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ESSENTIAL NOTES ON MODELING RENTAL RATE
FOR ISLAMIC HOME FINANCING IN INDONESIA

Homeownership hitherto remains a formidable work in every country. Rental rate that comprises
house and rental price is an arduous factor to determine just price to own the home. This study at-
tempts to unveil some essential notes for Islamic bank in undertaking rental rates for Islamic mort-
gage financing in Indonesia. By employing the qualitative approach of pedigree on Islamic mortgage
financing, this study found some pertinent elements such as the rental price of residential housing,
macroeconomics variables, and its heterogeneity and homogeneity factors are among the essential
notes to undertake by relevant stakeholders in determining rental rate. The novelty of this study can
be considered as the one that initiated to an exploration of rental rates as an alternative element in
Islamic home financing in Indonesia. This study implies government policy to consider rental rate
mechanism as a new approach to derive just Islamic home financing in Indonesia. In addition, Is-
lamic banks will incorporate this approach as part of their pricing component in determining Islamic
home financing.

Key words: rental rate, Islamic Home (mortgage) financing, macroeconomics, heterogeneity, homo-
geneity.
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MHAOHE3UAAAFbI UICAAMADIK, TYPFbIH YHAT KapXKbIAQHAIPY YLUiH
YKAAAQY MOALLIEPAEMECIH MOAEAbAEY TYPaAbl HETi3ri ecKkepTyAep

Yiire Meaik eTy ap eAAE OAI A€ KMbIHMIHAET GOAbIMKaAa GepeAi. YA KaHE XKarAay aKbICbIH KAMTUTbIH
YKaAAQY MOALLEPAEMECH YIre MEeAIK ETYAIH 8AIA 6aFaCbiH aHbIKTayAblH KMbIH (hakTOpbl GOAbIN TabbIAAAbI.
Bya 3epTTey MHAOHE3MSIAQFBI MCAQMABIK, UMOTEKAABIK, Kap>KbIAQHABIPYFa >KanAdy MeALLEepPAEMeEAepiH
aHbIKTay Ke3iHAe McAam BaHkiHe Kenbip MaHbI3Abl YCbIHLICTapAbl YCbIHYFa ThipbICTbl. Pedigree-ain
MCAQMABIK, MMOTEKAAbIK, KapXKbIAQHABIPYFa CarnaAbl K63KapacblH KOAAAHA OTbIPbIM, OYA 3epTTey TypFbiH
YHAI XKaAFa aAy KyHbl, MaKpO3KOHOMMKAABIK, aiHbIMAAbIAAP, COHAQM-aK, OHbIH FeTeporeHAIAiri MeH
GipTeKTIAIr hakTOpAapbl CUSIKTbI KEMGIP TUICTI SAEMEHTTEP XKAAAQY MOALLEPAEMECIH aHbIKTay Ke3iHAe
TUICTI MYAAEAI TapanTap eckepyi Kepek MaHbI3Abl eCKepTyAepAiH 6ipi GOAbIM TabblAATbIHbIH KOPCETTI.
ByA 3epTTeyaiH >kaHaAblFbl MHAOHE3MSAQFbI MUCAAQMABIK TYPFbIH YA Kap>XKblIAQHABIPYAbIH 6arama
DAEMEHTI PETIHAE XKaAAQy MOALLEPAEMEAEPIH 3epTTeyai 6acTasbl Aen caHayFa 6oAaabl. Bya 3epTTey
YKimMeTTiH MHAOHE3NsAaFbl TYPFbIH YIMAI SAIA MCAAMADBIK, KAap>KbIAQHABIPYAbBI aAYAbIH >KaHa TBCiAi
peTiHAE >KAaAAQy MOALLEPAEMECIHIH MexaHWM3MiH KapacTbipy cascatbiH Girpipeai. CoHbiMeH katap,
MCAAMAbIK, 6aHKTEp BYA TOCIAAT MCAAMABIK, TYPFbIH YIAT KapXKblIAQHABIPYAbl aHbIKTayAa GaFa Kypamaac
Goniri petiHae kapacTbipasbl. COHABIKTaH HaApbIKTbIH TUIMAIAIMIH KAAbINTACTbIPY YLWiH YKiMeT 6GyA
MaCeAeH] wellyi kepek. ByA HerisiHeH yil lWapyalblAbIFbIHbIH GaMAbIFbIH XMHAKTAY, XKYMbIC KYLLi MeH
CaAbIKTbl apTTbIPy CUSKTbl YAKEH MYAbTUMNAMKATUBTI 3(PPEKTIMEH YATTbIK, SKOHOMMKAHbI KYMbIAAbIPA
aAaTbiH TYPFbIH Yil CEKTOPbiHA 6GaMAaHbICTbl. BYA CEKTOPAbIH, WaFbiH YAEC Kap>Kbl HapbIFbIHbIH
TUIMCI3AITIHE BKeAeAl XKaHe TabblC AeHreni TOMEH >XKoHe opTalla aAaMAAp YLiH TYPFbIH Y1 KOPbIHbIH,
YKOKTbIFbIHAH YKIMETKE aybIpTMaAblk, TYCIpeAi.

Tyihin ce3aep: xanpay MeAllepAemeci, McaaMAbIK, TYpFbiH yil (MMOTeKaAbIK) KapyKbIAQHABIPY,
MaKpO3KOHOMMKA, BipTEKTIAIK.
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OcCHOBHbIe 3amMeYaHus Nno MOAEAUPOBAHUIO aPEHAHOf'i CTaBKH
AASl UCAAMCKOTO CbMHaHCMpOBaHMﬂ XKUAbS B MHAOHE3MM

AOMOBAAAEHHME AO CHX MOP OCTAETCS CAOXKHOM 3aAaueit B KaXKAOM CTpaHe. ApeHAHasl CTaBKa, KOTopast
BKAIOYaeT B cebsi AOM 11 CTOUMOCTb apEHADI, IBASIETCS TPYAHbBIM (DAKTOPOM AASI ONIPEAEAEHUS CPABEAAMBOA
LieHbl BAAAEHUSI AOMOM. B 3TOM MccAea0BaHUM MPeANPUHSTA MOMbITKA NMPEACTaBUTb HEKOTOPbIE BaXKHbIE
PEKOMEHAALIMM MCAAMCKOMY OaHKy MpY OMPEAEAEHUM aPEHAHbIX CTAaBOK AASl MCAQMCKOTO MMOTEYHOrO
huHaHcmpoBaHus B MHAOHE3MN. MCMOAb3Y$S KaUeCTBEHHbIN MOAXOA pedigree K MICAAMCKOMY MMOTEYHOMY
(hMHAHCMPOBaHUIO, 3TO UCCAEAOBAHME MOKA3aA0, YTO HEKOTOPble COOTBETCTBYIOLLME IAEMEHTbI, Takue
KaK CTOMMOCTb apeHAb! XMAOrO MOMELLEHUs, MaKPO3KOHOMMYECKME MepemMeHHble, a Takxke (PaKkTopbl
€ro HeOAHOPOAHOCTU M OAHOPOAHOCTM, SIBASIIOTCSI OAHMMM M3 BaXKHbIX 3amMeuaHuil, KOTOpble CAeAyeT
YUMTbIBaTb COOTBETCTBYIOLWMM 3aMHTEPECOBaHHbIM CTOPOHAaM MpPU  OMPEAEAEHUM apeHAHOM CTaBKM.
HoBU3HOM 3TOro MCCAEAOBAHMS MOXKHO CUMTATb TO, UTO OHO MOAOXKMAO HAYAAO U3YUEHMIO apEHAHbIX CTaBOK
KaK aAbTEPHATMBHOIO SAEMEHTa MCAAMCKOro (pMHAHCUMPOBAHMS >KUAbS B MIHAOHE3NM. DTO MCCAEAOBaHME
NMOApPa3yMeBaeT MOAMTMKY MPaBUTEAbCTBA MO PACCMOTPEHMIO MeXaHM3Ma apeHAHbIX CTAaBOK B KauecTBe
HOBOI'O MOAXOAQ K MOAYYEHUIO CMIPAaBEAAMBOrO MICAAMCKOTO (hMHAHCUPOBaHUS >KUAbS B MIHAOHE3MK. Kpome
TOro, UCAAMCKME GaHKM BYAYT yUMTbIBATb STOT MOAXOA KaK YaCTb CBOErO KOMIMOHEHTA LIEHOO6PA30BaHMs
Npu ONpeAeAeHNM MCAAMCKOTO (DMHAHCMPOBAHMSI SKUABSL.

KAroueBble cAoBa: apeHAHas cTaBKa, Mcaamckoe >KMAMLIHOE (MnoTevyHoe) hMHaHCKMpOBaHWe,
MaKpO3KOHOMMKA, HEOAHOPOAHOCTb, OAHOPOAHOCTb.

Introduction

The development of mortgage (home) loan in
Indonesia recorded a sluggish growth compared to
other developing countries in Asia such as Malaysia,
Thailand and India as it was accounted below 5%
out of total GDP in 2019 compared to 14%-45% out
of GDP in other countries. Indonesia showed better
performance only compared to Philippine which
was only 4%.

Table 1 shows mortgage loan ratio compared
to GDP in some majority of developed countries
such as Japan, Singapore and United State of
America where they have more than 40% growth
compared to GDP. However, South of Korea
showed different performance with only 18%.
Theoretically, mortgage to GDP ratio is publicly
accepted as an indicator of maturity in financial
industry market with 10% of threshold out of
national GDP.

Table 1 — Comparison of Mortgage Loan Ratio to GDP in Some Countries 2015-2019

No COUNTRY YEAR
2015 2016 2017 2018 2019
1 Philippines 3,19% 3.47% 3,70% 3,60% 3,78%
2 Indonesia 2,94% 2,95% 3,01% 4,35% 4,49%
3 India 6,06% 5,95% 5,42% 5,53% 7,75%
4 Thailand 13,50% 13,65% 13,55% 13,79% 14,09%
5 South Korea 19,76% 19,21% 17,69% 17,70% 18,27%
6 Malaysia 36,11% 36,66% 36,04% 36,04%* 36,04%*
7 Japan 47,24% 48,08% 48,69% 37,36% 38,30%
8 Singapore 44.86% 45,50% 45,41% 45,41%* 45,41%*
9 USA 52,79% 52,83% 51,83% 49,51% 48,90%
10 Australia 92,64% 95,02% 95,87% 96,17% 94,68%
11 Switzerland 121,35% 124,00% 124,94% 116,42% 117,80%
* Assuming the percentage is the same as in 2017
Note: Helgi Library (2021)
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The sluggish growth of mortgage loan to
Indonesian economy can be caused by limited
access to capital market and unstable interest rate.
In addition, among the serious problem is financial
inclusion and affordability to own the house among
people with low income level particularly from
informal sector of workforce (Soeroto, 2020). Pay-
ment system also did not perform well to meet fi-
nancial need of people and caused more barriers to
access loan from the bank

Therefore, the government have to settle this is-
sue to create market efficiency. This is mainly due to
housing sector that able to mobilize national econ-
omy with its huge multiplier effect such as wealth
accumulation of household, increase labour force
and tax. Small contribution of this sector will lead
to inefficiency of financial market and burden to the
government due to lack of housing facility for peo-

ple with low and medium income level.

On another side, Islamic mortgage (home)
financing based on sector in April 2022 showed
tremendous growth with 49.5% total financing
distributed to household sector accounted to 48.8%
of financing distributed to labour force sector
respectively. Construction and manufacture sector
experienced a slow growth while gas and water
sector showed significant growth.

Meanwhile, Islamic banks have disbursed huge
Islamic home financing to household sector, even
higher than other financings which accounted for
more than 24,47% as of March 2022. Based on
Table 1 above Islamic bank focuses on Islamic home
financing compared to conventional counterpart
which was consistent above 20% for the last five
years that preceded conventional bank which was
accounted for below 10%.

29,00%
24,46% 24,47%
22,45% 22,87% 23,56%
21,23% :
23,00% y
17,00%
b Q,
11,00% 8,29% 8,41% 8,54% 9,06% 9,43% 9 48%
5,00%
w e 2o 2020 2021 Q12022

e (Conventional Home Loan out of Total Loan

e [Slamic Home Financing out of Total Financing

Figure 1 — Proportion of Mortgage Loan Towards Total Loan
Note: Various data of OJK (2022)

Based on the above data, it can be concluded
that the strength of loan disbursement by Islamic
bank mainly for consumer product with focuses
on Islamic mortgage financing. In view of its low
percentage out of total GDP in conventional bank,
Islamic bank posed more untapped opportunity
to be a market leader in extending credit of home
ownership and an opportunity to gauge strong
branding as Islamic mortgage bank.
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AsofMarch 2022, total Islamic home financing
amounted to IDR 103 trillion while conventional
counterpart accounted for IDR 556 trillion. These
figures recorded similar to 2021 where based on
YoY growth it was 9.79%. Previous year (2021)
was recovery year of mortgage loan following
the sluggish growth of property sector during
Covid-19 pandemic that occurred in the early of
2020.
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Figure 2 — Total Mortgage Loan and Its Growth (*Growth Q1 2022 is data based on year-on-year)
Note: Various sources based on data of OJK (2022)

Methodology theoretical underpinning have been developed to
match the concept of removing interest benchmark
Qualitative approach undertaken to  from Shariah perspectives. In other words, the

systematically examine the phenomenon that
happened in the subject of the research such as
perception, motivation and behaviour by way of
describing in the form of scientific words and
languages using different natural methodology.
Descriptive research design also aims to obtain
information In addition, qualitative research is
descriptive approach and tend to use analysis where
the process and objective become a guidance of
research to meet its objectives. Therefore, this paper
the collected data in the form of words rather than
numbers.

This paper employs qualitative study by
undertaking library research that relevant to
modelling rental rate for Islamic home financing.
The review encompasses empirical studies outside
Indonesia as rental rate has not been determined yet
by the regulator of Indonesia. This paper therefore
will focus on what are suitable variables that can
be applied in Islamic home financing in Indonesia
taking the notes of best practices of Islamic home
financing outside Indonesia. In addition to that, some

analysis derived from quantitative evidences that
supported by Shariah views.

Literature Review

It should be noted that many factors influence
the determination of rent levels, (Kajuth, 2021)
highlight by presenting three factors that influence
housing prices, namely physical, location and
general price variables. Similar investigations were
carried out by (Day, 2003) and (Palmon, Smith, &
Sopranzetti, 2004). At the same time, (Mahfudz,
Ahmad, Yusoff, Naim, & Ali, 2016) argued that there
are problems in replacing the current benchmarking
analysis, because there is no general agreement on
how to deal with the removal of benchmarking from
Islamic financial practices. So far, Islamic scholars
have unanimously agreed to use the real rental value
of real estate to replace the interest rate benchmark
that exists in Islamic financial practice (Meera &
Razak, 2009). However, the formula they use is very
similar to conventional practices. In this case, the
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opinion of (Usmani, 2021) supported by Wahaba al-
Zuhayli (2003) who said that “A sale without naming
the price is defective and invalid “One cannot agree
to buy or rent something without knowing the price
one must pay.

In addition, (Meera & Razak, 2009) also argued
about how the rental rate is replaced by the market
price. The issue is based on the fact that the bank’s
cost of funds is likely to be linked to market interest
rates. Second, if the interest and rental rates were
to equalize, the same amortization schedule as in a
traditional bank would be achieved. (Meera & Razak,
2009) also confirmed that interest is more expensive
than rent. However, implementing a rental system
can be difficult and expensive, especially if value-
independent services are sought in the absence of
rental indices.

At the same time, (Mohd Yusof, Bahlous, &
Haniffa, 2016) developed an Islamic rental rate
(RRi) instead of comparing interest rates. They
argued that the RR should be stable without severe
fluctuations and resistant to macroeconomic shocks.
They further argued that RRi has proven to be
suitable for both customers and banks because it
resembles the fairness, equity and real returns of
Islamic home finance.

(Mohd Yusof, Kassim, Shabri A. Majid, &
Hamid, 2011) analyzed the possibility of basing the
price of an Islamic housing finance product on the
rental rate instead of the traditional interest-based
loan rate in Malaysia. They document evidence that
the rental rate is a better choice than the loan rate
when pricing an Islamic housing finance product. In
particular, rents are found to withstand short-term
economic instability, while in the long run they
actually reflect economic fundamentals.

Although MM is less problematic from an
Islamic perspective, concerns have been raised
about this practice involving issues of contract,
agency, trust, property and share price and leasing
in line with market forces as noted by (Smolo &
Kabir Hassan, 2011); (Mydin Meera & Abdul
Razak, 2005), (Meera & Razak, 2009). One of
the highlighted issues is the approximation of
traditional home financing and MM practices. For
example, unlike rental rates, standard bank charges
still apply and applicable interest rates are usually
higher than rental rates. On the other hand, the use
of rental prices requires the services of a real estate
appraiser, whose evaluation is often very subjective
and does not reflect the real value of the real estate
or the prevailing macroeconomic conditions. (Meera
& Razak, 2009) devised solutions to some practical
problems by extracting changes in rental prices,
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property values, estimating new rental values and
rental prices. They concluded that the rental value
is based on assumptions, but in practice it is still
determined arbitrarily.

According to (Usmani, 2021), restructuring
Islamic banking finance amid environmental
practices is a huge task because people felt that
removing interest from banks and financial
institutions would not bring more profit than
charity. In traditional practice, an interest-free
loan extension is only suitable for a non-profit
organization or charity. However, it is pertinent to
note that Shariah has a special approach to business
finance. Lack of interest in Shariah financing does
not mean that the bank will suffer losses or that
the bank will not make a profit. If the financing is
for business purposes, it can be based on profit and
loss sharing, although to some extent Musyarakah
and Mudarabah are not applicable and it is possible
for certain companies.

Result and Discussion

Islamic  Banking Facility for Mortgage
Ownership:  Musyarakah Mutanaqishah Versus
Murabahah

In Indonesian Islamic banking industry, there
are only two banking facility for the purpose of
home ownership that offered to customers namely
Musyarakah Mutanaqishah (MMQ) and Murabahah.
MMQ is a sophisticated facility can be used not
only for home ownership but also for other products
such as refinancing, working capital, restructuring
the loan and take over from conventional to Islamic
bank.

MMQ for home ownership is perceived as the
right and proper banking facility for customers
compared to Murabahah. Some fundamental reasons
such as longer maturity than Murabahah and cheaper
price for customer become pertinent consideration
for customer in choosing the right banking facility
for their home ownership. In addition, MMQ has
lesser deposit payment compared to Murabahah
and therefore MMQ is much preferred compared to
Murabahah.

Meanwhile, Murabahah is a cost-plus profit or
mark-up price banking facility that can be applied
not for home ownership product but also can be used
for multiple purposes. Murabahah is much easier for
the bank to be applied and more return compared
to MMQ. Bank can set the profit margin easily
and determine the maturity with low risk exposure
for the bank. On the other side, as Murabahah 1is
considered as an expensive banking facility, home
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ownership product becomes less preferred by the
customer instead of MMQ.

Nevertheless, although MMQ is much better
compared to Murabahah for home ownership
product, the implementation of MMQ still remain
an arduous work for Islamic bank in Indonesia.
Murabahah hitherto still dominating banking facility
for home ownership products. Only few Islamic
bank provide MMQ for home ownership product. In
fact, many of Islamic bank particularly for Islamic
rural banks that belong to local government are
lacking of knowledge on MMQ operation.

Determining Rental Rate of Residential Housing
in Indonesia

There are many approaches that recorded in
the pedigree of rental rate. In general, there are two
methods employed by many researchers namely
Hedonic Pricing Model and Macroeconomics
Variables and econometric analysis. Rental rates for
home loan comprise house price and rental price of
residential house that must be available to determine
rental rate. The data on rental price is inseparable
component that is not easy to be obtained.
Determining rental price of house in certain area
subject to certain criteria that can be different from
one area to another area. In Indonesia, rental price
of residential house is very subjective and difficult
to obtain the true and just rental price.

The hedonic pricing model (HPM) is one of
the most commonly used methods for determining
rental values (Filippova, Gabe, & Rehm, 2022).
Hedonic regression analysis is a statistical
technique that can be applied to multiple property
values and related characteristics to identify and
quantify the importance of characteristics in
determining property value. This is an established
technique that has been widely used in housing
market pricing and is commonly used in property
valuations in the US and UK. A further extension
of the HPM leads (Ibrahim, Cheng, & Eng, 2005)
accept an automated scoring model. Analyzing
housing prices in Singapore’s resale market
between 1995 and 2000, the study results show that
variables such as floor space, age, distance from
the central business district (CBD) and distance
from the MRT are important determinants of
housing development. Government Resale price
of flats. In a recent study, (Ahlfeldt, Heblich, &
Seidel, 2021) used a dummy variable method to
create hedonic indices in Oslo, Norway for the
period 1970-2008.

Variables used in the analysis are large deposits,
central location and use of real estate. Recent
approaches to property rental pricing include the

application of advanced econometric analysis. This
requires the use of various econometric analyses,
from simple OLS analysis to vector error correction
models (VECM), variance decompositions (VDC)
and impulse response functions (IRF). The purpose
of these analyzes is to examine the dynamics
or nature of the causal relationship between the
variables and to determine the relative strength
of the causal relationship between the variables
after the experimental period. In other words, if
the application of OLS analysis to property rent
determination involves testing the explanatory
power of identified property rent determinants,
another econometric analysis helps to provide more
information about the dynamic relationships of
property rent levels variables. For example, (Allan,
Liusman, Lu, & Tsang, 2021) sought to demonstrate
the importance and potential value of commercial
rent modelling, forecasting and forecasting in the
UK office, industrial and retail markets between
1986 and 1995. Using (Pesaran, Shin, & Smith,
2001) and VAR estimation, the study concludes
that theory appears to be a better indicator of
the “correct” model structure than historical fit
maximization. Meanwhile, (Rambaccussing,
2021) and (Trevillion, 2022) employed time series
techniques and censored regression analysis to
model property rents in both Scotland and Great
Britain. Although (Rambaccussing, 2021) compared
and contrasted the differences and commonalities
of the three main sectors of the real estate market,
(Trevillion, 2022) relates real estate stock prices to
several macroeconomic variables.

For developing economies, research on real
estate market rental values has focused primarily
on modeling, estimating, and forecasting real estate
rental values. Using regression analysis, (Hui, Yiu,
& Yau, 2007), examine the relationship between
market position and retail rents in Hong Kong
from 1997 to 2003. Identifying the macroeconomic
drivers of Singapore’s private housing industry, (ho
Kim Hin & Calero Cuervo, 1999) provide empirical
evidence that housing prices in Singapore are
integrated with real GDP, prime lending rates and
the private housing sector.

Recent studies such as (Hanna, Caples, &
Smith, 2013) examine housing demand and prices
in the US state of Texas between 1980 and 2011.
Developing a regression model to predict inflation-
adjusted average monthly rent. The variables
selected in the stepwise regression are occupancy
rate, new housing construction, population change
and employment change. (Hanna et al., 2013) find
that the inflation-adjusted average rent level has a
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significant effect on occupancy and the construction
of new housing.

Despite extensive research to estimate, predict
and identify important variables in the real estate
industry, research on the relationship between house
prices and rents and the financial sector remains
insufficient due to the enormous development of
the financial sector in this area. In fact, there is
little research on the relationship between dynamic
pricing in the real estate industry and the Islamic
financial system.

Conclusion

Islamic home financing in Indonesia has to
consider a new approach in determining just price
for the customer of Islamic banks. Home ownership
hitherto remain an arduous work for relevant stake
holders to produce just price that include elements or
variables that comply with Shariah principles. Rental
index has not been established yet in Indonesia and

therefore more challenges ahead in adopting some
empirical and best practices of other countries
to be applied in Indonesia which have certain
characteristic. Therefore, some pertinent notes have
to be considered by all relevant stake holders such
as regulators, Islamic banks, developers and other
leasing companies to work together to adopt hedonic
pricing mechanism, macroeconomics variables, and
its heterogeneity and homogeneity factors.

This paper implies policies to be taken by
relevant stake holders in Indonesia particularly
regulators in order to meet the government program
on one million national housing projects by 2025.
Determining rental rate could be adopted by taking
not only micro variable but also macro variables as
Indonesia comprises of many islands and remote
area that require specific approach to calculate the
price that lead to justice and fairness. In addition,
taking the best practices of other countries which
provide accurate data might help in determining
proper rental rate that can be applied in Indonesia.
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