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Received in revised form 28 November 2024 base financing rates. Theoretically, changes in interest rate would lead profit-motivated
Accepted 3 December 2024 customers into substituting Islamic financing for conventional bank loans and vice

Available online 31 December 2024 versa. This study is conducted to identify the co-integrating and causality relationship

between conventional loans, base lending rates and base financing rates on Islamic
financing. This study also predicts whether there is any form of profit motive among
Islamic financing customers. The data used were taken from Bank Negara Malaysia
(BNM) from 2014 to 2019 on a monthly basis. To confirm that unit root is absent, a
stationary test employing the Augmented Dickey-Fuller (ADF) test was implemented.
This then proceeded with various methods such as the Johansen-Juselius cointegration
test, Granger Causality test, Vector Error Correction Model (VECM), as well as Impulse

Keywords: Response Function (IRF). This study comes to the conclusion that Islamic bank
Base lending rate; error-correction customers are possibly profit-driven and that the movement of interest rates will have
model; Granger Causality an impact on their Islamic financing decision.

1. Introduction

The Islamic financial system in Malaysia was originally created in 1983, and Bank Islam Malaysia
Berhad was the first Islamic bank to operate at that time. During that time, Malaysia was looking
forward to providing society with a financial system that could serve the Muslim community,
especially full-fledged alternative finance that adheres to Islamic principles. A total of 147 Islamic
banks were operating internationally as of the end of 2013, which is an increase of roughly 28% since
2010. As of 2010, there were 115 Islamic banks. From 2010 to 2013, the average growth rates for
total assets, equity, as well as net income were 44.9, 6%, and 6%, correspondingly [1]. Malaysia had
29 Islamic banking institutions by January 2008, including 12 full-fledged Islamic banks, 4 Islamic
investment banks, 9 conventional banks that offered Islamic windows, and 5 development financial
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institutions that provided Islamic banking services. Up to now, Islamic financial institution has been
producing a variety of Islamic products and services. Commercial conventional banks also initiated
Islamic windows for their banking system, and there are also new full-fledged financial institutions as
well as Islamic banks.

Originally, Islamic financing should go back to the essence of giving loans in Islam. Due to the
prohibition of interest, Islam allows giving out loans without interest. This means that a person will
loan his money to another who is in need, and the latter will pay back his dues once he has the
payment amount; with no extra charge. However, if he personally and willingly pays off the dues with
extra amount, then this is still permissible in Islam. The second type of loan that is allowed in Islam,
according to Igbal and Shafig [2] is the benevolent loan, which is termed as Qardhul Hasan,
considered as a special purpose financing instrument to the community who go through financial
difficulty and pro-longed condition on unavailability of funds to pay back. The term Hasan is defined
as ‘beautiful’ where this is mentioned in quite a few places in the Quran. This shows that kindness
should be spread in a beautiful way, which is seen as a spirit of a person helping his own brother
without even expecting any payment to be paid back. Although the brother is finally out of distress,
he may think of paying the other back. Financing based on these pure Islamic attributes is quite
challenging to monitor through the eyes of Islamic banks today therefore the modifications of such
have emerged. Therefore, the use of Qardhul Hasan remains as a more informal way of lending
among those who know each other instead of the way banks give out loans to practically anyone who
fulfils their requirements.

The financial instruments available today are, in essence, governed by a quite different concept.
In terms of operational tools, there is a difference between shariah-based and shariah-compliant
contracts [3]. Shariah-based tools are financial contracts based on a participatory mode. It means
that there is a participation of risk and reward, such as the musharaka contract, whereas a shariah-
compliant tool is a non-participatory mode and is made up of by legal form such as the murabahah
contract. This type of product creates debt just like conventional products and is similar in economic
substance. Currently, shariah-compliant financial contracts dominate in the industry as it is not easy
for shariah-based contracts to win the market.

Bai Bithamin Ajil (BBA) is one of the home financing products based on the murabahah contract
which was quite popular before the growth of tawarrug and musyarakah based product [4]. In a BBA,
a sales agreement that is shariah-compliant, the bank purchases the asset from the developer at
market value and then resells it to the customer at a mark-up. Subsequently, the customer will have
to pay the bank the principal and profit margin in deferred installments at a fixed rate and at a certain
period of time. BBA funding is not very distinct from conventional bank loans in this regard.
Theoretically, in terms of bank selection, a dual banking system offers a comparative benefit for
customers. In general, customers can compare products clearly between conventional and Islamic
ones. They will go for the Islamic option if the financing rate is lower compared to the interest rate.
Otherwise, they can switch to conventional loans which unfortunately happen to Muslim customers
as well. This phenomenon happens due to the fact that customers have lower financial literacy and
have no clear distinction on financing preferences; whether to stick to Islamic principles or the
financing cost will matter more to them. In fact, the lower deviation of Islamic banks from standard
banks means that clients remain skeptical about the real concept and the true essence of Islamic
banking. Due to this substitution impact, it is implied that although Islamic banks adhere to an
interest-free policy, they are nonetheless subject to interest-rate risks. These issues were also
discovered in research by Kader and Leong, who discovered that any rise in the return rate would
cause customers to choose conventional products from 1999 to 2007 [5].
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In relation to the above deliberation, the study’s aim is to predict the co-integrating relationship
between conventional loans and financing rates and to determine whether the base lending rate
directly causes Islamic financing by identifying the co-integrating relationship between conventional
loans, base lending rate and base financing rate on Islamic financing; which is in addition to extend
the analysis in Kader and Leong [5] by including the most recent available data. Specifically, the
objectives of the paper include:

i. To identify the co-integrating relationship between conventional loans, base lending
rates, and base financing rates on Islamic financing.
ii. To determine whether the base lending rate directly causes Islamic financing.
iii. To predict whether there is any possibility of profit motive among Islamic financing
customers.

2. Literature Review
2.1 The Islamic Financial System

One of the world’s most rapidly growing financial system industries is Islamic finance which was
worth more than $1 trillion in 2010 and has been expected to increase three times higher by 2015
[6]. Earlier in 2009, there were over 300 banks performing interest-free banking in 80 countries
around the world. These interest-free financial services have attracted many Muslims and non-
Muslims who show a high interest in Islamic banks’ financial products [7]. However, although Islamic
banking in Muslim countries and its main financial hubs are growing fast [8], an extensive Islamic
financial system is still in its infant phase despite the notable growth of Islamic banking globally. A
similar argument was made by Cham [1] in his study in which he investigated the growth rate
determinants in Islamic banking and found that the number of Muslim population does not affect
growth in Islamic banking. In fact, the shariah legal system also does not contribute to the growth.

Many issues and difficulties related to the Islamic financial system arise and have been discussed
by scholars. These problems demand a serious discussion to bring in solutions accordingly to ensure
that Islamic financial can reach their fullest potential in providing sustainable growth worldwide. One
of the issues that are still discussed today is that Islamic banks use interest rates as a benchmark. Due
to the absence of a clear division between Islamic and conventional banking processes, Islamic banks
do not charge interest; rather, they utilize the interest-based benchmark as a reference in their
product pricing [9].

2.2 Islamic Finance: Crisis and Economic Activities

In an effort to demonstrate that Islamic finance can prevent financial downturns, Mehta [10]
combined the Islamic finance religious principle with recent work in this area in a theoretical analysis.
During the US subprime mortgage crisis in 2000, the study observed the behavior of Islamic banks in
Malaysia particularly. Specifically relating to Islamic banks, it was found that they managed to
withstand the crisis as well as able to emerge more effectively. One of the key elements that
contribute to the success was discovered to be the non-interest component and the lack of
speculative activity. It is also stated that the profit and loss sharing mode practiced in Mudarabah
contracts can minimize the risk of default and absorb shock in the financial system [10]. This
phenomenon proves that real economic activity forms the foundation of Islamic finance, which is
why it can withstand a financial crisis. At the same time, the interest rate is not a real economic
indicator and thus cannot represent economic activities [11]. In a study related to housing, Tan [12]
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found that the base lending rate had actually played a vital role as a determinant of residential
housing activities which is measured by the house price index. In another study related to capital
structure, Shaari et al., [13] found significant negative effects of the base lending rate on long term
total debts specifically after period of recession.

2.3 Base Lending Rates and other Indicators

A study by Bader et al., [14] showed that both companies operating in accordance with Islamic
law’s profit-share model and conventional standards match each other, supported by the working
documents commissioned from World Bank or the International Monetary Fund. Later, Zulkhibri [15]
examined the relationship between the Islamic base financing rates (BFR) with respect to retail
financing as well as conventional lending rates on loans in Malaysia in his study on the impact of
monetary policy on Islamic bank financing in Malaysia. Moreover, the source is taken from Bank
Negara Malaysia, and it analyzed both financing rates and lending rates, where it was found that they
are positively correlated at 76 percent. Although conventional banks and Shariah-compliant Islamic
banks operate under various banking environments, the correlation shown between Islamic base
financing rates and interest rates employed by conventional banks supported that both rates closely
track each other [15].

Various investigations were carried out to study the interest rate impact with respect to
Malaysian Islamic banks, where changes in interest rates affect the growth of financing in Islamic
banks [16]. Similarly, Kader and Leong [5] investigated empirically how interest rate changes in a dual
banking system are affecting Islamic bank financing demand. Using monthly data from Malaysian
Islamic banks from 1999 to 2007, they discovered that any rise in the basic lending rate would
encourage customers interested in making a profit to borrow money from Islamic banks and vice
versa. According to the study, Islamic banks are vulnerable to interest rate risk, although working on
interest-free ideologies, because most clients are profit-seekers. This finding is supported by a recent
study by Zulkhibri [15], in which he conducted a similar study on the impact of monetary policy
related to Islamic bank financing in Malaysia and the author emphasized the bank’s particular
characteristics in the dual banking system. In addition, the author claimed that liquidity, level of bank
size, as well as capital are the three specific characteristics which are found to be the factors in
determining Islamic financing behavior. It was suggested that this is no different from conventional
lending behavior [15].

The same concept applied to customers with respect to purchasing Islamic and conventional
products. Clients of Islamic banks are most likely to prefer profit maximization as the Islamic banking
system does not fix the rate of return. The financing rate, which is the ceiling rate, is actually fixed by
Islamic banks, but the floating rate is the bank’s rebate [17]. This practice has led to confusion among
the customers and gave a bad perception to the Islamic banks that the products are always
overpriced. Apart from that, Islamic bank, which also operates as a business entity at this moment,
is also practicing a repayment policy such as mortgage financing that is similar to its conventional
counterparts, implying both are profit-oriented [18]. Customers choose which product is to be
purchased by comparing the interest rate and profit rate provided by various institutes in the
industry. They will give priority to the most convenient to them, and in the case of the UK, out of nine
factors for Islamic banking preference, the religion principle is the fourth factor [19]. This shows that
customers will not specifically choose Islamic banking products solely because they are offered by an
Islamic institution but rather depend on other factors that have more attraction or seem more
beneficial to them, such as a lower interest rate. Additionally, Masood et al., [19] uses primary data
to identify the factors that influence the Islamic home financing preference and found that key
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components such as service quality, product choice and Islamic debt policy play a role. The Islamic
debt policy in this case looks at the degree of compliance and adherence to Quran and Sunnah in
Islamic banks’ debt policies.

A number of studies were carried out to determine the components and movement of profit rate
and identified that conventional as well as Islamic banks are subjected to the same market rate
volatility. Thus, Islamic banks will adjust their financing rate and profit rate in accordance with the
market rate changes accordingly to stay competitive with conventional banks [20]. Apparently, Beik
and Arsyianti [21] discovered that the elevated default premium and overhead cost cause an increase
in the financing rate. Meanwhile, Isa and Shafie [22] introduced a statistical approach using stochastic
forecasting to produce a more Shariah-compliant benchmark rate that is proven by simulation will
be fair to both customers and banks. The benchmark rate is forecasted using 15-year time series of
base financing rate.

A much earlier study by Rosly [23] offers a theoretical justification for how interest rate changes
affect Islamic banks’ performance under the dual scheme framework. The researcher highlights that
Islamic banks are subject to interest rate risks and that their excessive reliance on BBA funding, where
the rate of profit (financing rate) is fixed, is the primary cause of this situation. According to Rosly
[23], if interest rates increase, the base lending rate (BLR) and rates of return on deposits of
conventional banks will adjust to reflect changes in market interest rates. As a result, the
conventional bank’s profit margin would not be affected as a result. The Islamic bank, nevertheless,
is unable to increase the rate of return with respect to its deposits since the BBA profit margin is
fixed. Thus, the return provided for Islamic deposits is decreased, which leads depositors to prefer
conventional banks. This is where the substitution effect comes into play.

Additionally, several scholars have argued that Islamic banking is just a pure imitation of
conventional banking schemes, particularly the bank’s operational aspects. It makes claims such
there is no significant distinction between mark-up and interest and that the majority of Islamic
financing is debt-like and not based on the actual Shariah principles [24]. However, it must be noted
that the legal form is what makes the two schemes different from each other.

In Kpodar and Imam [25], the authors examined various sorts of determinants that led to Islamic
Banking’s global expansion employing country-level data for the years 1992 to 2006. They examined
a number of independent pattern types, in contrast to earlier studies that singled out the causes of
the financial crisis as the only factors influencing the rise of Islamic banking. Their outcomes indicated
that the likelihood of Islamic banking developing in each country increases with per capita income,
Muslims’ share of the population, Middle East economic integration, being a net oil exporter, and
being close to the Islamic financial center. However, if interest rates rise, it will be detrimental to
Islamic banking since it will cause a rise in individuals’ opportunity costs to deposit their money in
Islamic banks because they learned that Islamic banks should not be considered a replacement for
conventional banks but as a supplement to them. The fact that the conventional banking system is
prohibited by shariah rules is not an issue and priority for them.

Other than that, Korkut and Ozgur [26] also found that conventional interest rates have a
significant impact on profit share rate with respect to participation banks in Turkey. In a similar vein,
a concept known as the financial intermediation services indirectly measured (FISIM) in Malaysia
demonstrated by calculation that in the framework of the 2008 System of National Account, base
financing rate and base lending rate both have a similar trend except for the term used in the
contracts are different [27]. Furthermore, on the connection between Islamic as well as conventional
monetary policy rates, utilizing a panel Vector Error Correction Model (VECM) and the Wald test,
Yusoff et al., [28] discovered cointegration and a long-term relationship between the two in six
nations from 2009 to 2018.
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With the various literature discussing aspects of conventional and Islamic rates with different
products, the focus of this research on how changes in interest rates affect the demand for Islamic
bank funding is crucial. In addition, this study will also show the analysis of lending/financing rates
and profit motives among Islamic banking customers.

3. Methodology
3.1 Data and Variables

From 2014 to 2019, on a monthly basis, this research employs secondary data from Bank Negara
Malaysia’s Monthly Statistical Bulletin. The time frame is chosen due to the availability and
consistency of the variables involved. The main variables for this study are base lending rate (BLR),
base financing rate (BFR), total Islamic financing (TIF) and total conventional loans (TCL) which follow
Kader and Leong [5] and Yusof et al., [29]. The first step in running this study is to interpret the data
sample using descriptive analysis. Measurements of tendency and measures of variability (spread)
make up descriptive statistics. Measures of variability comprise variance, standard deviation,
kurtosis, maximum and minimum variables, and skewness. Meanwhile, measures of central tendency
comprise mean, median, and mode. The method chosen in this study has been used in previous
studies, including Wuhan et al., [30], Francois et al., [31], and Ahiadorme et al., [32].

3.2 Theoretical Framework

The theoretical framework for this study is shown in Figure 1 below.

Decrease in Base Lending Rate
(BLR) eIncrease in total conventional loans

ISR RN HRE =B 1= | *Decrease in total Islamic home financing
(BFR)

Decrease in Base Financing Rate
(BFR) eIncrease in total Islamic home financing
IR RN G TAGEE e Decrease in total conventional loans
(BLR)

Fig. 1. Theoretical framework of research

3.3 Model and Equations
3.3.1 Unit root test and co-integration test

A unit root test called the Augmented Dickey-Fuller (ADF) test is employed to check for
stationarity in time series data. In addition, the data is stationary if it has no unit root problem and
non-stationary data has a unit root problem that can lead to spurious regression. If all variables have
the same order of integration, we need the Johansen-Juselius cointegration test to investigate the
long-term relationship between Islamic financing and the two concerned rates (Islamic and
conventional financing rates). However, the best lag model needs to be determined before
proceeding with this cointegration test; that is through testing the stability of the VAR.

3.3.2 Vector Error Correction Model (VECM) and Granger Causality
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If there is no cointegration between the variables, the research will use a standard VAR model to
regress the first differences of variables. However, a Vector Error Correction Model (VECM) will be
run if cointegration occurs. This will be followed by the Granger Causality test, as cointegration
suggests that there is at least one causality from one variable to another. The Granger Causality test
will identify the causality direction.

The standard Granger Causality based on VAR or VECM model is employed to establish the
causality direction between variables after examining the long-run relationship between the
variables. The VECM may be applied if the variables are co-integrated. It is known as an augmented
Granger Causality test for this approach. In this method, the VAR system is enhanced by the error
correcting term (ECT). The ECT parameter’s t-statistic significance indicates that there exists proof of
the long-run causality and relationship between the variables. Thus, the equations for VECM involve
two time-series variable x; and y; which are written below:

AY; = ay + prey + Lo Bi AV + Xito 6 AXe + Xiso Vi AZ, (1)
AXy = az + paei1 + X Bi AV + Xico 8i AXe i + Xino Vi AZ; (2)

If there is cointegration between the series, there will typically be at least one causal impact that
runs from one variable to another. Since the cointegration test fails to reveal the causal effect’s
direction, the Granger Causality test will be carried out in the VECM context. The Impulse Response
Function (IRF) will then be used to further explore the factors’ transmission mechanisms once the
causality has been established. It is inadequate to interpret the Granger Causality test results because
doing so simply illustrates the direction of the causal effects.

3.3.2 Impulse Response Function

Once the causality is recognized, the impulse response function is performed. Using the IRF is
more helpful in examining the innovations’ transmission mechanism in one variable to a specific
variable. Here, the IRF will show how the rates respond to some shocks and see if the responses are
immediate or delayed.

4. Results
4.1 Descriptive Analysis

This section will analyze the results from the descriptive analysis, Johansen-Juselius (JJ)
cointegration test, unit root test, Granger Causality test, Vector Error Correction Model (VECM), and
Impulse Response Function (IRF). The correlation and significance of each variable will be explained
in this chapter.

Table 1 illustrates the descriptive analysis with respect to all variables utilized in this research
from the year 2014 to 2019 using monthly available data from the Statistical Bulletin of Bank Negara
Malaysia. This analysis uses the natural logarithm for total Islamic financing and total conventional
loans to make them consistent in value along with other variables, considering both variables have a
high standard deviation. Thus, the new symbol for total Islamic financing and total conventional loans
is LTIF and LTCL, respectively.

Table 1
Descriptive statistics for variables
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Variables N Mean Standard Deviation  Skewness Kurtosis
LTIF 69 12.97404 0.21964 -0.14042 1.97461
BLR 69 6.75165 0.11144 -0.23628 2.28931
BFR 69 6.83578 0.12723 -0.01028 1.98138
LTCL 69 14.21758 0.101893 -0.20698 1.98213

Based on Table 1, all variables have a standard deviation between 0.1 and 0.3, which is adequately
low to prove that these variables are accurate and close to their mean value. The positive skewness
of all variables shows that the data tail is extended toward the left, which means that the value of
the mode is higher than the mean and median of the data. Since all variables have a kurtosis value
less than 3, it is anticipated that the data is not normally distributed. This distribution is called
platykurtic, which means it has shorter and thinner tails compared to the normal distribution, and
there are fewer extreme outliers exist in this distribution.

4.2 Model Results
4.2.1 Unit root test and co-integration test

The next step is the unit root analysis which is to determine if the variables are 1(0), I(1), or 1(2)
processes. The subsequent unit root test is performed for each variable at both the level and the first
difference employing the Augmented Dickey-Fuller (ADF) test with the inclusion of the intercept. The
following is the hypothesis of the unit root test in the ADF test:

Ho: A = 0; The series is not stationary and has a unit root problem
Hi: A < 0; The series is stationary and has no unit root problem

Table 2 shows that at level form, the null hypothesis fails to be rejected at a 5% significant level
because all variables have a p-value of more than 0.05. There exists a unit root problem, and the
series is not stationary. Apart from that, the variables are tested at the first difference level, and the
results show that all variables have a p-value of 0.00. Here, a 5% significant level allows the null
hypothesis to be rejected. It is claimed that the series is stationary and free of unit root problems.
The order of integration is I(1) as a result.

Table 2

Unit root test at level form

Series Coefficient P-value Result

LTIF -0.07904 0.75720 Do not reject the null hypothesis, series is not stationary
LTCL -0.06960 0.79200 Do not reject the null hypothesis, series is not stationary
BLR -0.11436 0.58070 Do not reject the null hypothesis, series is not stationary
BFR -0.10705 0.63730 Do not reject the null hypothesis, series is not stationary

The best lag for this model must be established using VAR estimation before performing the
Johansen-Juselius (JJ) Cointegration test. The lag order chosen by the criterion is 3, according to the
VAR Lag Order Selection Criteria. The next stage is to do a stationarity and stability test to determine
whether or not the VAR is stable. Figure 2 demonstrates that the VAR is stable since all the roots are
contained within the unit circle.
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Inverse Roots of AR Characteristic Polynomial
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Fig. 2. Testing stability of VAR

After the stability of the VAR is confirmed, the Johansen-Juselius test can be conducted. Lag for
difference terms needs to be one less than the optimal lag. In our case optimal lag is 3, so lag 2 is
chosen to run the Johansen-Juselius test. The result for the Johensen-Juselius test is defined by the
maximum eigenvalues (ME) and critical values (CV) at a 5% significant level, as in Table 3. The null
hypothesis will be rejected if ME is greater than CV and fail to be rejected otherwise. The findings in
Table 3 indicate that the null hypothesis is rejected when r=0. When r=1, ME is smaller than CV; thus,
we fail to reject the null hypothesis. In addition, the result proves that this model only has one co-
integrating vector, which means that this model has a long-run relationship between the variables.
In other words, the variables in this model, which include the base lending rate, base financing rate,
total conventional loans and total Islamic financing, shall have some co-integration among them;
which in turn answers part of the first objective. However; this result does not confirm the degree of
co-integration among these variables; therefore, must be preceded with the vector error correction
model (VECM) to identify the short- and long-term effects.

Table 3

Johansen-Juselius test

Hypothesis Maximum Eigenvalues (ME)  Critical Values (CV) at 5% Result

Hy:r=20 28.65526 27.07 ME> CV,reject HO
Hi:r>0

Hy:r=1 14.32022 20.97 ME< CV,fail to reject HO
Hi:r>1

Hy:r=2 5.09989 14.07 ME< CV,fail to reject HO
Hi:r>2

Hy:r=3 0.44183 3.76 ME< CV,fail to reject HO
Hi:r>3

4.2.2 Vector Error Correction Model (VECM) and Granger Causality

The VECM approach is employed to continue the investigation and determine the long- and short-
run relationships between Islamic financing and other variables. Tables 4 and 5 include the equations
for the long- and short-run relationships based on the VECM method’s findings, as given below:

Table 4
Long-run coefficient
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Co-integrating Equation Coefficients

LTIF (-1) 1.0000000
BLR (-1) 0.3333538
BFR (-1) -0.327330
LTCL (-1) -2.155605
C 17.65916

Table 5
Short-run coefficient

Coefficient terms Error Correction D(LTIF)

Cc1 CointEql -0.156692*
Cc2 D(LTIF(-1)) -0.050232
c3 D(LTIF(-2)) 0.098345
ca D(BLR(-1)) 0.066461
c5 D(BLR(-2)) 0.458044*
C6 D(BFR(-1)) -0.044289
c7 D(BFR(-2)) -0.332554*
C8 D(LTCL(-1)) 0.282810
(o] D(LTCL(-2)) 0.096760
C10 C 0.008108

*significant at 5% level

The combination from Tables 4 and 5 provide both the long- and short-run coefficients as a whole
given by:

(LTIF) = C(1)*( LTIF(-1) + 0.333534+BLR(-1) - 0.32733*BFR(-1) - 2.15561%LTCL(-1) +
17.65916 ) + C(2)*D(LTIF(-1)) + C(3)*D(LTIF(-2)) + C(4)*D(BLR(-1)) +
C(5)*D(BLR(-2)) + C(6)xD(BFR(-1)) + C(7)*D(BFR(-2)) + C(8)*D(LTCL(-1)) +
C(9)*D(LTCL(-2)) + C(10)

where,

LTIF = log of total Islamic financing
BLR = base lending rate

BFR = base financing rate

LTCL = log of total conventional loan

The first term, C (1), is the coefficient representing the long-term equation while the rest C (2) until
C (9) represents the short-term coefficients.

Based on VECM results, it is found that BLR and BFR have a short relationship with LTIF. All
variables in the short-run equation are insignificant because of having a p-value of more than 0.05
except for C (5) and C (7), which are BLR and BFR. Therefore, it can be said that there is causality
between BLR and LTIF and between BFR and LTIF. However, this method does not show the direction
of the causality. Further analysis is done to explore the causality direction with the Granger Causality
test. It is performed to examine the causality direction for BFR and BLR with LTIF. The null hypothesis
is set to reject the p-value less than 0.05. Based on Granger causality test results in Table 6, the
hypotheses for ‘BLR does not Granger-cause LTIF’ and ‘BFR does not Granger-cause LTIF’ are rejected.
As a result, both BLR and BFR Granger cause LTIF however, LTIF does not granger cause both BLR and

10
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BFR. In other words, both rates of lending and financing do play significant roles in influencing the

Islamic financing component to increase or increase; thus, answering the first objective.

Table 6
Granger Causality on variables

Null hypothesis P-value
BLR does not granger cause LTIF 0.0001
LTIF does not granger cause BLR 0.5798
BFR does not granger cause LTIF 0.0029
LTIF does not granger cause BFR 0.6975

4.2.3 Impulse response function

The final step is to utilize Impulse Response Function to see how the Islamic financing response
to some shocks from the rates. Figure 3 shows that LTIF goes upward if the positive shock is put on
BLR (increase BLR). This response shows that customers will switch to Islamic financing if BLR
becomes higher. Meanwhile, for BFR, the LTIF graph goes upward if BFR is put on negative shock
(decrease BFR). It means that customers choose Islamic financing at lower rates of BFR and switch to
conventional if BFR is increased.

Response of LTIF to Innovatons

o012

|

Nl
004

Fig. 3. Impulse response function of LTIF with given shocks

From Figure 3, it is notably clear that shocks put on both BLR and BFR will have significant effects
on the total Islamic financing; which infer that as BLR rates are decreased, customers from the Islamic
home financing products may shift to conventional loans and vice versa. This may also mean that
customers are more inclined towards the lower rates rather than choosing an Islamic home financing
product due to religious concerns. Hence; this answers the third objective.

5. Conclusions
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The findings of this study demonstrate that customers may be profit motivated. Theoretically,
the changes in interest rate would lead profit-motivated customers to substitute either conventional
bank loans for Islamic financing or vice versa. According to the study, any increases in the base
lending rate would also persuade customers to obtain financing from Islamic banks, whilst any
decreases in the base lending rate may have the opposite effect. However, this research found that
there is a co-integrating relationship between Islamic financing (LTIF) and the interest rates (BLR and
BFR). LTIF has a long-run and short-run relationship with both rates which means there is causality
between BLR and LTIF and also between BFR and LTIF.

This study also proves that LTIF appears to be responding positively to BFR & BLR shocks by using
the Impulsive Response Function method. Nevertheless, it is relatively more immediate to respond
to BLR shocks. This suggests that Islamic bank customers may be profit-driven and that the fluctuation
of BLRs (interest rates) will have an impact on their Islamic financing decisions. Hence, customers
would favor conventional loans over Islamic financing during periods of falling interest rates and vice
versa during periods of rising interest rates.

However, a major limitation of this paper is the correlation between LTIF and other variables
cannot be observed as all variables are stationary at first difference; thus, Ordinary Least Square
cannot be conducted. Future research in this area can include more variables to find out if there is a
more significant variable that shifts customers from conventional loans to Islamic financing or vice
versa and to use a bigger time frame to get a more accurate result.
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