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Abstract 

The focus of this study is to compare the role of Islamic vs conventional banker’s 

trust in their borrowers, i.e., micro and small business, on credit availability. We conducted 

survey to 55 banks in Indonesia, a country which has been implementing a dual banking 

system and obtained 1627 observations. The result suggests that both Islamic and 

conventional banker’s trust in their borrowers are positively associated with credit 

availability. Perhaps, the more interesting finding is the economic impact of Islamic 

banker’s trust on credit availability is greater than that counterparts. This result implies that 

Islamic banks rely more on trust when lending to opaque borrowers compared to its 

counterparts. Our results are robust to alternative specifications and to endogeneity. 
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1. Introduction 

Access to bank lending plays important role in determining the success of SMEs. 

However, it might be difficult for SMEs to obtain loans from the banks because of their 

opaqueness (Petersen and Rajan, 1994). Bankers might find difficulties in gathering 

information about SMEs. This is because SMEs have lack of publicly information and short 

mailto:ibrahim.wijaya@cranfield.ac.uk


 2 

credit history (Bruns et al., 2008). Asymmetry information could lead bankers to face two 

main challenges in the lending activities, i.e., to differentiate between good quality 

borrowers and low-quality borrowers (adverse selection) and moral hazards (Stiglitz and 

Weiss, 1981). After obtaining loan from the banks, borrowers could undertake a risky 

project based on their own preferences and possibly use the credit different from the 

original purpose. These moral hazards might increase the delinquency of the borrowers 

which in turn make the banks worse off. Enforcing the agreement/contract and performing 

day-to-day monitoring might reduce the agency problem but they are not costless. Trust 

could reduce the effort to control other party (Zand, 1972). Given that trust could be built 

based on recurrent contract, parties with successful past transaction are less likely to suffer 

information asymmetry because both parties might share information more freely with each 

other (Ring and Van de Ven, 1992). Past transaction also improve the predictability and 

reliability of a party (Ring and Van de Ven, 1992). Consequently, when the bankers trust 

their borrowers, the more credit available to the borrowers and the less interest rate charged 

to the borrowers.  

Existing literature has shown an increased interest in the impact of trust on credit 

availability (for example, Moro et al., 2018; Palazuelos et al., 2017; Moro and Fink, 2013; 

Hernandez-Canovas and Martinez-Solano, 2010; Nguyen et al., 2006; Lehmann and 

Neuberger, 2001; Harhoff & Körting, 1998). However, no research has been found that 

compare the role of trust on bank lending in Islamic and conventional banks. Despite 

Islamic banks have to follow Islamic principles in their day to day operation, comparative 

study could be conducted since there are similarities as well as differences in the financial 

behavior of these institutions (Chong and Liu, 2009). With regard to the similarities, both 
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Islamic and conventional banks face asymmetric information problem when lending to 

opaque borrowers. Thus, credit process plays a pivotal role to ensure the borrowers be able 

to repay interest and the loan (Bruns and Fletcher, 2008). To reduce asymmetric 

information problem, lenders could apply a relationship lending technology (Berger and 

Udell, 2002). The idea of relationship lending is based on the accumulation of soft 

information, i.e., character and reliability of the entrepreneurs, over the time through 

repeated interaction (Berger and Udell, 2002). In addition, both banks could ask borrowers 

to provide collateral to shift the risk from the banks to the borrowers (Bruns and Fletcher, 

2008). Both banks also face operational risk, such as fraud and IT errors. However, Islamic 

banks face a relatively higher operational risk because of the products that are more 

complex than its counterparts. Interestingly, Islamic banks face a special risk, i.e., mark-

up (benchmark) risk, which may lead to a higher opportunity loss compared to its 

counterparts in the event of delinquency or default. Both Islamic and conventional banks 

could rely on trust to minimize the negative outcomes of credit risk, operational risk and 

mark-up risk. Trust could reduce the need for and cost of making, monitoring, and 

enforcing agreement (Bromiley and Cummings, 1995). However, given that Islamic bank 

is subjected to more agency problem when lending to opaque borrowers, we might 

conjecture that Islamic banks exploit trustworthiness of the borrowers more extensively 

than its counterparts.  
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The focus of this study is  to compare the role of trust on credit availability in 

Islamic and conventional banks. We conducted survey to bank’s officers in Indonesia, a 

country which has been implementing a dual banking system since mid 1990.  The 

econometric findings suggest that Islamic and conventional banker’s trust in the borrowers 

is positively associated with the loan approval. Another important finding was that the 

economic impact of Islamic banker’s trust on the credit availability is greater than that 

counterparts. This result implies that Islamic banks rely more on trust when lending to 

opaque borrowers compared with its counterparts.  

This study adds to previous research in various ways. Firstly, given that trust and 

risk is inextricably linked, we examine the role of both Islamic and conventional banker’s 

trust on the loan approval in the micro and small business. Trust literature stresses that risk 

taking relationship could not be executed when the level of trust is below the level of 

perceived risk (Mayer et al., 1995). Islamic banks have special risks because of its features 

and intermediation model that they follow (Sundararajan and Errico, 2002). Secondly, 

previous studies used benevolence, integrity, and ability as trustworthiness factors (Moro 

and Fink, 2013). We add openness as a one of the trustworthiness factors (Butler, 1991; 

Mishra and Mishra, 1994). Finally, to the best of our knowledge, majority of the studies 

have been conducted in developed countries, i.e., Italy, Germany, Spain, and UK. Only one 

study examined trust in the context of developing country, i.e., Vietnam, and it was an 

interview based study (Nguyen et al., 2006). Akerlof (1970) argues that the problem of 

dishonesty is more serious in underdeveloped countries. In addition, the skill of the 

borrowers in developing countries are not as universal as developed countries.  
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The rest of the paper is organized as follows: Section 2 deals with the hypotheses. 

Section 3 deals with the data and methodology. Section 4 discusses the regression finding 

in the full sample. Section 5 deals with the regressions in the two type of banks and 

followed by discussion. Section 6 draws conclusions.   

 

2. Literature Review and hypotheses 

a. Operational risk, credit risk and mark-up risk: Islamic vs Conventional Bank  

Both Islamic and conventional banks face credit risk and operational risk. Khan and 

Ahmed (2001, p. 29) define credit risk as “the risk that counterparty will fail to meet its 

obligations timely and fully in accordance with the agreed terms”. Operational risk may 

arise from the human, technical errors, or accidents. While mark-up risk, that can only be 

found in Islamic bank, is related with the movement in the market interest rate (Khan and 

Ahmed, 2001).  

With regards to operational risk, Islamic banks have special features that cannot be 

found in their counterparts. Unlike the definition of Basel II, operational risk defined by 

Islamic Financial Service Board (IFSB) does not only related to the inadequacy of internal 

process, people, system, and external events but also covering non-Sharia compliances and 

fiduciary responsibilities (Izhar, 2010). Both Islamic and conventional banks might face 

fraud, IT problem, and inefficient bank’s procedure. However, Islamic banks face a greater 

challenges in mitigating operational risk since its financial activities and the features of the 

financial contracts are substantially more complex compared to their counterparts (Izhar, 

2010; Archer and Haron, 2007). Several examples related to the special operational risk in 

Islamic banks are: (1) Islamic banks should ensure that the use of loan by entreprenurs is 
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in accordance with Islamic principles (Izhar, 2010); (2) Islamic bankers may have a lack 

of entrepreneurial skill when assessing borrower’s project (Archer and Haron, 2007); and 

(3) Borrowers may provide unreliable financial statement as a basis of profit-loss sharing 

(Archer and Haron, 2007). These examples show that the sources of operational risk in 

Islamic bank are from both internal of the banks and the borrowers. In order to solve the 

potential problems, Islamic banks may rely heavily in controlling borrower’s activities. 

Consequently, the agency cost would be significantly increased. In this case, by relying on 

trust, the agency cost could be minimized (Ring and Van de Ven, 1992).   

With regards to credit risk, both Islamic and conventional banks face this type of 

risk. The pivotal process in granting credit is the evaluation about borrower’s ability to 

repay the loan and interest in the future (Bruns et al., 2008). In order to optimize the 

evaluation process and minimize the probability of the delinquency and default, various 

information needs to be gathered by the bankers. When lending to small business, bankers 

are interested to evaluate the owner/manager’s competence in the business, experience of 

the owner/manager, past performance, and also collateral (Bruns and Fletcher, 2008). 

Collateral could be used to lowering the probability of default and the loss that should be 

borne by the banks in the event of default (Moro and Fink, 2013). However, Islamic banks 

have special features because of intermediation model that they follow (Sundararajan and 

Errico, 2002). In the profit loss sharing loan schemes, collateralization is not effective to 

mitigate the credit risk (Sundararajan and Errico, 2002). This is because, Islamic banks 

should bear the loss occurred in the borrower’s business. In this context, we might expect 

that Islamic bankers need to asses trustworthiness of the borrowers thoroughly based on 

the repeated interaction. This assessment could not be accomplished in a short time basis. 
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Consequently, only familiar trustworthy borrowers could obtain the loan. Furthermore, 

Islamic banks are more likely select entrepreneurs who undertake a business project that 

provide high certainty in term of the completion and return because Islamic banks are not 

only risking their return but also their capital.  

With regards to the mark-up risk, only Islamic banks face this type of risk. This is 

because conventional bank has a possibility to adjust the interest rate during the contract. 

In addition, opportunity loss could be minimized because in the event of default, 

conventional banks could still charge interest to their borrowers while waiting for the 

recovery of the loan principal. It should be noted that, additional loan period (debt 

restructuring) will not stop conventional banks to charge interest to their borrowers. In the 

case of Islamic banks, when Islamic banks grant a loan using Islamic debt contracts, a pre-

determined margin (mark-up) that has been agreed in advance cannot be repriced (Khan 

and Ahmed, 2001). In addition, Islamic bank is prohibited to charge additional margin 

when the borrowers asking additional period to repay the loan (debt restructuring). In order 

to deal with this situation, Islamic banks is allowed to convert the contract from debt based 

to a profit loss sharing loan scheme. However when the business of the borrowers is in bad 

condition, converting the debt based to a profit loss sharing loan scheme might not be a 

best solution. Also, Islamic banks need to have high trust when engaging in a profit loss 

sharing contract because of the agency problem. In fact, it is not surprising that mark-up 

risk forms the highest risk according to the survey to Islamic bankers (Khan and Ahmed, 

2001). Given these unique features, delinquency might have a big impact for Islamic banks, 

i.e., stimulating a low-yield situation or high opportunity loss. We might conjecture that in 

the case of Islamic banks,  trustworthiness of the borrowers, both ability and character, play 
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a greater role than in its counterparts in order to minimize the possibility of delinquency 

which might stimulate debt restructuring.  

Interestingly, in Islamic banks, a penalty or late charge (ta’zir) could be charged to 

the borrowers when they are delinquent but it is prohibited to be recognised as a revenue 

and it must be transferred into a charity account (Ariffin et al., 2009). The objective of this 

penalty is to make borrowers be more disciplined. In addition, Islamic banks may also ask 

a compensation (ta’widh) in both profit-loss sharing and Islamic debt contracts. Ta’widh 

could be charged when the borrowers may obtain profit but they do not want to share to 

the Islamic banks, in the event of delinquency, or in the debt restructuring process. Ta’widh 

should be applied because of the negligence of the borrowers when managing a business 

but not in a force majeur situation. The compensation amount should not be mentioned in 

advance. This compensation could be recognized as part of the Islamic banks revenues, 

however the amount of the compensation should be based on the actual expenses (such as 

overhead, administration expenses, repossession expense, or solicitory expenses) but not 

the oppportunity loss. In practice, applying a ta’widh is more complex than a ta’zir.  

All in all, the negative outcomes of operational risk, credit risk and mark-up risk 

are mainly caused by asymmetry information. In this uncertain and risky situation trust 

could play a pivotal role in bank lending as stated by Luhmann (1988, p. 103) “Without 

trust it cannot stimulate supportive activities in situations of uncertainty or risk”. 

Furthermore, high-trust relationship attain lower agency and transaction cost and greater 

overall performance (Becerra and Gupta, 1999).  

 

b. Trust and Lending to small business.  
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Trust is an important aspect in relationship. Trust has been defined as “the 

willingness of a party to be vulnerable to the actions of another party based on the 

expectation that the other will perform a particular action important to the trustor, 

irrespective of the ability to monitor or control that other party” (Mayer et al., 1995, p.712). 

There are four trustworthiness factors that might lead the decision to trust, i.e., ability, 

benevolence, integrity, and openness (Mayer et al., 1995; Butler, 1991; Mishra and Mishra, 

1994). Trustworthiness dimensions in Western literature are in line with the Islamic 

perspective. Trustworthiness dimensions from the Islamic perspective might be derived 

from the ethical values of business in Islam. In Western literature, ability relates to “skills, 

competencies and characteristics that enable a party to have influence within some specific 

domain” (Mayer et al. 1995, p.717). In Islam, humans are encouraged to work at their best 

to build the world and utilize the resources (Uddin, 2003). Benevolence is “the extent to 

which a trustee is believed to want to do good for the trustor, aside from an egocentric 

profit motive” (Mayer et al. 1995, p.718). This is in line with the definition of benevolence 

from the Islamic perspective, ‘‘an act which benefits persons other than those from whom 

the act proceeds without any obligation’’ (Umar-ud-din, 1991, p. 241 as cited by Beekun 

and Badawi, 2005). While integrity relates to “the trustor’s perception that the trustee 

adheres to a set of principles that the trustor finds acceptable” (Mayer, Davis and 

Schoorman, 1995, p. 719). In Islam, human is a trustee of God on the Earth; therefore, 

human beings must take responsibility for all of their actions (Beekun and Badawi, 2015). 

Openness of the trustee, in the form of providing honest, detail, and complete information 

based on fact, could lead to trust (Butler, 1991; Mishra and Mishra, 1994). Islam encourage 
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people to have truthfulness, sincerity, and disclose defect on the goods in the business 

transaction (Uddin, 2003; Rice, 1999).  

Turning our attention to risk and trust, risk is an essential element in the trust model 

(Mayer et al., 1995). A trustor need to take a risk when engaging in a trusting action. This 

is because the outcomes of the trusting action could be positive or negative. According to 

Luhmann (1988) trust is only required when the possible damage is greater than the 

advantage. In the trust model proposed by Mayer et al (1995), perceived risk is not similar 

with risk taking relationship (RTR). RTR is the outcome of trust. Mayer et al. (1995, p. 

726) define the perception of risk “involves the trustor’s belief about likelihoods of gains 

or losses outside of considerations that involve the relationship with the particular trustee”. 

Mayer et al. (1995) point out that the amount of trust for other party will affect how much 

risk a party will take. If the level of trust is greater than the level of perceived risk, then the 

trustor will engage in the RTR. Figure 1 shows the proposed model of trust and bank 

lending adopted from Mayer et al. (1995).  

In the context of bank lending, banks face agency problem when granting a loan. 

This is because bankers and borrowers may have different goal and different risk attitude 

during the relationship. Borrowers would like to maximize their profit at the expense of 

the bankers. Contract enforcement and monitoring borrower’s day to day operations could 

reduce the asymmetry information problem. However, these activities are not costless. The 

agency cost would be greater in the low-trust relationship (Becerra and Gupta, 1999). In 

this situation, bankers need to spend more time, energy, and also perform a closer 

monitoring to mitigate the negative outcomes of operational risk, credit risk, and mark-up 

risk. In contrast, high level of borrower’s trustworthiness may lead to high-trust 
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relationship that could reduce agency cost. High level of borrower’s ability may lead to 

better future performance of the business and consequently, a lower level delinquency. In 

the context of profit loss sharing loan schemes, borrower’s ability in managing a business 

plays important role since it influences the return that should be received by Islamic banks. 

Benevolence and integrity reflect the commitment of the borrowers in the loan and interest 

payment. Thus, higher level of benevolence and integrity could also reduce the possibility 

of delinquency and default. Arguably, Islamic bank is more worse off than its counterparts 

in the event of delinquency and default. Because of the mark-up risk, payment out of the 

schedule in Islamic banks could be translated into a high opportunity loss. Finally, hiding 

important and detail information produce a poor creditworthiness evaluation. Given that 

the operational risk, credit risk and mark-up risk stimulate greater negative outcomes for 

Islamic banks, trust is not only important for Islamic banks, but also Islamic banks may 

need a higher amount of trust than its counterparts when lending money to the opaque 

borrowers.   

A strand of literature in trust and conventioanl bank lending have proven that 

banker’s trust in their borrowers is positively associated with credit availability. 

Hernandez-Canovas and Martinez-Solano (2010) found that both trust and length of 

relationship are positively associated with credit renewal. However, the economic impact 

of trust on credit renewal is higher than that length of relationship (Hernandez-Canovas 

and Martinez-Solano, 2010). Willingness of the borrowers to inform any problems to the 

bankers plays important role on the credit availability (Lehmann and Neuberger, 2001). 

Bankers also consider trustworthiness of the borrowers when deciding to grant loan to their 

borrowers (Tyler and Stanley, 2007). Honesty and competence, as a form of 
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trustworthiness may influence the decision of lenders to grant a credit. However, it is only 

granted to SME’s that are not audited by external auditor (Palazuelos et al., 2017). Moro 

and Fink (2013) found that both ability and benevelonce-integrity are positively associated 

with short-term credit granted. Interestingly, the economic impact of benevelonce-integrity 

is greater than that ability.  

Based on this discussion, the following hypotheses are developed:  

H1: High level of Islamic and conventional banks officer trust in opaque borrowers is 

positively related to the credit availability to the opaque borrowers.  

H2: Islamic banks rely more on trust compared with its counterparts when lending to 

opaque borrowers.  

 

3. Data and Methodology 

a. Data 

In total, there are 55 banks that have taken participation in this study, they are: 6 

out of 8 Islamic rural banks in greater Surakarta (Central Java province), 10 out of 12 

Islamic rural banks in greater Yogyakarta (Yogyakarta province), 33 out of 72 conventional 

rural banks in greater Surakarta (Central Java province), 3 conventional large banks in 

several cities and provinces, and 3 Islamic large banks in several cities and provinces.  

The survey was conducted in July to September 2018. The researcher team 

contacted the directors, branch managers, or loan managers personally and explained how 

to fill the questionnaire through the online survey or hard copy based and ensure that the 

questionnaire does not contain sensitive information. The researcher team also contacted 

the chairman of Financial Service Authority Surakarta chapter, the chairman of Islamic 
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banks association in the greater Surakarta and greater Yogyakarta, and the chairman of 

conventional banks association in greater Surakarta to support the study. The respondents 

of this study are bankers who have a relationship with the borrowers, i.e., the director of 

rural banks/Islamic rural banks, branch managers, loan managers, account officers, and 

other loan-related officers. Out of 1627 observations, 931 observations come from small 

banks and 696 from large banks. In term of the bank orientation, of 1627 observations, 710 

observations come from Islamic banks and 917 observations come from conventional 

banks.  

Each respondent needs to fill in a questionnaire based on his/her relationship with 

3 to 4 real existing borrowers, i.e., micro or small business. The respondents need to choose 

randomly borrowers who had apply for a loan extension, top up, or apply a new loan facility 

in the last 12 months. 

Before conducting a field test, we performed content evaluations by asking 

feedback from experienced as a branch manager of a conventional bank and a risk analyst 

of a conventional bank in Indonesia and two survey’s experts. We also performed back 

translation to ensure there is no loss on the meaning when translating the questionnaire 

from English to the Indonesian language. Finally, we performed a field test by visiting 15 

bankers and testing the questionnaire with them. In order to conduct cognitive and usability 

evaluations, we asked the participants 4 mains questions they are: “Are there any problems 

with the meaning of the instruction?", "Are there any items you do not understand?", "Are 

there any items that are difficult to understand or confusing?" and whether there is a 

sensitive and confidential question or not. The latest question is essential, since it might 
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affect the response rate of the bankers. Based on the field test, we dropped one question 

related to late payment of the borrower and adjustment on several questions and answers. 

We used a questionnaire to collect primary data regarding with demographic profile 

of the respondents, characteristics of the banks, characteristics of the firms, relationship 

between banks and borrowers, trustworthiness evaluation from the bankers, and lending 

decision. Trustworthiness of the borrowers has been measured by using 11 questions 

inspired from previous studies, i.e., Spreitzer and Mishra (1999), Howorth and Moro 

(2012) and Mayer and Davis (1999) and 2 newly proposed questions. We incorporated 

Likert scale, 1=strongly disagree to 5=strongly agree, to capture the score of borrower’s 

trustworthiness. We expect to form 4 trustworthiness dimensions, i.e., benevolence, 

openness, integrity, and ability. We used dummy loan approval as our dependent variable 

in order to indicate credit availability to the borrowers. We also used the percentage amount 

approved compared to amount proposed as a dependent variable for the robustness check 

purpose.   

b. Methodology 

Exploratory factor analysis (EFA) is selected to reduce a larger number of 

trustworthiness variables into a smaller number of latent constructs. The objective of EFA 

is to explain the correlations among variables (Fabrigar et al., 1999). In addition, we 

selected EFA since our goal is not only to reduce the data without an underlying structure 

caused by latent variables (Fabrigar et al., 1999).  

Probit regressions were performed in full sample, Islamic banks sub-sample, and 

conventional banks sub-sample using dummy loan approval as a dependent variable. For 
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the purpose of robustness check, we performed tobit regression with the percentage amount 

approved compared to amount proposed as a dependent variable. 

In our model, endogeneity may occur as a result of omitted variables. To check for 

potential endogeneity between the evaluation of borrower’s trustworthiness and dummy 

loan approval, the iv-probit regression was applied. The evaluation of borrower’s 

trustworthiness is instrumented by three variables, i.e., borrower actively engage in 

religious activities, borrowers actively engage in community activities, and borrower 

actively engage in business association activities. Religious people might have high 

integrity, including in their loan repayment (see Baele et al., 2014). In the same vein, when 

borrowers active in the community it might show they have high level of benevolence/care 

to other people. While active in business association might reflect the competencies of the 

borrowers. Thus, we expect the result of iv-probit regression should not be different with 

the original probit regression.  

In order to reduce the problem of common method bias, we guarantee the 

anonymity of the respondent, anonymity of banks in which they work, and the anonymity 

of the borrowers whom the respondents have relationship with (Podsakoff et al., 2003). In 

fact, respondents do not need to mention their name, their bank’s name and their borrower’s 

name in our survey. We also performed four others procedural remedies and one statistical 

remedy against common method bias. The detail of the remedies undertaken against 

common method bias (based on Podsakoff et al., 2012) could be found in the Appendix 1.  

 

4. Findings: Full sample regression 

a. Descriptive and Factor Analysis 
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Of the 1627 observations, 126 loan application had been rejected by the bankers. 

The range of the relationship duration is 0 to 25 years, with a mean 3.46 years. The multiple 

bank relationship has a mean 1.22. The female respondents are accounted for 21.45% of 

the total respondents while female borrowers are accounted for 24.71% of total borrowers. 

The mean of the firm age is 15.86 years. Table 1 shows descriptive statistics for all of the 

variables.  

 

<Insert Table 1 in here> 

 

11 items have been used to measure the trustworthiness of the borrowers. EFA was 

employed to reduce larger data into smaller sets of latent constructs. The Bartlett test of 

sphericity is significant with KMO score of 0.939. We were expecting trustworthiness 

might be grouped into 4 dimensions, namely openness, integrity, benevolence, and ability. 

However, empirically, factor analysis shows that the data can only be grouped into 1 factor. 

All of the items show low to a moderate score of communalities range from 0.3787 to 

0.6713 and it is acceptable (Costello and Osborne, 2005). The amount of variance 

explained by this factor is 55.72% with the score of Cronbach alpha of this factor is 0.9088.  

The EFA result indicates that the trustworthiness of a borrower is a complex phenomenon 

that reflects both “will do” components (character) and “can do” components (ability). This 

is in line with Howorth and Moro (2012) study that found trustworthiness of a borrower is 

a single factor that contains benevolence, integrity, and ability. The sum of the score of this 

single factor were saved for further probit regression analysis. Table 2 shows the factor 

analysis result.   
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<Insert Table 2 in here> 

 

b. Loan Approval Regression: A Full Sample 

Table 3 shows the results of probit regressions on 4 sets of variables on the lending 

decision, i.e., loan approval or rejection. Model 1 incorporates the set of variables that 

measure demographic items and Trust propensity1 of the respondents. This model has 

McFadden’s Adj R2 0.015 with the number of cases correctly predicted is 92.26%. This 

model has no multicollinearity problem. Gender of the banker is positive and significant, 

suggesting that female bankers tends to have higher probability to grant a loan. In addition, 

the older the banker, the higher probability of the bankers to grant a loan. Possibly, older 

bankers have more experience in dealing with various quality of the borrowers and have 

various strategies to cope with the problems in the future. In addition, Ferrary (2003) 

argued that older bankers might be more efficient than younger banker in evaluating the 

risk in credit because of the accumulation of social capital that they have.   

 

<Insert Table 3 in here> 

 

The second regression includes the set of variables that examine the characteristics 

of the banks.  The second regression has McFadden’s Adj R2 0.012 with the number of 

cases correctly predicted is 92.26%. This model does not have multicollinearity problem. 

Incorporating bank’s characteristics does not change the role of banker’s gender and age 

                                                 
1 General willingness to trust others irrespective the availability of the data related to the trustee (Mayer 
et al., 1995) 
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on the lending decision. Dummy bank type is positive and significant at 10%, indicating 

that Islamic banks have higher probability to approve the loan. Interestingly, both bank 

location (Java vs non-Java Island) and bank size are not significant.  

The third regression incorporating the set of variables that measure the strength of 

transactional variables in the relationship between bankers and the borrowers and the risk 

profile of the firms. Model 3 has McFadden’s Adj R2 0.058 with the number of cases 

correctly predicted 92.26%. This model does not have multicollinearity problem. Involving 

transactional variables to the model does not change the impact of banker’s gender, 

banker’s age, and bank orientation on the lending decision. We find significant coefficient 

for the variable relationship duration (at the 5% level), the use of multiple products by the 

borrowers (at the 1% level), and concentration of borrowing (at the 1% level). The longer 

the relationship, the more likely the loan application will be granted. This result is 

consistent with previous empirical studies in relationship lending (Petersen and Rajan, 

1994; Lehmann and Neuberger, 2001; Hernandez-Canovas and Martinez-Solano, 2010). 

During the relationship, bankers could learn and asses the quality of the borrowers. Thus, 

the accuracy of risk assessment as well as the prediction on the future behavior of the 

borrowers improves with the relationship. In fact, the use of multiple products by the 

borrowers might provide better information extraction for the bankers (Cole, 1998). The 

signal on the quality of borrowers could be captured from the concentration of the 

borrowing. Similar with previous studies (Petersen and Rajan, 1994; Cole, 1998), we find 

that concentration of borrowing increases the probability of the credit being granted. With 

regard to the risk profile of the firms, the age of the firms and the variable day to process 

the loan are not significant.  
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The fourth regression incorporates variables banker’s trust in their borrowers 

(TRUST). This specification has McFadden’s Adj R2 0.331, a significant improves from 

0.058 (model 3), suggesting that TRUST explains additional 27.3% of the total variance. 

The number of cases correctly predicted is 93.79% and the specification does not have 

multicollinearity problem. We find a positive and significant coefficient for the variable 

TRUST (at the 1% level). Thus, hypothesis no 1 is supported. This result is consistent with 

previous empirical studies in trust and credit availability (Moro et al., 2018; Palazuelos et 

al., 2017; Moro and Fink, 2013; Hernandez-Canovas and Martinez-Solano, 2010; Lehmann 

and Neuberger, 2001). However, when we included TRUST, multiple use of bank’s 

products, relationship duration, and concentration of borrowing lose their significance. In 

addition, TRUST always shows a positive and significant coefficient (at the 1% level) in 

the other specifications not reported here. Involving variable TRUST does not change the 

impact of bank orientation on lending decision. In addition, we also find significant 

coefficient for the variables bank size. When the bank is a small (rural) bank, the 

probability of the loan being granted is higher compared with a large bank, suggesting that 

when dealing with opaque borrowers, small bank has more incentive to explore the 

character of the borrowers (Stein, 2002). Thus, small bank might have more accurate 

prediction on the behavior of the borrowers in the future. This result is in line with Cole et 

al. (2004) study.  

 

5. Loan Approval Regressions: Comparing Islamic Banks and Conventional 

Banks  
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We performed EFA in each sub-samples. In the Islamic banks sub-sample, two 

factors can be generated since there are two eigenvalues bigger than 1. However, the fact 

that the second eigenvalue is only 1.08 and also supported by screeplot analysis, we 

grouped the items into single factor. The Bartlett test of sphericity is significant with KMO 

score of 0.926. The Cronbach alpha for single factor is 0.9064. The score of the Cronbach 

alpha dropped to 0.8742 and 0.833 when we group the items into two factors. Turning our 

attention to the EFA in conventional banks sub-sample, only single factor that can be 

generated. The Bartlett test of sphericity is significant with KMO score of 0.943. The 

Cronbach alpha for single factor is 0.9222.  

Table 4 presents the results of the probit regressions on the impact of banker’s trust 

on the lending decision in both Islamic banks sub-sample and conventional banks sub-

sample. Rather than discuss the results separately, we discuss several variables and 

compare the regression results obtained from the Islamic and conventional banks 

regressions. In Islamic Banks regression, the McFadden’s Adj R2 is 0.445 with the number 

of cases correctly predicted is 95.49%. This model does not have multicollinearity problem. 

While conventional banks regression provides McFadden’s Adj R2  0.271 with the number 

of cases correctly predicted is 92.37%. This model does not have multicollinearity problem.  

 

<Insert Table 4 in here> 

 

With respect to demographic and trust propensity of the banker, the impact of the 

borrower’s gender is insignificant in three regressions, indicating that bankers may see a 

little different in both male and female entrepreneurs’ creditworthiness. The impact of the 
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banker’s gender is positive and significant but only in conventional banks, indicating that 

female bankers are more likely to approve a loan. In term of the marginal effect, the 

probability of a loan being granted by a female banker in conventional bank would be 3.9% 

higher than the male banker.  

With regards to bank size, the marginal effect of bank size is positive and significant 

in both Islamic banks and conventional banks. The probability of a loan being granted by 

a small (rural) conventional bank would be 4% higher than the large bank. Turning our 

attention to the Islamic bank, the probability of a loan being granted by Islamic small banks 

would be only 1.3% higher than the large bank. In fact, small bank have more incentive to 

explore the character of the borrowers (Stein, 2002). Thus, small banks are more inclined 

to lend money to small enterprises (Cole et al., 2004).  

With respect to the risk profile of the firms, none of the variables are significant in 

both Islamic and conventional banks. Age of the firm represents the information available 

to the public. Moreover, day to process the loan represents the level of opaqueness of the 

firm. Bankers need more days to gather information when assessing credit to highly opaque 

borrowers.  

With respect to the relationship lending variables, the impact of relationship 

duration is positive and significant at the 5% level in Islamic banks. The result is consistent 

with empirical studies in relationship lending (e.g., Petersen and Rajan, 1994). However, 

the impact of relationship duration is insignificant in conventional banks. These results are 

in contrast to earlier finding but in agreement with Moro and Fink (2013) finding which 

showed no association between lengths of relationship with short term credit granted (line 
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of credit). In addition, the impact of the the use of multiple products by borrowers and 

concentration of borrowing are insignificant in both regressions.  

With respect to the variable TRUST, the impact of this variable is positive and 

significant in all regressions (at the 1% level). It is important to stress the economic impact 

of these variables. The higher economic impact could be found in Islamic banks since the 

probability of granting a loan increases by 103% when the variable TRUST increases one 

standard deviation. In conventional banks, the probability of granting a loan increases by 

69.35% when the variable TRUST increases one standard deviation. These results indicate 

that, trustworthiness of the borrowers play a significant role in both banks with the stronger 

impact could be found in Islamic banks. Based on this result, we might accept hypothesis 

no 2. Interestingly, the economic impact of variable TRUST in Islamic bank is greater than 

that relationship duration. The probability of granting a loan increases by only 61% when 

the variable relationship duration increases one standard deviation. 

 

Comments on the findings 

In reviewing the literature, no study was found in comparing the role of Islamic vs 

conventional banker’s trust in their borrowers on the lending decision. The current study 

found that the economic impact of Islamic banker’s trust in their borrowers on the loan 

approval is higher than its counterparts. There are several possible explanations for this 

result. Firstly, Islamic banks work in relatively higher operational and credit risk 

environment than its counterparts. Islamic banks also has a unique mark-up risk. This 

situation could lead to a high agency cost. Monitoring the borrowers should be done in a 

very high frequency to reduce moral hazard problem. A huge amount of information also 
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need to be gathered to reduce adverse selection effect. Trust plays a pivotal role in 

supporting lending decision in Islamic banks. By relying in trust, Islamic banks could 

reduce high agency cost (Howorth and Moro 2006; Bromiley and Cummings, 1995).  

Secondly, when the bankers trust the borrowers, the bankers willing to be 

vulnerable to the actions of the borrowers. The decision to trust is influenced by 

trustworthiness factors, i.e., openness, integrity, benevolence, and ability of the borrowers. 

Both borrowers in Islamic and conventional banks need to perform trustworthy behavior 

such as providing honest and detail information and possible share their problem 

(openness). Openness of the borrowers is highly appreciated by Islamic bankers as it could 

reduce the adverse selection effect. Borrowers need also to show their commitment to pay 

their loan even in the difficult situation. This reflects benevolence and integrity of the 

borrowers. Islamic bankers highly appreciate both benevolence and integrity of the 

borrowers. This is because Islamic bank is relatively easier to be trapped in “low-yield” 

situation or potentially has higher probability of opportunity loss than its counterparts. The 

ability of the entrepreneurs to manage the business is crucial for both banks. However, 

Islamic banks need to assess the competencies of their borrowers comprehensively, 

especially in PLS loan schemes, as Islamic banks not only risking their return but also their 

capital. All in all, our result implies that Islamic bankers need a relatively higher level of 

trust than its counterparts when granting loan to the borrowers because of the perceived 

risk inherent in Islamic banks.  

 

Robustness check: Iv-probit regression 
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As a robustness check in the conventional banks sub-sample, we perform iv-probit 

regression with three instrumental variables (IVs) i.e., borrower actively engage in 

religious activities, borrowers actively engage in community activities, and borrower 

actively engage in business association activities. The correlation of these IVs with lending 

decision are 0.5226, 0.5040, and 0.5296 respectively. We find that TRUST in iv-probit 

regression is positive and significant (at the 1% level). As we expect, our original probit 

regression result is similar with iv-probit regression. We also performed iv-probit 

regression in the Islamic banks sub-sample by using the similar IVs in conventional banks 

sub-sample. The correlation of these IVs with lending decision are 0.4965, 0.5799, and 

0.4848 respectively. Similar with the conventional banks sub-sample, we also find that 

TRUST in iv-probit regression is positive and significant (at the 1% level). The original 

probit regression result in Islamic banks sub-sample is also similar with iv-probit 

regression. All in all, it is now safe to say that Islamic and conventional banker’s trust in 

the borrowers is positively associated with the loan approval.  

 

Robustness check: Tobit regression 

For the second robustness check we performed tobit regression in each sub-

samples, we change the dependent variable from dummy lending decision, i.e., loan 

approval or rejection, to the percentage of amount approved to amount proposed. Table 5 

shows the tobit regression result.  

 

<Insert Table 5 in Here> 
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In the Islamic banks sub-sample, we removed 42 rejected applications. Interestingly 

the mean of variable TRUST, relationship duration and firm age are slightly increase. 

While the mean of the number of banks of which firm borrow is slightly decrease. The 

tobit regression incorporates all independent variables in previous probit regression as 

shown in Table 4. The mean of the percentage of amount approved in Islamic banks sub-

sample is 90.22%. The percentage of amount approved ranging from 21% to 100%. The 

specification does not have multicollinearity problem. We find a positive and significant 

coefficient for the variable TRUST (at the 1% level). Thus, the more Islamic banker’s trust 

in their borrowers the higher possibility to get amount approved as proposed in the 

borrower’s loan application.   

In the conventional banks sub-sample, we removed 84 rejected application. The 

mean of the percentage of amount approved in conventional banks sub-sample is 88.23%. 

The percentage of amount approved ranging from 10% to 100%. The specification does 

not have multicollinearity problem. We find a positive and significant coefficient for the 

variable TRUST (at the 1% level).  

Thus, the higher conventional banker’s trust in their borrowers the higher possibility to get 

amount approved as proposed in the borrower’s loan application. Interestingly, the number 

of banks in which firms borrow is negative and significant at 1% level. Possibly, 

conventional bankers become more prudent when granting loan to the low-quality 

borrowers. This result is consistent with previous studies (e.g., Petersen and Rajan, 1994; 

Cole, 1998). Relationship duration is positive and significant at 1% level. This result also 

supports previous research (e.g., Petersen and Rajan, 1994; Lehmann and Neuberger, 2001; 

Hernandez-Canovas and Martinez-Solano, 2010). Variable day to process the loan is 
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negative and marginally significant (at 10% level). The longer the decision, the lower 

percentage amount approved compared to amount proposed. This result implies that 

bankers need to gather more information for more opaque borrowers which are riskier.   

 

6. Conclusion 

The present study was designed to determine the impact of banker’s trust on the 

lending decision, i.e., loan approval or rejection, in both Islamic and conventional banks. 

Based on the idea that Islamic banks face special risks, this study provides a new insight 

on the role of borrower’s trustworthiness in different type of banks. We began our empirical 

investigation by examining the impact of borrower’s trustworthiness in full sample, 

incorporating different type of banks. The empirical results indicate that banker’s trust on 

the borrowers is positively associated with lending approval. The single trustworthiness 

factor also indicates that capability of the borrowers in managing business is not sufficient 

to make the bankers trust the borrowers. Thus, both character (openness, integrity, 

benevolence) and ability of the borrowers play important role in lending decision. Perhaps, 

the more significant findings to emerge from this study is the different effects of banker’s 

trust on the borrowers in different bank orientation. This study has shown that, the 

economic impact of banker’s trust on the borrowers to lending approval in Islamic banks 

is higher than that counterparts. Interestingly, opaque borrowers might obtain better access 

of finance in Islamic banks by showing and improving their trustworthiness level despite 

there is a limited relationship duration between the banks and the borrowers. 

To best of our knowledge this is the first empirical study which explore the issue 

of trust and lending to SMEs in Islamic bank. We might conclude that, this study supports 
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Islamic economics scholars who point out that Islamic bank should work based on the 

cooperation, harmony, and trustworthiness.  

A number of caveats need to be noted regarding the present study. First, the current 

study has only examined the relationship between bankers and borrowers mainly in 

Surakarta and Yogyakarta region, both are located in Java Island, the densest island in 

Indonesia.  Secondly, it might be interesting to test the role of trust in different lending 

products on credit availability.  
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Table 1 Descriptive Statistics 

Variable’s remark Variable Obs Mean Std. Dev.  Min Max 

Dummy variable, 1 if the loan application is granted, 

otherwise 0 

Lending_Decision 1627 0.9225569 0.2673755 0 1 

Dummy variable, 1 if the debtor is a female, otherwise 

0 

Debtor_gender 1627 0.2470805 0.4314466 0 1 

Trust propensity score of the bankers Trust_propensity 1627 11.07683 1.526592 5 15 

Dummy variable, 1 if the banker is a female, otherwise 

0 

Banker_gender 1627 0.2145052 0.4106049 0 1 

Age of the banker Banker_age 1627 35.03565 7.23341 20 60 

Dummy variable, 1 if the bank is located in Java island, 

otherwise 0 

Province 1627 0.9157959 0.277779 0 1 

Dummy variable, 1 if the bank is a small (rural) bank, 

otherwise 0 

Bank_size 1627 0.5722188 0.4949091 0 1 

Dummy variable, 1 if the bank is an Islamic bank, 

otherwise 0 

Bank_type 1627 0.436386 0.4960892 0 1 

Duration to process the loan Day_process 1627 5.09158 3.328227 1 21 

The age of the firm Firm_age 1627 15.86724 14.95284 0 70 

The duration of the relationship between banks and 

debtor 

Length_relation 1627 3.46512 3.096904 0 25 

Dummy variable, 1 if the debtor use another product(s) 

from the bank, otherwise 0 

Multiple_prods 1627 0.7141979 0.4519345 0 1 

The number of bank(s) in which debtor borrows Multiple_banks 1627 1.22311 1.38077 0 10 

Sum of the trustworthiness score of the borrower TRUST  1627 41.74677 5.723523 11 55 
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Table 2 Trustworthiness variables: factor analysis 

 

The borrower… Var.  Factor1 Uniqueness Mean 

Std. 

Deviation 

Communalities 

Stick to their own words INTEGRITY 1 0.8194 0.3287 3.824831 0.7088775 0.6713 

Is completely honest with me INTEGRITY 2 0.7952 0.3676 3.749846 0.7344438 0.6324 

Tries hard to be fair in dealings with others (suppliers, 

buyers, partners, etc) 

INTEGRITY 3 0.774 0.4009 3.83528 0.6447131 0.5991 

Shares information in detail (based on data and fact) OPENNESS 1 0.805 0.3519 3.824831 0.7344438 0.6481 

Shares sensitive or important information with me OPENNESS 2 0.6154 0.6213 3.483712 0.8067666 0.3787 

Would acknowledge their own mistakes OPENNESS 3 0.6232 0.6117 3.663798 0.6966347 0.3883 

Will do the best to pay on schedule even in the short 

cash situation 

BENEVOLENCE 

1 

0.7747 0.3999 3.877074 0.7312288 0.6001 

Really looks out for what is important to me or my bank 

BENEVOLENCE 

2 

0.7637 0.4168 3.829748 0.6790849 0.5832 

Is able in identifying the needed resources (for business 

purposes) 

ABILITY 1 0.759 0.424 3.938537 0.6033189 0.576 

Has very good knowledge of the current market in 

which they operate 

ABILITY 2 0.7545 0.4308 3.99201 0.6109377 0.5692 

Is known to be successful at the things they try to do ABILITY 3 0.6753 0.5439 3.727105 0.7017964 0.4561 

 

*trustworthiness of the borrowers are measured by lickert scale, 1=strongly disagree to 5=strongly agree 
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Table 3 Probit Regression on lending decision in full sample  

 1 2 3 4 

Debtor_gender 0.0772 0.0740 0.0668 -0.0330 

 (0.110) (0.111) (0.116) (0.138) 

Trust_propensity -0.0444 -0.0388 -0.0304 0.0535 

 (0.0311) (0.0313) (0.0328) (0.0397) 

Banker_gender 0.455*** 0.444** 0.350** 0.455** 

 (0.135) (0.135) (0.142) (0.178) 

Banker_age 0.0222** 0.0198** 0.0159** 0.0118 

 (0.00692) (0.00706) (0.00743) (0.00851) 

Province  0.0704 0.122 -0.132 

  (0.188) (0.195) (0.232) 

Bank_size  0.0168 0.125 0.510*** 

  (0.102) (0.107) (0.132) 

Bank-type  0.191* 0.369** 0.310** 

  (0.105) (0.113) (0.138) 

Day_process   0.0149 0.0257 

   (0.0145) (0.0169) 

Firm_age   0.00213 -0.000221 

   (0.00335) (0.00387) 

Length_relation   0.0674** 0.0251 

   (0.0215) (0.0238) 

Multiple_prods   0.422*** 0.0278 

   (0.103) (0.129) 

Multiple_banks   -0.108*** -0.0508 

   (0.0324) (0.0415) 

TRUST    0.136*** 

    (0.00994) 

_cons 1.060** 0.933** 0.381 -5.363*** 

 (0.435) (0.470) (0.504) (0.728) 

     

The number of observations 1627 1627 1627 1627 

Prob>chi2  0.0001 0.0003 0.0000 0.0000 

Pseudo R2 0.0267 0.0305 0.0874 0.363 

 

LR 

chi2(4)=23.69 

LR 

chi2(7)=27.08 

LR 

chi2(12)=77.46 

LR 

chi2(13)=321.9 

     

Standard errors in parentheses     
* p<0.1 ** p<0.05  *** 

p<0.001       
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Table 4 Probit Regression on the lending decision and marginal effects after probit regression in each Bank Types  

 Islamic Banks 

Marginal 

Effects (dy/dx) 

Conventional 

Banks 

Marginal 

Effects (dy/dx) 

T-

Test 

Debtor_gender 0.242 0.0029572 -0.0925 -0.0089896  

 (0.290)  (0.165)   

Trust_propensity 0.113 0.0015885 0.0289 0.0026993 
*** 

 (0.0750)  (0.0484)   

Banker_gender -0.0153 -0.000218 0.631** 0.0012732  

 (0.345)  (0.222)   

Banker_age 0.0142 0.0001994 0.0136 0.0012732 
*** 

 (0.0182)  (0.0101)   

Bank_size 0.848** 0.0128483 0.382** 0.0398379 
*** 

 (0.272)  (0.153)   

Day_process 0.0506 0.0007123 0.0218 0.002031  

 (0.0410)  (0.0193)   

Firm_age -0.0113 -0.0001588 0.00495 0.0004621 
 

 (0.00716)  (0.00510)  
 

Length_relation 0.234** 0.0033004 -0.0104 -0.0009735 
*** 

 (0.0754)  (0.0247)   

Multiple_prods -0.350 -0.0044839 0.248 0.0260099 
*** 

 (0.241)  (0.160)   

Multiple_banks -0.0678 -0.000954 -0.0311 -0.0028969 
*** 

 (0.0693)  (0.0553)   

TRUST 0.189*** 0.0026645 0.118*** 0.0109738 
*** 

 (0.0219)  (0.0119)   

_cons -8.107***  -4.618***   

 (1.453)  (0.864)   

      

The number of observations 710  917   
Prob>chi2  0.0001 

 0.0000   
Pseudo R2 0.5201 

 0.3134   

 

LR 

chi2(11)=165.90  

LR chi2(11)= 

176.02   

      

Standard errors in parentheses      
* p<0.1 ** p<0.05 *** 

p<0.001       
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Table 5 Robustness check: Tobit regression in Islamic bank sub-sample and conventional bank sub-sample with 

percentage amount approve compared to amount proposed as a dependent variable. 

 Islamic Bank Conventional Bank 

Dum_debtor_gender_female1 -1.039 1.849 

 (1.775) (1.874) 

Trust_prop_Total 0.414 1.270** 

 (0.534) (0.535) 

D_Gndr_Bnkr_Female1 4.317** 3.622* 

 (2.074) (1.940) 

Banker_Age 0.0315 -0.158 

 (0.122) (0.108) 

Dum_Bank_Size_Small1 -2.065 -6.881*** 

 (1.658) (1.772) 

days_toprocess 0.0169 -0.379* 

 (0.262) (0.227) 

rltnshp_drtn 0.392 1.041*** 

 (0.309) (0.275) 

firm_age 0.0159 -0.00562 

 (0.0495) (0.0572) 

Dum_useothr_products -2.807* -1.188 

 (1.675) (2.051) 

brrw_othbank -0.751 -2.255*** 

 (0.525) (0.634) 

TRUST 0.737*** 1.456*** 

 (0.173) (0.172) 

_cons 60.30*** 30.10*** 

 (10.75) (10.95) 

sigma   

_cons 18.17*** 20.96*** 

 (0.729) (0.748) 

   

The number of observations 668 833 

 LRchi2(11)=32.85 LRchi2(11):=153.92 

 Prob>chi2=0.0006 Prob>chi2=0.0000 

 Pseudo R2=0.0088 Pseudo R2=0.0317 

   

Standard errors in parentheses   

* p<0.1  ** p<0.05  ***p<0.01    
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Figure 1. A proposed model of trust and bank lending (Adopted from Mayer et al., 1995) 
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Appendix 1 Remedies Undertaken against Common Method Bias (based on Podsakoff et al.. 2012). 

Remedy and rationale Implementation 

Procedural Remedy  

Protecting respondent anonymity  Respondents do not need to mention their name, their bank’s name and their 

borrower’s name in our survey.  

Reducing item ambiguity  We conducted a field test to bank’s officers to find out ambiguous instructions and 

questions and also sensitive questions. In fact, we have adjusted several questions and 

instructions and also delete one question related to borrower’s delinquency in the past 

as it was too sensitive.  

Obtain measures of independent 

variables and dependent variables 

from different sources 

Despite one person should answer both independent variables and dependent 

variables, the dependent variables do not contain feeling, perceptions, or beliefs. We 

also performed additional regression by using different dependent variable as a 

robustness check. The first dependent variable is the decision to grant or reject the 

loan application. The second dependent variable is the percentage of amount approved 

compared to amount proposed by the borrower.  
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Proximal separation between 

independent variables and dependent 

variables 

In both online survey and hard copy-based survey, the questions related to the 

evaluation of borrower’s trustworthiness (main independent variable) are separated to 

the dependent variables’ questions.  

Eliminate common scale properties Our main independent variable (trustworthiness) is measured by likert scale from 1 to 

5. Our first dependent variable is measured using dummy (1 if loan application is 

granted, otherwise 0). Our second dependent variable is measured using number 

(percentage of amount approved compared to amount proposed).  

  

Statistical Remedy  

Instrumental variable technique Endogeneity may occur as a result of omitted variables. We performed iv-probit 

regression by using three instrumental variables, i.e., borrower actively engage in 

religious activities, borrowers actively engage in community activities, and borrower 

actively engage in business association activities. These variables represent 

trustworthiness of the borrowers in their own society. The result of iv-probit 

regression is similar with the original probit regression.  
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