 

 



Universlti Utara Malaysia 

 

277 

 

Table 4.44 

ARDL Bound Test Results  
 F-statistic  

Model 1 ARDL (3, 3, 4, 4) 49.57801 K= 3 

Model 2 ARDL (1, 1, 2, 4) 6.575423  

Model 3 ARDL (1, 1, 0, 3) 11.44351  

Model 4 ARDL (4, 2, 2, 1) 10.25456  

Model 11 ARDL(1, 0, 1, 1) 2.055009  

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.72 3.77 

5% 3.23 4.35 

2.5% 3.69 4.89 

1% 4.29 5.61 

Notes: Referring to the Pesaran et al. (2001) and (Narayan, 2005). K= Number of 

variables. 

 

Based on Table 4.44, as the fifth objective of the study is concerned, Model 11 is 

obtained and bound test is conducted to see the links between rental rates with 

other macroeconomic variables. As expected, the model shows that rental rates 

were not cointegrated to any macroeconomic variables in the long run. Even in 

the short run, rental rates were not influenced by other macroeconomic variables. 

This indicates the stability of rental rates.   

 

Table 4.45 

Bound Test for Models 5, 6, 7, 8, 9 and 10 
 F-statistic  

Model 5 ARDL(1, 3, 4, 4, 4) 91.95453 K= 4 

Model 6 ARDL(1, 4, 4, 4, 0) 127.7349  

Model 7 ARDL(1, 1, 2, 4, 1)  7.992047  

Model 8 ARDL(1, 1, 2, 3, 0)  7.695325  

Model 9 ARDL(1, 4, 4, 4, 0) 127.0977  

Model 10 ARDL(2, 1, 2, 2, 0) 5.159029  

Critical Value Lower Bound I(0) Upper Bound I (1) 

10% 2.45 3.52 

5% 2.86 4.01 

2.5% 3.25 4.49 

1% 3.74 5.06 
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Table 4.45 summarizes bound test results for Models 5,6,7,8,9 and 10. Model 

selection is based on Eviews 9 model selection criteria with the lowest value of 

AIC, normally distributed, homogeneous and not serially correlated.  All models 

listed in table above are cointegrated at all critical bounds except model 2 which 

is cointegrated at 5% and 10% critical bound. Then, The ECM-ARDL model is 

conducted for all cointegrated models. Overall summary is shown in Table 4.46. 

 

Table 4.46 

Summary of Findings 
No. Objectives Main findings Comparison of findings with others/ 

theories 

1 To identify the 

macroeconomic factors 

(IPI, and REER,OPR) 

and financial factors 

(ALR, LNTV, CPPI 

and RR) affecting 

commercial property 

financing offered by 

Islamic and 

conventional banks in 

Malaysia during the 

period 2010: Q1-2018: 

Q2 for selected states in 

Malaysia. 

Conventional: 

IPI, REER, OPR 

and ALR (LR 

Significant) 

Islamic : IPI , 

REER and ALR 

(LR Significant) 

Our finding contradict with previous study 

and asset price theory on Financial factor: 

Commercial property price (+S) determine 

bank financing.[Hofmann (2003), Davis and 

Zhu (2004), Davis and Zhu (2005) and 

Davis and Zhu (2011)]; interest rate[Kassim 

et al., (2009)]. We found commercial 

property price is not significant due to no 

property price index yet applied to 

commercial property in Malaysia.  

Macroeconomic factors links to bank 

financing  : IPI (+S) similar to [ Kassim and 

Majid (2010); Hakan and Gulumser 

(2011);Ibrahim and Sukmana (2011); 

Ibrahim and Sufian (2014); Ibrahim and 

Shah (2012)],  REER (+S) similar to [ 

Kassim et al. (2009); Mohd Yusof et 

al.(2015)]. We foundedOPR (+S) to 

conventional banks but not significant to 

Islamic banks. Contradicts with others 

which found Federal Fund Rate(-S) to 

Islamic and conventional banks financing in 

the long run[ Karim et al. (2006)]; 3-months 

T-bill rates (Ibrahim & Sufian, 2014) 

 

2 To compare short and 

long run relationship 

between interest rate to 

the commercial 

property financing 

offered by  Islamic and 

conventional banks.. 

Conventional:  

LR (OPR (+S); 

ALR 

(-S))  

 

SR: negative 

impulse response 

Our finding shows OPR is not significant in 

the long run to Islamic banks and positive 

significant to conventional banks. This 

finding contradict with Mohd. Yusof et al. 

(2016). OPR is negatively correlated in LR 

to Islamic and conventional banks (home 
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No. Objectives Main findings Comparison of findings with others/ 

theories 

ALR, VDC [OPR 

12.5%, ALR 

4.3%] 

 

Islamic:  

LR: ALR (-S), 

OPR (NS) 

SR : Negative 

impulse response 

ALR , VDC 

[OPR 18%, ALR 

2.9%] 

financing) in Malaysia.  

For short run, our finding similar to Mohd. 

Yusof, Usman, et al., 2016) -Amount of 

financing offered by Islamic banks is less 

susceptible to interest rate (OPR) 

fluctuations at least in the short run. This 

could be because of Murabahah  concept 

(Mohd. Yusof, Usman, et al., 2016). But 

contradict to (Ergeç & Arslan, 2013) 

whereby they found Islamic financing: OPR 

is strongly related to Islamic bank financing 

in Turkey.   

VDC shows volatility in OPR (18%, and 

ALR (2.9%) contributes CPFi. Our finding 

supported by [ Ibrahim and Sukmana 

(2011)] whereby they found strong causal of 

interest rate found in Islamic financing. 

3 To investigates short 

and long run 

relationship between 

transaction value and 

commercial property 

price to the commercial 

property financing 

offered by  

conventional banks 

SR: transaction 

value and 

commercial 

property price no 

impulse 

LR: transaction 

value and 

commercial 

property price not 

Significant 

 

TV: Transaction value of the property also 

related to the commercial property financing 

as highlighted in the theory of Open Market 

Value Approach and later on named as 

Mortgage Lending Values Approach as 

proposed by (Borio et al., 2001).  

 

CPPI:  Commercial property price (+S) 

caused commercial property financing 

offered by conventional banks in 

industrialized and developed countries 

[Hofmann (2003), Davis and Zhu (2004), 

Davis and Zhu (2005) and Davis and Zhu 

(2011)]. Different result of our study due to 

CPFc is not based on TV and CPPI is not 

yet use in commercial property financing, 

Islamic and conventional banks in Malaysia 

depends on interest rates and house price 

index  

 

4 To investigates short 

and long run 

relationship between 

transaction value and 

commercial property 

price to the commercial 

property financing 

offered by Islamic 

banks. 

SR: Islamic 

banks responses 

positively to 

innovations in 

transaction value 

(+S). Meanwhile, 

Islamic banks did 

not responses to 

innovations in 

commercial 

Based on theory:  

Transaction value of the property also 

related to the commercial property financing 

as highlighted in the theory of Open Market 

Value Approach and later on named as 

Mortgage Lending Values Approach as 

proposed by (Borio et al., 2001). 
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No. Objectives Main findings Comparison of findings with others/ 

theories 

property price.   

LR: transaction 

value and 

commercial 

property price are 

not Significant 

 

Real estate cycle theory + Asset price cycle:  

Upswing and downswing of asset price and 

its effect to the financing (credit expansion 

during upswing, credit contration during 

downswing). 

5 To compare short and 

long run relationship 

between rental rate to 

the commercial 

property financing 

offered by Islamic and 

conventional banks. 

Long Run:  

Rental rate is not 

significant to 

CPFc and CPFi 

Short Run: 

Rental rate is not 

Significant to 

CPFc  

Rental rate is 

significant to 

CPFi 

Monetary policy ramifications to improve 

banking fragility should focus on stabilizing 

interest rates or finding an alternative that is 

free from interest. [possible rental rate 
Mohd. Yusof et al (2016)]. 

6 To establish the short 

and long run 

relationship between 

rental rate (as an 

alternative to the 

interest-based 

financing) to the 

macroeconomic factor. 

No short and long 

run relationship 

between rental 

rate, 

macroeconomic 

factor.  

 

Similar to Mohd. Yusof and Usman (2015) -

home financing due to PBO-RI / CPPI 

employed in the analysis is based on 

hedonic price model (the rental price is 

determining by the physical and locational 

attributes of the property) –NAPIC 

 

In line with Mohd Yusof et al. (2015).Rental 

Price Index (RPI) in the UK is significantly 

related to three leading macroeconomic 

variables GDP, REER and interest rates 

measures while Rental Rate (RR-I) is not  

 

Rental rate is rely on reliable economic 

indicators such as rental index house price 

index (Ali Rama, Wardhana, Kurnia 

Rahman, & Reza Ferdian, n.d.) 
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CHAPTER FIVE 

CONCLUSION AND RECOMMENDATION 

5.1 Introduction 

Islamic law emphasized on the prohibition of riba, gharar and maysir. The 

Islamic law also ensure the ultimate goals of shari’ah is achieved. Hence, this 

study investigates possible alternative to the interest (riba) based commercial 

property financing, whereby the daruriyyat level of maslahah concerning 5 

elements of Maqasid shari’ah were discussed in the context of commercial 

property financing.  (i) Protection of faith: banks and property buyers are 

responsible to protect their faith by performing prayer, fasting in the month of 

Ramadhan, gives zakah and charity as well as perform hajj. (ii) Protection of 

self: banks could often upgrade their business in the way that will increase 

Allah’s pleasure as mentioned in the hadith narrated by Bukhari and Muslim, 

“The successful people is, today better than yesterday. But, if today similar to 

yesterday, no change is being fooled. And, people whereby today is bad than 

yesterday was looser”. (iii) Protection of intellect: In the perspective of 

bankers, awareness about financial instruments and provides relevant 

information and knowledge on commercial property financing from Islamic 

perspectives. This will lead to empowerment in education through out reduce 

financial literacy among property buyers. (iv) Protection of posterity: The 

posterity could be protected for future generation if and only if the bank 

especially Islamic banks rely heavily on shari’ah (Islamic law). An example 

can be seen in value based intermediation concept that highlights (BNM, 
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2018). (v) Protection of wealth: it includes generate, accumulate and distribute 

the wealth in just and fair manner. For example, minimize unjustice element 

such as exploitation, ensure valid transfer of ownership, and encourages 

charity (BNM, 2018).  

 

The second maslahah is under the hajjiyyat (the complimentary) stage. The 

main objective of hajiyyat is to prevent hardship (Fadzil, 2019a; Kamali, 

1999). The permissibility of several alternative to interest based financing 

such as ijarah, Musharakah Mutanaqisah as well as Ijarah Muntahia Bi Al-

Tamlik in process of buying property are among the examples of fulfill 

hajiyyat stage. The last stage of maslahah is tahsiniyyat (The embellishments). 

This stage aims to enhance personality, ethics to the highers standard. 

However, without tahsiniyyat elements, the daruriyyat and hajiyyat both 

should be maintained to ensure stability of the individual, institutions and 

system (Fadzil, 2019a). The tahsiniyyat in commercial property financing such 

as enhancing the stability of financial institutions through implementation of 

Islamic principles and ethics in financing especially bankers.  

 

In Malaysia, Islamic and conventional banks specifically commercial property 

financing behaviors are often related to financial factors; interest rates 

movements, property prices movements and macroeconomic factors; 

overnight policy rates, real exchange rates, as well as real economic activities 

discussed on previous literature. Therefore, the present study is designed to 

compare commercial property financing offered by Islamic and conventional 

banks in Malaysia based on the movements of selected financial factors and 
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macroeconomic factors. At the same time, the short and the long run dynamics 

are estimated between the variables (IPI, REER, OPR, LNTV, ALR, and RR) 

on the CPFi and CPFc. Most of the past studies considered financing in 

general which means comprising all types of financing. To the best of our 

knowledge, there are limited number of research focusing on commercial 

property financing in Malaysia which has become the main interest of this 

study. The main finding is highlighted based on the methodology as well as 

the results obtained from Chapter 3 and Chapter 4 respectively.  

5.2 Summary of Main Findings and Policy Implications  

Generally, the analysis of this study is conducted to compare the effects of 

interest rates (OPR and ALR) towards commercial property financing 

behaviors in both the Islamic and conventional banks. Hence, it provides 

alternatives of prohibited interest rates to be implemented especially in 

commercial property financing in Malaysia. The methods of analysis and 

variables selection were based on the theory and its statistics significance.  

Later on come several policy implications.  

First, in order to identify the macroeconomic factors (IPI, and REER, OPR) 

and financial factors (ALR, LNTV, CPPI and RR) affecting commercial 

property financing offered by Islamic and conventional bank in Malaysia 

during the period 2010: Q1-2018: Q2 for selected states in Malaysia, the unit 

root test, ARDL-bound test, long run estimates, impulses response and 

variance error correction model were undertaken and the findings were 

summarized in Table 5.1. 



Universlti Utara Malaysia 

 

284 

 

Table 5.1 

Summary of the Determinants of Commercial Property Financing 
Model Variables Anticipated 

sign 

Main finding 

LR SR Granger causality 

Commercial 

property 

financing 

offered by 

conventional 

banks 

(CPFc) 

IPI +S +S +S IPI granger cause CPFc 

REER +S +S NS NS 

OPR -S +S NS OPR have bidirectional 

causality with CPFc 

ALR -S -S -S ALR have bidirectional 

causality with CPFc 

LNTV +S NS NS NS 

CPPI +S NS NS NS 

RR +S NS NS NS 

Commercial 

property 

financing 

offered by 

Islamic 

banks 

(CPFi) 

IPI +S +S NS IPI granger cause CPFi 

REER +S -S +S REER granger cause CPFi 

OPR -S NS -S NS 

ALR -S NS -S NS 

LNTV +S NS +S NS 

CPPI +S NS NS NS 

RR +S NS +S NS 

Notes: -S is negative significant; +S is positive significant; NS is not significant; LR is long 

run; SR is short run. 

 

Table 5.1 shows summary of findings on determinants of commercial property 

financing offered by Islamic and conventional banks in Malaysia. The 

comparisons are made between the anticipated signs which are basically based 

on the literature and the theory involved. As expected, the findings showed 

that the macroeconomic factors, which were IPI and REER had positive 

impacts and were statistically significant for commercial property financing 

offered by conventional banks. Meanwhile, REER showed negative impact to 

the commercial property financing offered by Islamic banks. The 

contradictory sign of the impacts of real exchange rates to Islamic banks 

indicated the lower the exchange rates, the higher the possibility of credit 

expansions to occur.  

 

Interest rates; both OPR and ALR had positive and negative significant 

impacts on commercial property financing offered by conventional banks in 
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the long run. Meanwhile, OPR and ALR were not significant in the long run. 

Nevertheless, OPR and ALR were being negatively impacted by the 

commercial property financing behaviors offered by Islamic banks in the short 

run.  

 

In addition, the findings showed commercial property prices (macroeconomic 

factors) were not significant. This is contradicting with the previous studies 

concerning commercial property prices positively significant in determining 

bank financing in industrialized countries. [Hofmann (2003), Davis and Zhu 

(2004), Davis and Zhu (2005) and Davis and Zhu (2011)].  These results are 

supported by previous studies [ie: Kassim and Majid (2010); Hakan and 

Gulumser (2011);Ibrahim and Sukmana (2011); Ibrahim and Sufian (2014); 

Ibrahim and Shah (2012) that the macroeconomic factors links to bank 

financing offered by Islamic and conventional banks.  

 

Prohibitions of interests in financing are often debated by Islamic scholars. 

However, financing based on interest rates still becomes unresolved issues. 

Hence, the second objective of this study is to compare short and long runs 

relationships between interest rates to the commercial property financing 

offered by Islamic and conventional banks. This study found that unlike 

Islamic banks, commercial property financing offered by conventional banks 

strongly depends on interest rates. Statistical evidence shows that interest rates 

are found to be negatively significant in explaining the behaviors of 

commercial property financing offered by conventional banks. This finding 

contradicted the finding by Karim et al. (2006), Ibrahim and Sufian (2014), 
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Ergeç and Arslan, (2013); Ibrahim and Sukmana (2011) and Mohd. Yusof et 

al., (2016). 

 

Karim et al. (2006) used 3-months T-bill rates as proxies for interest rates. 

Meanwhile, Ibrahim and Sufian (2014) used Federal Fund Rates as proxies for 

interest rates. Both studies found that interest rates negative significantly 

affected Islamic and conventional banks financing in the long run. On the 

Islamic banks, Ergeç and Arslan, (2013); Ibrahim and Sukmana (2011) and 

Mohd. Yusof et al., (2016) found that interest rates were strongly related to 

Islamic bank financing in Turkey (Ergeç & Arslan, 2013). The same goes to 

the research on Islamic financing in Malaysia, Ibrahim and Sukmana (2011) 

employed Toda-Yamamoto (1995) causality test found significant response 

running from interest rates to Islamic financing behaviours. 

 

Despite having contradictory findings with previous scholars, this study was in 

line with Mohd. Yusof et al., (2016) whereby their findings found the 

financing offered by Islamic banks was less susceptible to interest rates (OPR) 

fluctuations, at least in the short run. They concluded the rational of their 

findings could be because of the Islamic concept applied in Islamic banking. 

This is similar to the research where the behaviors of commercial property 

financing offered by Islamic banks in Malaysia did not rely on ALR or OPR in 

the long run. However, the interest rates risks still appear in the short run even 

though various Islamic concepts have been adapted in Islamic banks. This is 

due to the practice of dual banking systems where the Islamic banks operate 

side by side with conventional banking.  
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Moving to the third objective of this study which is to investigate short and 

long runs relationships between transaction values, commercial property 

prices and commercial property financing offered by conventional banks. It 

was found that the transaction values and commercial property prices were not 

significant in short and long runs.  This study contradicts the theory of 

Mortgage Lending Values Approach as proposed by Borio et al., 2001) where 

the transaction values of property in Malaysia are not related to the 

commercial property financing. This due to the Malaysia is not use transaction 

value as determinants of commercial property financing. 

 

On the financial factors which were commercial property prices, this study 

found that CPPI did not significantly determine the commercial property 

financing behaviors. On the contrary, Hofmann (2003), Davis and Zhu (2004), 

Davis and Zhu (2005) and Davis and Zhu (2011) found that property prices 

were the most significant factors that contributed to the property financing 

behaviors. Their results were supported by the real estate cycle theory and 

asset price cycle theory in the way that commercial property prices positively 

caused changes in commercial property financing offered by conventional 

banks. The rational of its insignificance may be due to the lack of commercial 

property price indexes in Malaysia (Ahmad, Daud, & Esha, 2014). Moreover, 

the real property prices are most preferred rather than transaction values. 

 

Further, as the objective 4 of this study is concerned, it is to investigate the 

short and long runs relationships between transaction values and commercial 

property prices to the commercial property financing offered by Islamic banks. 
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The findings showed that transaction values were positively significant and 

commercial property prices did not have any significant impacts to the Islamic 

banks in the short run. Surprisingly, transaction values and commercial 

property prices are not significant in the long run to Islamic commercial 

property financing. Alternatively, MLVA theory emphasized on the 

relationships between transaction values of the property to the commercial 

property financing (Borio et al., 2001). Nonetheless, the real estate cycle 

theory and asset price cycle stated the upswings and downswings of asset 

prices affected the financing (credit expansions during upswings, credit 

contractions during downswings). As a matter of fact, this study was 

supported by the non- existence of commercial property indexes in Malaysia 

(NAPIC). 

 

Moreover, objective 5 is to compare short and long runs relationships between 

rental rates to the commercial property financing offered by Islamic and 

conventional banks. In the long run, we found that rental rates were not 

significant to both conventional and Islamic banks. Unlike conventional 

banks, rental rates positively responded to commercial property financing 

offered by Islamic banks in the short run. This indicates that current rental 

rates are yet to be practiced in Malaysia. For instance, Mohd. Yusof et al 

(2016) alluded Monetary policy ramifications to improve banking stability 

should focus on stabilizing interest rates or finding an alternative that is free 

from interests which is possibly rental rates.  
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Finally, the last objective is to establish the short and long runs relationships 

between rental rates (as the alternatives to the interest-based financing) to the 

macroeconomic factors. This study found no short and long runs relationships 

between rental rates running to macroeconomic factors. This finding is almost 

similar to Mohd. Yusof and Usman (2015) based on home financing. The 

reason is due to PBO-RI / CPPI employed in the analysis is based onhedonic 

price model (the rental price is determined by the physical and locational 

attributes of the property) NAPIC. In addition, this study is in line with the 

finding by Mohd Yusof et al. (2015) that rental price indexes (RPI) in the UK 

were significantly related to three leading macroeconomic variables GDP, 

REER and interest rates measures while Rental Rates (RR-I) were not.  

5.3 Research Contribution 

According to the author’s knowledge, no comprehensive works were 

dedicated (1) to identify and compare the macroeconomic factors (IPI, and 

REER, OPR) and financial factors (LNTV, CPPI, ALR and RR) affecting 

commercial property financing offered by Islamic and conventional banks in 

Malaysia during the period 2010: Q1-2018: Q2 for selected states in Malaysia. 

(2) to compare short or long runs relationships between interest rates to the 

commercial property financing offered by Islamic and conventional banks (3) 

to investigate short or long runs relationships between transaction values, 

commercial property prices to commercial property financing offered by 

conventional banks, 4) to investigate short or long runs relationships between 

transaction values, commercial property prices to commercial property 
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financing offered by Islamic banks (5) to compare short or long runs 

relationships between rental rates to the commercial property financing 

offered by Islamic and conventional banks. (6) To establish the short or long 

runs relationships between rental rates (as an alternative to the interest-based 

financing) to the macroeconomic factors.  

 

As far as the author’ are aware, there is no published analysis on the factors 

affecting commercial property financing and how the study is important to 

reach the highest objectives of shari’ah.  The study highlighted (i) the 

preservation of faith in commercial property financing, whereby the ultimate 

goal as khalifa is to ensure the ibadah, aqidah and muamalah are parallel to 

Islamic teaching. (ii) the Most of the past studies focus on residential, real 

estates in general and total financing in general, none has specific studies on 

commercial properties. Most of past studies covering cross country analysis in 

industrialized countries and developed countries. As Malaysia started to raise 

more investors in commercial property sectors locally and globally, empirical 

study in Malaysian commercial property financing may contribute to the 

existing literatures. In the methodology part, most of the past studies in 

commercial property financing offered by conventional banks were analyzed 

among industrialized and developed countries. Among the methods of analysis 

applied were unbalanced panel data, Structural VAR, and VECM. None of 

them used ARDL-ECM techniques which became main contribution of this 

study on methodological aspect.  
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The thesis contributed to the knowledge in several ways. (1) By extending the 

works done in the field of Islamic home financing whereby rental rates as 

alternatives to the interest rates. The proposed rental rates adhered to Islamic 

concept of ijarah ‘ala manfaah. The integration of rental rates into the 

commercial property financing is significant because commercial property 

financing lacks government intervention as compared to residential property 

financing. For instance, in the events of property bubbles which mean 

commercial property prices upswings, credit expansions and financial 

fragilities tend to occur as well. Besides, (2) this study differs from previous 

studies whereby previous studies focused on commercial property financing 

offered by conventional banks in developed economies. Meanwhile, this study 

makes comparisons between Islamic and conventional banks that provide 

commercial property financing after crisis period (2010 to 2018). This is 

because of limited data in commercial properties in Malaysia, developing 

countries with special features of dual-banking systems.   

 

(3) This study integrates Islamic theory of ijarah and several conventional 

theories (business cycle theory, real estate cycle theory, Mortgage lending 

values approach, cost of borrowing theory as well as interest rate theory). (4) 

In Malaysia, only House Price Index (HPI) is used as indicator for property 

prices. Therefore, this thesis proposes commercial property price index as a 

tool to connect commercial property prices to bank financing. The calculation 

of commercial property prices is based on previous theory and other 

literatures. This study focuses on commercial property sectors while the 
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previous literature focuses on home financing, real estate financing and banks 

financing.  

 

Although this study is based on a small number of observations, the findings 

suggest that policy makers should employ rental rates due to several reasons. 

Firstly, rental rates are accordance to the shari’ah law. Second, rental rates do 

not contribute to the macroeconomic activity which indicate eliminations of 

interest rates in the bank financing. Thirdly, rental rates also depend on the 

locational attributes of the property as has been mentioned by hedonic price 

theory whereas commercial property price index shows long run relation to 

macroeconomic variables (IPI and Interest rates).   

 

OPR responses to bank financing is the topic of interest among previous 

researchers auch as Mohd. Yusof, Usman, and Mahfudz (2016) investigated 

on the bank fragilities which were measured by the total amount of home 

financing comparing Islamic and conventional banks. They found that the 

amount of financing offered by Islamic banks was less susceptible to interest 

rates (OPR) fluctuations at least in the short run. This could be because of 

Murabahah concept (Mohd. Yusof et al., 2016). Conversely, the unit of 

analysis in this study is commercial property financing offered by Islamic and 

conventional banks whereby non-residential financing proxy for commercial 

property financing is used. The result showed OPR reacted to the commercial 

property financing offered by Islamic banks in the short run. On the other 

hand, OPR strongly affects conventional banks in the short and long runs. This 
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indicates that Islamic banks still face interest rates risks at least in the short run 

following the changes in OPR set by Malaysian monetary policy.  

 

To overcome the problem of relying on interest rates, the monetary policy 

should have their own benchmarking index as suggested in this study like 

rental rates to ensure financial stability. This is due to the stability of rental 

rates because it relies on the true values of property. As for the property 

center, the commercial property price index is relevant to be used instead of 

relying only on house prices index. This suggestion is rational with the 

increased demands in commercial sectors and to ensure stability of 

commercial property prices. The proposed commercial property price index is 

relevant to be introduced to National property center as it considers the 

locational and physical attributes of the commercial property. However, we 

should take a closer look to commercial property price index and do more 

empirical analysis on it as it shows a causal relationship running from 

commercial property to OPR. 

 

To the best of author’s knowledge, this study is the one testing the theory of 

Mortgage Lending Values Approach proposed by Borio et al. (2001). The 

finding of this study showed the commercial property financing offered by 

Islamic banks responded to the shocks of transaction values at least in the 

short run. However, the finding was in contrast to the MLVA theory. The 

finding showed, conventional banks did not respond to the shocks in 

transaction values.  
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As practical contribution, this study benefits the practitioners, monetary 

authorities and commercial property buyers in enhancing the knowledge of the 

nexus between real estate cycles and commercial property financing. We also 

suggest that the monetary policy could employ Islamic rental rate index (RR) 

as an alternative of OPR to the interest rate benchmark of financing because it 

could lead towards a severe crisis.  For bank practitioners, we also recommend 

them to use Islamic rental rate index (RR) as the alternative of BLR, BFR and 

BR which is free from interest rates elements that are prohibited in Islam. 

5.4 Conclusion 

Commercial property sectors and their links to the bank financing are crucial 

to ensure financial stability. However, Bank Negara Quarterly Bulletin 2017 

provides statistical evidence that oversupply of commercial properties mainly 

in Klang Valley, Pulau Pinang and Johor causes Malaysian banks to be more 

cautious in giving financing to commercial property sectors which is only 

5.1% from total financing (Ling et al., 2017).  The bad case scenario as 

Ferlito, (2018) found during the Asian Financial Crisis (2007) and Global 

Financial Crisis (2007-2009), Malaysian commercial property financing faces 

excessive credits expansions due to uncertain economic conditions whereby 

high inflations tend to increase the interest rates, thus leading to credits 

expansions; banks promote financing over the stipulated limits (Azman, 

2019).  
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Our findings conclude that the current practice of commercial property 

financing offered by Islamic bank rely on the interest rates in the short run. 

Conversely, commercial property financing offered by conventional banks in 

Malaysia rely on interest rates in both short and long runs as Islam prohibits 

any implementations of riba, gharar and maysir in the whole aspect of 

Muslim life including financing. Therefore, the implementation of rental rates 

is significant to the bank regardless of either Islamic or conventional banks. It 

is because they depend on the real assets values, not like interest rates which 

are volatile and manipulated by certain parties to gain profits and not referring 

to the values of assets. Moreover, this study also introduces commercial 

property price index to be tested as literatures show the importance of property 

prices in determining the bank financing behaviors. In addition, the 

comprehensive understanding of commercial property market and commercial 

property financing is vital to avoid financial crisis.  

 

Another interesting finding is that there is positive significant relationship of 

real economic activities when commercial property financing increases 

(positive credit expansion). Our finding is supported by Ibrahim (2006) 

whenever he found an increase in bank financing (positive credit expansions) 

acted as a support to the real economic activities. This is due to the fact that 

focusing on real economic activities is vital to enhance the banking growth.   

 

As an open economy, real exchange rates are significant factors considered in 

this analysis. The finding showed only commercial property financing offered 
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by Islamic banks was determined by the changes in REER. However, Ibrahim 

(2006) found no effects of the changes in REER to the bank financing. 

 

The findings of this study have a number of important implications for future 

practice. Firstly, to the policy makers, whereby they should give serious 

attention to the interest-based financing and mitigate the interest rates risks via 

strengthening the macro prudential tool. Secondly, to the commercial property 

buyers, it is suggested to give more focus on reducing financial literacy 

especially on real estate cycle, business cycle and bank financing in order to 

reduce their costs of financing especially during the crisis.  

 

Comparisons between commercial property price index (CPPI) and Rental rate 

index (RR-i) links to the interest rates showed that rental rates were free from 

elements of interest rates. The reverse findings were obtained in CPPI. This 

was supported by the previous studies that CPPI was volatile and not suitable 

to be used as an indicator for commercial property financing. It could also be 

applied to residential property financing which the property was used as 

collateral.  

 

The main contributions of this study are: (i) Theoretical contribution: This 

study integrates several theories namely ijarah al’ manfaah, business cycle 

theory, real estate cycle theory, mortgage lending value theory and cost of 

borrowing theory. This study also proposes rental rates (extending from the 

residential financing) as alternatives to the interest based financing, this study 

also provides significant contribution to the Malaysian commercial property 
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financing via promoting CPPI as the measurement for commercial property 

price instead of HPI (only suitable for house prices). This is because 

commercial property is slightly different to residential property. Commercial 

property focuses highly involve with commercial purposes and price 

fluctuations are almost there (depends on the investors’ perceptions and 

developers’ intentions). (ii) Contextual and applied contribution: Malaysia is 

chosen because it represents a developing country with dual banking systems 

that are always exposed to interest rates risks. (iii) Methodological 

contribution: This study employed ARDL-ECM method for research in 

commercial property (covering all types of commercial properties in 

Malaysian case) which is not yet studied. Most studies of Malaysian 

commercial properties (focusing specifically on the types of commercial 

properties, such as only offices, only REITs). 

 

An interest-free alternative pricing for commercial property financing 

proposed in this study was based on Islamic rental rates which comprised 

commercial property price index as well as PBO-RI, purpose built-office 

rental index. The finding of the study suggested that rental rates were free 

from interest rates elements in the short and long runs. Another interesting 

finding was that rental rates were significantly determined by the 

macroeconomic variables of REER in the short and long runs. On the contrary, 

average lending rates were found of having no long run cointegration to the 

macroeconomic factors. This implies the less preference of interests to become 

the determinant of bank financing.  
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As a conclusion, Islamic rental rates differ from average lending rates due to 

fact that, RR is determined by the changes in REER in the short and long runs. 

However, ALR is not affected by the changes in macroeconomic factors.  This 

finding is consistent with Mohd Yusof et al. (2011) and parallel to the 

economic theory saying that rental rates were stable when it could response to 

the changes in macroeconomic factors. From the Economics’ scholar point of 

views, interest rates affect the determination of commercial property prices 

and bank financing. The results of analysis indicate commercial property 

financing is determined by macroeconomic factors, and financial factors. 

 

On the other hands, Islamic scholars’ point of view emphasizes on 

prohibitions of interest rates. As an Islamic financial hub, Malaysian 

government together with banks’ practitioners as well as policy maker will sit 

together in promoting Islamic finance worldwide and economic growth 

through strengthening the commercial property financing which is dominated 

by 70% of Muslim society.  Besides, it is important to understand and explore 

the alternative financing mechanisms for commercial property in order to 

achieve Malaysia’s target to become a world class commercial center in 2020 

(DBKL, n.d.) as well as an international Islamic financial hub (Mohd. Yusof 

& Majid, 2008).   

 

Islamic finance should be strengthened via the role of Islamic banking system 

in ensuring their financing instruments are Shari’ah-compliance and in line 

with Maqasid shari’ah. Less attention is given to all commercial property 

sectors especially in interest rates based financing whereby in Malaysia’s case, 
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even Islamic banks are referring to the BLR and BR that rely heavily on OPR 

(Kana, 2019). Despite the Islamic principle prohibits interest rates, the 

financing offered by Islamic banks are always affected by interest rates risks. 

 

To put it in the nutshell, interest rates in commercial property financing can be 

replaced with potential rental rates as its stability. The main advantages of 

referring to the rental rates is not only that they are stable, but they also 

depend on the true values of property and the rental is basically calculated 

based on NAPIC PBO-RI which includes the physical and locational attributes 

of the property as well as highlighted in ijarah principles.   

5.5 Limitations and Recommendations for Future Research  

Finally, a number of important limitations need to be considered. First, the 

time frame on the time series analysis studied ranging from 2010: Q1 until 

2018: Q2 due to limited available data of PBO-RI to measure the rental rates. 

Therefore, future research should have concentrated on the extending time 

frame which might involve the crisis and non-crisis periods.  

 

Secondly, this thesis is limited to quarterly data with 32 observations (based 

on Narayan (2005) the number of observations can be ranged from 30 to 80 

observations). The scope of the research is focused on macroeconomic 

variables, monetary policy and several financial variables. A further study may 

assess based on expert’s interview and questionnaire to analyze the 

determinants of commercial property financing.    
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Thirdly, the results are only focused on Malaysian commercial property 

financing with comparisons between the Islamic and conventional banks due 

to the lack of available rental data from other countries (This thesis attempted 

to analyze between Malaysia compared to the Middle East in the first place, 

but due to the data limitation, the author tested only in Malaysia). Further 

research might explore cross-country study on commercial property financing 

with the use of rental rates. This research has thrown up many questions in 

need of further investigations. If the debate is to be moved forward, there 

should be a better understanding on rental rates as well as other Islamic 

financing instruments. It is recommended that the future research is 

undertaken in the area of commercial sectors connecting to Islamic banks so 

that it could provide tools to track changes in property prices directly to the 

bank financing.  
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Appendix A 

Literature on commercial property financing 
 

Appendix A: Existing Literature on Commercial Property Financing  

Authors Main contribution Results 

Olszewski 

(2012) 

Literature study on the impact of commercial 

property to the financial sector 

Commercial property sector needs to be tracked by a bank because of 

the strong links to the financial sector. Large price swing in the 

commercial market leads to a financial crisis in banking.  

Davis and Zhu 

(2004) 

The interaction between bank financing and 

commercial property cycle 

When commercial property prices increase above their fundamental 

values, constructors and developers will start new construction. The 

new construction activity generates new demand for other sectors. 

This can cause expansion in the general economy and stimulate the 

demand for bank credit. 

Karim et al. 

(2006) 

Analyses the post and pre-financial crisis affects 

bank financing( various sectors of economy) 

Monetary policy tightening in Malaysia gives a negative impact on all 

the sectors. 

Dunstan and 

Skilling (2015) 

Commercial property and financial stability risks in commercial property have declined since the global financial 

crisis (GFC) because less leverage is being used to fund new 

purchases and developments. 
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Appendix B:  

Summary of Residual Test 

Model 
(ipi) 

Max Lag 
selection 

R2 DW-stat    Test Of Normality, Heteroscedasticity, Serial 
Correlation 

Remarks 

DV IV Selected 
Model 

AIC SIC Normality, 
 

Heteroscedasticity, 
chi-square 

Serial 
correlation, LM 
Test 

Model 
1 

1 4 0.998047 1.974037 ARDL(1, 4, 
0, 4, 1)  

-
4.772446 

-
4.071848 

0.59 Prob. Chi-
Square(14) = 
0.9999 

    Prob. Chi-
Square(1) = 
0.7848 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation.  
Cointegrated 
Stable 
LR: IPI (+S), REER (+S), OPR 
(+S), ALR (-S) 
SR: ALR 
 

Model 
2 

2 4 0.981547 2.352754 ARDL(2, 1, 
4, 4, 1)  

-
0.795648 

-
0.001636 

0.69     Prob. Chi-
Square(16)
 
 1.0000 

    Prob. Chi-
Square(2)  
 0.1512 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation 
Cointegrated 
Stable. 
Short Run: REER (+S), ALR(-S) 
Long run: IPI (+S) n REER (-S) 

Model 
3 

1 4 0.998021 2.055993 ARDL(1, 3, 
4, 4, 4)  

-
4.359098 

-
3.378260 

0.55     Prob. Chi-
Square(20)
 
 1.0000 

    Prob. Chi-
Square(1) 
 0.5633 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
Short Run: LNTV(-S) 
Long run: IPI (+S) ,REER (+S) 
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Model 
(ipi) 

Max Lag 
selection 

R2 DW-stat    Test Of Normality, Heteroscedasticity, Serial 
Correlation 

Remarks 

DV IV Selected 
Model 

AIC SIC Normality, 
 

Heteroscedasticity, 
chi-square 

Serial 
correlation, LM 
Test 

Model 
4 

1 4 0.997470 1.981612 ARDL(1, 4, 
4, 4, 0)  

-
4.313471 

-
3.472753 

0.75     Prob. Chi-
Square(17)
 
 1.0000 

    Prob. Chi-
Square(1) 
 0.8637 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
SR: 
LR:IPI (+S), OPR (+S), REER 
(+S) 

Model 
5 

2 4 0.972209 2.184591 ARDL(1, 1, 
2, 4, 1)  

-
0.586148 

0.067744 0.55     Prob. Chi-
Square(13)
 
 0.9994 

    Prob. Chi-
Square(2) 
 0.1827 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
Short Run: IPI (+S), REER (+S) 
Long run: IPI (+S) 

Model 
6 

2 3 0.969242 2.215670 ARDL(1, 1, 
2, 3, 0)  

-
0.586848 

-
0.031756 

0.92     Prob. Chi-
Square(11)
 
 0.9381 

    Prob. Chi-
Square(2) 
 0.3100 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
Short Run: REER (+S) 
Long run: IPI (+S), REER (+S) 

Model 
7 

1 4 0.997465 1.965644 ARDL(1, 4, 
4, 4, 0)  

-
4.311596 

-
3.470877 

0.76 Prob. Chi-
Square(17)=1.0000 

    Prob. Chi-
Square(1) 
 0.9246
 
  

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
Short Run:  
Long run: IPI (+S), OPR (+S), 
RR (-S) 
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Model 
(ipi) 

Max Lag 
selection 

R2 DW-stat    Test Of Normality, Heteroscedasticity, Serial 
Correlation 

Remarks 

DV IV Selected 
Model 

AIC SIC Normality, 
 

Heteroscedasticity, 
chi-square 

Serial 
correlation, LM 
Test 

Model 
8 

2 2 0.969535 2.316588 ARDL(2, 1, 
2, 2, 0)  

-
0.554482 

-
0.004831 

0.96     Prob. Chi-
Square(11)
 
 0.9450 

    Prob. Chi-
Square(2) 
 0.2680 

Normal 
No problem of 
heteroscedasticity and 
autocorrelation. 
Cointegrated. 
Stable 
Short Run: REER (+S) 
Long run: REER (+S) 

Model 
9 

1 6 0.979709 1.910280 ARDL(1, 6, 
6, 6)  

-
2.471842 

-
1.377531 

0.53     Prob. Chi-
Square(22)
 
 1.0000 

    Prob. Chi-
Square(1) 
 0.8995 

No problem of 
heteroscedasticity and 
autocorrelation. 
LR : REER, OPR and IPI 
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Appendix C:   Flow Chart of Thesis 
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Appendix D:    

List of Islamic banks in Malaysia  

 
Bil Name of banks  Islamic mode of financing  Property / Products  

1 Affin Islamic Bank Musharakah Mutanaqisah or Diminishing Partnership Business premises financing 

2 Al Rajhi Banking and Investment 

Corporation 

Commodity Murabahah  

 and Structured Commodity Murabahah  

All assets 

3 Alliance Islamic bank Bai’ Bithaman Ajil (“BBA”) or Sale on deferred payment basis Home 

4 AmBank Islamic berhad Shari’ah-compliant term faciliy Properties or Commercial properties 

5 BIMB Bai’ Bithaman Ajil (“BBA”) or Sale on deferred payment basis Commercial properties (shop house, 

shop office) which are fully 

completed or under construction 

6 Bank Muamalat Malaysia Berhad Bai’ Bithaman Ajil (“BBA”) or Sale on deferred payment basis Shop houses financing 

7 CIMB Islamic Bank Berhad Tawarruq also was known as commodity Murabahah  Variable Home / Business Premises 

Financing-i 

 

8 HSBC Amanah Malaysia Berhad Diminishing Musharakah, istisna’ Home  

9  Hong Leong Islamic Bank 

Berhad 

Commodity Murabahah  Term Financing-I or Tawarruq CM Flexi Term Financing-i  

10 Kuwait Finance House Malaysia 

Berhad, (KFHMB) 

Sale and lease-back with intention to own the property 

Musharakah Mutanaqisah (Diminishing Partnership) 

Property 

11 MBSB Bank Berhad Term financing-I (Tawarruq, istisna’, ijarah mausufah fi al-

zimmah) and ijarah 

Construction cost of property 

12 Maybank Islamic Commodity Murabahah  Financing for property financing 

13 OCBC Al-Amin Bank Berhad Commodity Murabahah  Residential, commercial, industrial 

and business 

14 Public Islamic Bank Berhad BBA (Bay’ Bithaman Ajil) or Musharakah Mutanaqisah Business and personal investment 

15 RHB Islamic Bank Berhad Ijarah Muntahiah Bil Tamleek (lease ending with ownership)  Finance or refinance commercial, 

industrial or residential properties 

owned by company and/or its 

director(s) 

16 Standard Chartered Saadiq Berhad Musharakah and ijarah Commercial property 
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Appendix E:       

List of conventional banks in Malaysia  
Bil Name of banks  Mode of financing  Property / Products  

1 Affin Bank Berhad Charge monthly interest Term loan, Bridging loan, Revolving 

Credit, 

2 Alliance Bank Malaysia Berhad flexible loan tenure and daily rest interest loan facility Business Premises financing, 

Bridging Finance 

3 AmBank (M) berhad For bridging loan: The margin of financing of up to 40% of total 

development cost 

Overdraft: A commitment fee of 1% is charged on the unutilized 

portion of the facility 

Term loan, bridging loan, Overdraft 

4 BNP Paribas Malaysia Berhad Not mention Not mention 

5 Bangkok Bank Berhad repayment is generally scheduled on monthlyor quarterlybasis with 

a fixed equal monthly or quarterly installment amountwhich 

comprised of principal and interest. 

Term financing, project financing 

6 Bank of America Malaysia Berhad Asset-based lending Wholesale credit 

7 Bank of China (Malaysia) Berhad a floating interest rate. Term loan, Syndicated loan and 

overdraft 

8 CIMB Bank Berhad Maximum guarantee cover of 80% by Credit Guarantee Corporation 

(CGC). 

Overdraft, term loan, documentary 

credit and trust receipt 

9  Cina Construction Bank (Malaysia) 

Berhad 

Not mention Not mention 

10 Citibank Berhad 1% p.a. on amount past due x (number of days past due/365 days) 

for term loans/financing on monthly basis. 

Mortgage loan 

11 Deutsche Bank (Malaysia) Berhad Not mention Not mention 

12 HSBC Bank Malaysia Berhad Not mention Not mention 

13 Hong Leong Bank Berhad Interest on loan is computed on daily basis and is reduced as soon as 

extra payment is made. 

Mortgage Plus 

14 India International Bank (Malaysia) 

Berhad 

- Commercial loan 

15 Industrial and Commercial Bank of 

China 

BLR 6.45% Overdarft, Revolving credit facilities, 

bridging loan, term loan 

16 J.P Morgan Chase Bank Berhad Applied for overseas commercial property Commercial term lending 

17 MUFG Bank (Malaysia) Berhad BLR 5.8% (effective 28 Jan 2020) Term loan, overdraft facilities, 
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Bil Name of banks  Mode of financing  Property / Products  

revolving credit,  

18 Malayan Banking Berhad BLR Term loan 

19 Mizuho Bank (Malaysia) Berhad Real estate securitization refers to the process whereby income 

generated from real estate properties, and the value of the properties 

themselves, are used as collateral to secure a loan that is then used 

by a special purpose company (SPC) to purchase the properties. 

Real Estate finance 

20 OCBC Bank (Malaysia) Berhad The bank uses the Base Rate (BR) as the reference rate to price all 

new retail loans/ financing facilities 

Commercial property loan 

21 Public Bank Berhad BR can rise or fall due to changes in the benchmark COF and 

changes in the SRR. Changes in the benchmark COF could occur 

due to changes in the Overnight Policy Rate (OPR) as decided by 

the Monetary Policy Committee of Bank Negara Malaysia, as well 

as other factors such as changes in Statutory Reserve Requirement 

rate and/ or changes to the bank funding conditions 

MORE Plan 

22 RHB Bank Berhad Not disclosed Commercial property loan 

23 Standard Chartered Bank Malaysia 

Berhad 

offer attractive interest rates on the facility depending on loan 

amount, credit assessment and other parameters. 

Commercial mortgage loan 

24 Sumitomo Mitsui Banking 

Corporation Malaysia Berhad 

Non-recourse loan Real estate finance, project finance,  

25 The Bank of Nova Scotia Berhad Not disclosed Term loan, project financing, 

overdraft, revolving credit 

26 United Overseas Bank (Malaysia) 

Berhad 

BLR 6.57% (effective at 31 jan 2020) Term financing, project financing, 

Real Estate development financing 
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