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Abstract 
 

 In 2006, the Indian government commissioned the Sachar Report, the first formal 
publication intended to document demographic, economic, and financial characteristics 
of the nation’s Muslim population.  The Report revealed significant disparities in Muslim 
and non-Muslim access to capital.  As the nation’s largest religious minority, Indian 
Muslims comprise 14% of the nation’s population.  However, they own just 7.4% of 
deposited funds and 2.6% of loans.  This study offers insight into the underlying causes 
of inequality of financial access between religious communities.   
 Financial access is a critical component of community-based economic growth, as 
it allows households to smooth current consumption and budget savings in case of future 
instability.  Since the publication of the Sachar Report, three primary hypotheses have 
emerged to explain differential access to credit between religious groups.  Each of these 
potential causes has roots in economic literature surrounding discrimination in global 
credit markets.  The first theory acknowledges high rates of poverty within Muslim 
groups relative to their non-Muslim counterparts, asserting that income instability 
diminishes the creditworthiness of a borrower.  Capital sources choose to reject Muslim 
applicants because of the heightened default risk posed to lenders.  The second 
hypothesis incorporates historical tensions between India’s Hindu and Muslim 
communities, arguing that lenders choose not to disburse capital to Muslim applicants 
largely because of religious identity.  The third hypothesis recognizes conflicts between 
Islamic sharia regulations and the Indian banking system.  While sharia stipulations 
prohibit the attachment of interest payments to debt, the Indian financial system does not 
allow interest-free consumer financial products.  Therefore, while poverty incidence and 
discriminatory lending practices may enhance a household’s likelihood of credit 
rejection, Muslim communities may simultaneously choose not to participate in the 
financial sector because it is not aligned with their religious values. 
 To discern the veracity of each hypothesis, this analysis examines the impact of 
Muslim identity on the probability that a household will access credit and if so, at what 
cost.  Using data from a household survey taken in low-income neighborhoods of 
Hyderabad in 2008, this study performs OLS specifications to differentiate the impact of 
household economic and financial characteristics from the effects of religious 
background.  The analysis reveals an inverse relationship between Muslim and non-
Muslim household wealth and likelihood of credit access; as a family’s income instability 
increases, its members must borrow capital for further support.  This finding contradicts 
assertions that poverty inhibits credit access among Muslim communities.  A second 
specification finds that Muslim borrowers face higher interest rates than their non-
Muslim counterparts of equivalent household wealth.  Because emphasis on sharia-
compliance within sampled communities would result in a decreased interest rate relative 
to that of non-Muslims, this study confirms the existence of discriminatory lending 
behavior in low-income Indian consumer credit markets.   
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Chapter One: Introduction 

! 

In February 2009, the Anjuman Committee of Kolar, Karnataka, a politico-religious body 

comprised of representatives of local mosques, issued a fatwa against local microfinance 

providers, asserting that, “taking loans on interest, repaying loans with interest is against the 

tenets of Islam and whoever does the same in [the] future would be declared persona non 

grata1”.  Because sharia regulations stipulate that money cannot be lent with an attached price, 

or interest rate, the funds disbursed by local micro-lenders had led Muslim borrowers to break 

the codes of their faith.  Bolstering this message with social and religious sanctions for those 

who continued to borrow, including exclusion from religious communities and denial of Muslim 

funeral services,2 the Committee’s decree proved effective as “repayments immediately stopped 

and people failed to turn up for cluster meetings3”.  The “Kolar Crisis” brought Karnataka’s 

burgeoning microfinance industry to a halt, and caused lenders to consider the relevance of a 

sharp divide between Islamic religious law and efforts toward financial inclusion. 

In the wake of the “Kolar Crisis,” Muslim former microfinance clients were forced 

toward borrowing capital from higher-cost moneylenders, highlighting the tension between 

access to affordable finance and inclusion within their local communities.  The negative 

relationship between Islamic affiliation and access to capital is not restricted to Kolar; across 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1 Srinivasan, N. “Microfinance India: State of the Sector Report 2009.”  New Delhi: Sage Publications India Pvt. 
Ltd.  2009, 71 
2 Roy, Saumya.  “The Indian Microfinance Impasse.” Forbes India.  5 April 2010. 
3 Srinivasan 72.  Cluster meetings are daily group-based gatherings intended for the repayment of microfinance 
loans.!
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India, only 2.6% of outstanding bank loans are to Muslim households4.  Kolar’s Muslim 

communities rejected financial services primarily on the grounds of noncompliance with sharia 

law, although other factors may be involved as well.  Muslims across India also claim to be 

unable to access credit, either due to low household income levels or to religious discrimination. 

This paper analyzes the sources of credit constraints within low-income Muslim 

communities in urban Hyderabad, testing for differences in loan access probabilities and interest 

rates across religious groups.  I find that sampled Muslims are much less likely than non-

Muslims to possess one or more loans, and when they do access credit, it is at a significantly 

higher rate than non-Muslims.  An examination of the determinants of credit access find an 

inverse relationship between loan possession and household wealth, disproving assertions that 

limited access to finance is the result of high poverty incidence within Muslim communities.  An 

analysis of the difference between interest rates by religious group finds that 29-52% of the 

distinction between Muslim and non-Muslim credit prices is unexplained within the model, 

indicating the presence of discriminatory practices on the part of Hyderabadi small business 

lenders. 

 

The Problem 

Objectively, India’s Muslim communities access consumer credit at a distinctly lower 

rate than those who are not Muslim.  In 2005, Indian Prime Minister Manmohan Singh 

commissioned a High Level Committee tasked with the responsibility of gathering information 

on the nation’s Muslim population.  Though Muslims numbered 138 million in the 2001 Census 

of India and comprise 14% of the population, they are marginalized in terms of available 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
4 Prime Minister’s High Level Committee.  Social, Economic, and Educational Status of the Muslim Community of 
India.  Cabinet Secretariat: Government of India, 2006. 
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descriptive demographic data.  Anecdotally a low-income group, prior to 2005 no formal 

investigation of the population’s attributes had been conducted. 

In 2006, the Committee produced The Social, Economic, and Educational Status of the 

Muslim Community of India, known commonly as the Sachar Report.  Compiling information 

gleaned from a variety of societal actors, the Sachar Report asserted the presence of deep-seated 

socioeconomic inequalities falling along religious lines.  The Committee noted the presence of 

“perceived discrimination by both public and private sector banks in providing bank credit to 

Muslim individuals and firms.5  Although Muslims own 12% of Indian bank accounts, the funds 

held within those accounts are only 7.4% of total deposited6.  As noted above, only 2.6% of 

private and public sector loans are extended to individuals of Muslim affiliation.7  For both 

individuals and firms, efficient credit access is a fundamental component of stable consumption, 

production, and economic growth.  Consumer loans can increase the feasibility of purchasing an 

expensive tool. Alternatively, they assist individuals in meeting their basic needs during times of 

economic uncertainty.  Limitations on credit access mean that individuals are less able to finance 

necessary purchases and make investments that are critical to community-based economic 

development. 

 While the Sachar Report reveals clear inequalities in financial access between Muslims 

and non-Muslims across India, the paper does not assert the source of discrepancies in 

borrowing.  Within the text, the Committee notes the presence of “perceived discrimination by 

both public and private sector banks in providing bank credit to Muslim individuals and firms8.  

Given their position as a socioeconomically marginalized group, it is possible that Muslims may 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
5 Prime Minister’s High Level Committee, 22 
6 Prime Minister’s High Level Committee, 133 
7 Prime Minister’s High Level Committee!
8 Prime Minister’s High Level Committee, 22!
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be targets of discriminatory lending practices on the part of non-Muslim lenders.  However, as 

the “Kolar Crisis” exposes, limited access to formal sources of credit might instead be a choice 

made on the part of Muslim communities, who value faithfulness over access to “traditional” 

sources of debt.  Given the comprehensive poverty of India’s Muslim communities in relation to 

non-Muslim groups, it is also plausible that minimal income levels prevent Muslims from 

accessing credit.   

This study posits three central hypotheses to help explain differential access to credit 

between Muslim and non-Muslim communities in India: 

1. Income Hypothesis: As India’s poorest socio-religious group, Muslims are 

perceived by commercial banks as high-risk clients.  The benefits of lending to 

the very poor may not outweigh the costs. 

2. Discrimination Hypothesis: Active discrimination, on the part of either lender or 

borrower, may prevent Muslim communities from successfully accessing credit.  

In this case, we assume that lenders are willing to forfeit the opportunity cost of 

lending to creditworthy Muslim borrowers and will instead choose to lend solely 

to non-Muslim credit applicants.  Alternatively, discrimination will be expressed 

in the form of an inflated interest rate, so that Muslims will be shown to pay a 

higher price for credit than non-Muslim borrowers of the same creditworthiness. 

3. Sharia-compliance Hypothesis: Currently, the Royal Bank of India prohibits the 

introduction of sharia-compliant consumer financial products within the 

commercial banking sector.  Arguably, substantial unmet demand for banking 

services that align with the principles of Islamic religious law exists across India.  
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Indian Muslims may actively choose to avoid the formal financial sector because 

the existing products do not conform to both their financial and religious needs. 

Each of these competing hypotheses, or some combination of the three, can explain why 

Muslims access consumer finance at a lower rate than non-Muslims.  Understanding which effect 

prevails is vital to the successful development of policy intended to increase the inclusivity of 

Indian financial services.  The following section explores the plausibility of this study’s 

hypotheses in further detail. 

 

Poverty Incidence within Muslim Communities 

When determining whether or not to extend a loan to a potential borrower, formal and 

informal credit providers rely on risk assessments to ensure the safety of their investments.  For 

formal lenders, risk analysis is provided through a credit score, which evidences an individual’s 

income stability and the quality of his or her past relationship with credit providers.  Informal 

sources of credit, including microfinance organizations (MFI), frequently conduct more 

qualitative assessments to assess the borrower’s ability to repay.  MFIs intentionally adapt their 

services toward poor clientele, providing small loans to grow the enterprises of low-income 

borrowers.  In both the formal and informal loan markets, the poorest of potential clients are 

refused credit, due to income volatility, lack of savings, or lack of adequate collateral.  As a 

segment of the Indian populations, Muslims are generally poorer than non-Muslims9.  Rajesh 

Chakrabarti, Assistant Professor of Finance at the Indian School of Business (ISB) asserts that, 

“on average Muslims in India are poorer and less educated than other communities and all poor 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
9 Prime Minister’s High Level Committee 
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and illiterate people face higher chances of financial exclusion”10.  Because of their low and 

unstable incomes, Muslims may be denied credit access by formal and informal lenders. 

 A sub-sample of the National Family Health Survey (NFHS), Round V, confirms the 

high poverty of Muslim communities relative to non-Muslims noted by Chakrabarti.  This sub-

sample of the NFHS, conducted through the Demographic and Health Surveys (DHS), provides 

information on the socioeconomic attributes of 3,140 individuals from Hyderabad, a growing 

mega-city located in Andhra Pradesh.  A comparison of mean demographic characteristics 

between Muslims and non-Muslims in the sample identifies discrepancies in educational 

attainment, employment levels, and household possessions across groups11.  On average, 

Muslims attend half a year less schooling than their non-Muslim counterparts.  Non-Muslims are 

twice as likely to be employed, either through a self-employed business or outside of the home. 

They are twice as likely to possess a bank account, and four times as likely to be insured12.  The 

socioeconomic characteristics of Hyderabadi Muslims markedly separate the group from non-

Muslim cohorts, positioning them as poorer and therefore more vulnerable to exclusion from 

access to formal and informal sources of credit. 

Assumptions about the creditworthiness of the general Muslim community may also 

prevent private lenders from making their services accessible to geographic areas in which Islam 

predominates.  Banks require funds from depositors in order to lend capital to individuals, 

organizations, and firms; if they cannot ultimately predict a profit from a particular location, they 

are unlikely to open a branch there.  Juhapura, a heavily Muslim slum in the newly wealthy city 

of Ahmedabad, Gujarat, possesses no wealth-creating social services, including banks and health 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
10 Chakrabarty correspondence. 
11 Further attention to this information is given in Chapter Three, including tables presenting these characteristics in 
fuller detail.!
"#!See Appendix Two for precise estimations.!
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clinics.  Notably, the city’s new rapid transport system has geographically bypassed the 

community, decreasing the accessibility of financial facilities outside of the neighborhood13.  If 

an organization’s success is contingent on financial returns, it may avoid presence in an 

unprofitable area. 

In the case focused on throughout this study, that of the low-income Hyderabadi Muslim 

community, we see that Muslims and non-Muslims are historically spatially segregated into 

religious enclaves14.  It is possible that lenders choose not to establish formal branches in areas 

with high Muslim concentrations, given lack of confidence in future returns.  From the 

perspective of a profit-maximizing bank, avoiding high-risk enclaves may be a sensible business 

decision; however, excluding low-income Muslim communities from access to financial services 

inhibits community-based economic growth. 

As revealed through summary statistics sampled from the NFHS, Hyderabadi Muslims 

are educationally and socioeconomically disadvantaged relative to non-Muslims.  The Sachar 

Report reiterates the comparative poverty of the Muslim community at the aggregate level.  

Indian Muslims are literate at an approximate rate of 59.1%, lower than the national average of 

65.1%15.  As adults, approximately 61% of Muslims are self-employed, most often in menial and 

low-paying positions16.  This relative poverty can translate into an inability to access consumer 

credit from formal and informal lenders that prioritize the security of their investments over their 

benefit to the borrower.  Mohammad Amin, president of Orissan MFI Adhikar, notes that, “MFIs 

give credit keeping smooth repayment as the first priority.  In the process they address little 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
13 Singh, Pragya.  “One Side of the Divide.”  Outlook India.  11 April 2011.  
http://www.outlookindia.com/printarticle.aspx?271161 
14 Hyderabad’s geographic segregation on basis of religious community will be revisited in greater detail in Chapter 
Three. 
15 Prime Minister’s High Level Committee 52 
16 Prime Minister’s High Level Committee 91!
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higher groups,” excluding low-income Muslims from the market for funds17.  Although access to 

credit might enhance the wellbeing of Muslim individuals, ultimately, firms will choose loan 

recipients based on who presents the least risk and greatest potential return. 

 

Why might lenders choose to discriminate against Muslim borrowers? 

 India’s Muslim population has been identified as a socially marginalized group for 

decades: its members are often low-income, poorly educated, and and are frequently blamed for 

much social and political upheaval.  Arguably, antipathy toward Muslim communities stems 

from a codified historical narrative that asserts an impermeable and negative division between 

the nation’s Hindu and Muslim populations.  The effects of this portrayal pervade to the level of 

individuals, impacting access to basic services within Muslim communities.  Within the context 

of the financial services industry, M. A. Majeed, Dean of the Institute of Islamic Banking and 

Finance, asserts that “the organized public sector banking system is biased on grounds of religion 

against the [Muslim] community and covertly discourages lending any loans to Muslims even 

under the mandatory provisions…exclusively designed for economic empowerment”18.  

Discrimination against Indian Muslims is not constrained to the financial markets, but stems 

from a broader country-level divide between Hindu and Muslim groups. 

In her Islamic Contestations: Essays on Muslims in India and Pakistan, South Asian 

historian Barbara Metcalf writes that “a striking characteristic of recent public life in India has 

been an intensified use of historical narratives to define the nature of India’s people and draw the 

boundaries of citizenship.19”  She speaks primarily to popular discourse surrounding the 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
17 Correspondence with Mohammad Amin 
18 Correspondence with M.A. Majeed!
19 Metcalf, Barbara D.  Islamic Contestations: Essays on Muslims in India and Pakistan.  USA: Oxford University 
Press, 2006, 193 
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contentious relationship between Indian citizens of Muslim and Hindu backgrounds.  Metcalf 

argues for a constructed “master cleavage,20” in the words of South Asian scholar Susan 

Rudolph, between the nation’s Muslim and Hindu populations that can be traced to British 

colonial India.  This division is justified by a common historical narrative, which asserts that 

“there was once a Hindu Golden Age; Muslims came as foreign invaders; Muslims were 

oppressors who ultimately ushered in a period of decline.21”  For Metcalf, tensions between 

India’s Muslim and Hindu communities evoke antipathy regarding the impact of colonialism and 

frustrations regarding India’s historical decline as a global power. 

This divide between communities has characterized the relationship between Muslims 

and Hindus throughout the past century, from the Partition of India and Pakistan to the minimal 

scholarship focused on India’s Muslim community today.  At the level of policy, academic 

research, popular media, and civil life, popular tensions persist between the two groups.  While 

discussion of divisions between the two dominant socio-religious groups runs the risk of 

generalizing site-specific conflict, contemporary narratives regarding relationships between 

Hindu and Muslim communities draw heavily on communal historical narratives of tension, 

conflict, and blame.   

Within the context of Hyderabad, broad narratives articulating divisions between Hindu 

and Muslim communities have site-specific pertinence.  In May of 2007, the largest mosque in 

Hyderabad, Mecca Masjid, was the subject of a pipe bombing, triggering discourse on the 

presence of religious extremism within the city.  In January 2011, an imprisoned suspect linked 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
20 Rudolph, Susanne Hoeber. 1995. "Now you see them, now you don't: Historicizing the Salience of Religious 
Identities:' Un- published Paper Presented to the Panel on Modern Religion and the State, Conference on Religious 
Forces in the New World (Dis)order, University of California, Santa Barbara, Feb- ruary 23,1995. 
21 Metcalf 193!
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to numerous radical Hindu movements, as well as previous terror bombings across India, 

confessed to responsibility for the attack.   

While radical Hindu groups have claimed blame for attacks on sites of religious worship 

across the nation, Muslim radical movements have also held responsibility for terrorist attacks on 

public spaces.  Most notable are the 2008 bombings of the Taj Mahal Palace Hotel and 

surrounding landmarks in Bombay, attributable to the Pakistani militant group Lashkar-e-

Taiba.22  Mention of these recent attacks is by no means intended to evidence the degree of 

conflict present between Hindu and Muslim communities throughout the nation.  Their 

persistence, however, reflects the continuation of feelings of animosity between members of the 

two groups.  While divisive feelings may not be expressed, their influence may be reflected 

through biased perceptions of others of the opposite group.  Additionally, charged public 

discourse surrounding expressions of hostility may impact personal perceptions and levels of 

outward discrimination against members of the opposite community. 

 Polarizing public discourse not only isolates Hindu and Muslim groups at the level of 

academic and media portrayals.  Metcalf notes that biased portraits filter to the level of 

individual financial transactions, stating that “so much points to the depth of discrimination 

against Muslims that I would expect that to be [a] primary” inhibitor of access to finance23.  Bias 

toward non-Muslims within financial markets may also stem from a perception of Muslims as 

poor and preferentially averse to lending that does not comply with sharia regulations.  In the 

wake of the “Kolar Crisis,” Vijay Kumar of Accion International notes that Muslim borrowers 

can only obtain loans from MFIs if “sixty percent of her group [is] non-Muslims”24.  Though 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
22 Schmitt, Eric, Somini Sengupta, and Jane Perlez.  “U.S. and India See Link to Militant Pakistan.”  The New York 
Times.  2 December 2008.  Print. 
23 Correspondence with Barbara D. Metcalf 
24 Correspondence with Vijay Kumar!
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such a limitation dampens an MFIs risk of default, it also presupposes traits regarding the 

creditworthiness of Muslim individuals.  Discrimination within the financial markets, 

unfortunately, excludes otherwise worthy borrowers from access to much-needed capital, placing 

a cost on banking firms as well as on potential borrowers. 

 

Why might Muslim households choose not to borrow capital? 

As demonstrated by the “Kolar Crisis,” Islamic religious values and the profit-seeking 

mechanisms of formal and informal lenders can come into conflict.  Sharia regulations on 

lending and borrowing strictly prohibit the attachment of interest payments to disbursed capital.  

While discrimination against potential Muslim borrowers within Indian credit markets is likely, 

it is equally plausible that Muslims may choose willingly to opt out of the financial system.  

Religious devotion, limited access, and limited perceived value of participation are all factors 

that may prompt Muslims to decide not to borrow capital. 

Muslim households may choose to adhere to sharia law so as to remain faithful to 

religious stipulations.  However, the organizational structure of Indian Muslim groups 

demonstrates that active recognition of religious tenets may serve as a way to solidify and 

strengthen community ties.  As noted above, Muslim communities tend to reside in religious 

enclaves, spatially segregated from non-Muslim populations.  Chakrabarti develops a connection 

between geographic segregation and the reliance of the Muslim community on its participants, 

stating that, “the community is more than a little inward-looking so tends to rely more on formal 

networks than institutional structures”25.  In the case of the “Kolar Crisis,” some residents would 

have chosen to borrow from local micro-lenders, violating sharia law, but were dissuaded by the 

social sanctions described by the Anjuman Committee.  For these individuals, the risk of losing a 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
25 Correspondence with Rajesh Chakrabarti 
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valued community outweighed the need for affordable credit.  As we explore the reasons why 

Muslims may choose not to participate in financial transactions that do not comply with sharia 

regulations, the value of community ties must be considered equal to a desire to remain faithful 

to Islamic tenets. 

Muslims who have a preference for sharia-compliant consumer financial products are 

currently unable to access them, due to restrictions at the level of federal and mercantile law.  

Islamic banking institutions exist in nations with Muslim majorities26, such as Saudi Arabia, Iran, 

and Pakistan, and provide financial products to both households and investors.  Following a 

Commission directed by Raghuram Rajan, former Chief Economist at the IMF, the Indian 

federal government reiterated compliance with the Banking Regulation Act of 1939, which does 

not permit interest-free banking.  Majeed argues that much of the congressional opposition to 

interest-free banking stems from a misunderstanding of its financial structures and beneficiaries.  

Although Islamic banking is diverse and adaptable, it is often interpreted “as a charitable venture 

meant exclusively for dogmatic…religious zealots [that] is primitive and outdated in nature”27.  

In contrast, Majeed notes the presence of substantial demand for both consumer financial 

products that comply with sharia, as well as infrastructure sector bonds, sovereign and private 

sukuks, Islamic insurance, and Islamic credit cards28.  While demand and the necessary 

accompanying investment capital exists, federal and mercantile regulations prevent Muslim and 

non-Muslim Indians from gaining access to Islamic financial services within their nation. 

 Lack of access to sharia-compliant financial services may prevent Muslims from 

accessing credit in a manner that satisfies their personal or community-based ethical constraints.  

Chakrabarti also notes that adherence to faith-based regulations may be “stronger at the bottom 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
26 The global prevalence of Islamic finance will be discussed further in “Framing the Financial Landscape.”!
27 Correspondence with M. A. Majeed 
28 Correspondence with M. A. Majeed 
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of the pyramid,” or among the poorest Muslim communities29.  If this is the case, then low-

income Muslim groups are vulnerable to the combined impact of poverty and faith-based 

restrictions when attempting to access capital.  Unfortunately, while low-income Indians have 

begun to receive financial support from microfinance firms, such organizations have not adapted 

their products to fit the needs of sharia-compliant individuals30.  Vipin Raghavan, former 

Director of New Business Development at SKS Microfinance, asserts that the firm has never 

attempted to offer sharia-compliant loans.  SKS Microfinance is the nation’s largest for-profit 

micro-lender, and often seen at the vanguard of new trends in the national microfinance industry.  

Alexandra Kobishyn argues, in contrast, that if micro-lenders saw sharia-compliance as an 

impediment to their current profit structures, they would develop products that correspond with 

Islamic religious stipulations.  However, she also notes the possibility that Muslims “who want 

credit but cannot request for religious reasons are silenced by their communities31.”  Field, 

Jayachandran, and Pande examine the impact of entrepreneurship training on Hindu and Muslim 

female beneficiaries of microfinance loans; their analysis finds that Muslim women benefit least, 

due to the extent of restrictions placed upon them with regard to social and financial 

transactions32Those who are most disadvantaged by lack of sharia-compliant financial services 

may be least capable of vocalizing their concerns.  

Because they are part of a financial system that is not responsive to their religious needs, 

Indian Muslims are inherently disadvantaged in terms of access to credit.  By choosing not to 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
29 Correspondence with Rajesh Chakrabarti!
30 Classified as non-banking financial corporations (NBFC), microfinance organizations are legally allowed to issue 
sharia-compliant financial products. 
31 Correspondence with Alexandra Kobishyn 
32 Field, Erica, Seema Jayachandran, and Rohini Pande.  “Do Traditional Institutions Constrain Female 
Entrepreneurship?  A Field Experiment on Business Training in India.”  Center for Microfinance: Institute for 
Financial Management and Research.  Working Paper No. 36, 2010. 
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participate in a financial system that does not satisfy their religious needs, Muslim communities 

are unable to access capital necessary for economic development. 

 

The Importance of Consumer Credit 

Affordable consumer credit is an integral component of sustained community-based 

economic growth, for it both allows households to invest in new products and businesses and 

save funds for future needs.  Failure within communities to access capital often results in 

economic stagnation or decline.  The 2006 Sachar Report indicates that India’s Muslim 

communities have significant difficulty relative to non-Muslims in accessing consumer loans.  

Inequality of credit consumption between communities may stem from three possible causes: 

high poverty levels within Muslim communities, active discrimination against Muslim 

borrowers, and a choice on the part of Muslims to not participate in financial structures that 

violate their religious values.  The following chapters analyze these causes in greater detail. 

 

Framing India’s Financial Landscape 

This thesis takes a broad perspective on financial practices within India at the level of the 

Indian consumer, and therefore is subject to the complexities of the nation’s vast financial 

services industry.  Here, we examine financial options available in India at distinct levels of 

accessibility, affordability, and intended clientele. 

 

Consumer Banking 

Primarily, this paper is concerned with banking at the individual level, and therefore 

speaks to the characteristics of India’s commercial, private, and community banks.  Each of these 
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organizations can be characterized by its relationship with individual consumers, rather than with 

corporations, organizations, or private and institutional investors. 

Commercial banks in India are roughly split between public and private ownership, with 

27 nationalized financial service providers and 30 publicly held corporations.  Each of these 

banks works with individual consumers in a traditional manner, by taking deposits, storing 

savings, and issuing credit.  Because a large proportion of the nation is low-income or rural, a 

variety of options exist to provide financial services to clients who cannot access commercial 

banks.  Cooperative banks, similar to credit unions or savings and loans programs, provide 

greater flexibility and security to low-income communities by allowing clientele to pool the risk 

of default within a group.  

 

Financial Access in India: Alternative Banking Options 

As an alternative to traditional forms of consumer banking, this thesis examines the 

viability of microfinance as a mechanism for incorporating Muslim communities into the formal 

financial system.  Commitment to inclusive financial access on the part of the Indian public and 

private sectors over the last thirty years has been particularly striking.  Banking reforms intended 

to increase the availability of low-cost financial services have stemmed initially from the Indian 

government.  In 1979, just three years following the inception of the Grameen Bank, the Indian 

federal government established the National Bank for Agricultural and Rural Development 

(NABARD), a consumer finance program meant to serve the nation’s large farming population.  

NABARD provides credit through partnerships with self-help groups (SHG), informal lending 

groups that have been a source of credit within low-income Indian communities throughout 

history. 
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Today, NABARD faces competition from a multiplicity of pro-poor lending 

organizations.  Many of these organizations are small-scale and not-for-profit.  However, India is 

also the center of the global for-profit microfinance industry.  Modeled operationally on 

commercial banking institutions but marketed toward a low-income client base, a few large-scale 

micro-lenders provide loans to millions of rural and urban borrowers across the nation33.  Today, 

MIX Market estimates the total assets of South Asia’s microfinance industry to be 9.6 billion 

USD.  With 26.6 million borrowers, over one quarter of the world’s microfinance beneficiaries 

live in India34. 

While microfinance has become an alternative banking option for low-income Indians, it 

has not made itself accessible to Muslim communities in particular.  To date, no micro-lender 

offers financial services that comply with the stipulations of sharia law. 

 

Islamic Finance: an Unavailable Alternative 

Microfinance has become highly prevalent across the Indian financial landscape as an 

alternative to traditional banking options.  The presence of a second alternative to mainstream 

consumer banking, Islamic finance, is still highly marginal.  Islamic finance refers to a variety of 

financial products, intended for consumers, firms, and institutional investors that have been 

adapted to comply with sharia regulations on lending and borrowing.  The most prominent 

feature of sharia law governing financial transactions is its “strict prohibition on giving or 

receiving any fixed, predetermined rate of return on financial transactions”35.  This rule derives 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
33 India’s for-profit microfinance industry is characterized by several large providers, including SKS India, 
Spandana, and Basix.  
34 “Microfinance in India.” Mix Market.  http://www.mixmarket.org/mfi/country/India 
35 Karim, Nimrah, Michael Tarazi, and Xavier Reille.  “Islamic Microfinance: An Emerging Market Niche.”  CGAP 
Focus Note.  49 (August 2008), p. 1 
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from two central principles of sharia, namely that money has no intrinsic worth, and that both 

the business owner and his investors must share the risk of an enterprise36.   

When translated from theory to practice, Islamic finance at the consumer level translates into 

four potential options for contracts37. 

• Murabaha (!"#$%& ) : Murabaha contracts are used for the purchase of specific 

commodities.  To finance the purchase, the lender will buy the item independently, then 

resell to the borrower with an added markup.   

• Ijarah (!%$'( ) :Typically used to manage the purchase of equipment, ijarah is a leasing 

contract.  During the lease period, the lender assumes ownership of the piece, and the 

borrower pays for use of the good in installments until he has paid the full price of the 

item. 

• Musharaka ( !)%$*&+ ) and Mudaraba (!#%,& ): Musharaka and mudaraba are the 

financial contracts most accepted by Islamic scholars.  Musharaka denotes an equity 

relationship between the lender and the borrower, through which the lender agrees to 

assume a predetermined portion of a firm’s profit or loss.  Alternatively, mudaraba 

indicates a trustee relationship, through which the bank provides financing and the lender 

takes a managerial role in the firm. 

• Takaful (  +-$).+$ ) :A takaful agreement refers to a form of rotating savings and credit, 

in which several participants pool funds that are used to support individuals in times of 

scarcity or instability. 

  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
36 Karim et al 2 
37 Karim et al 3!
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Islamic banking is prevalent in nations with homogeneous Muslim populations, where the 

majority of residents conform to sharia regulations.  However, within India, Islamic banking 

options are only available at the level of the institutional investor, such as a mutual fund, through 

interest-free bonds known as sukuk.  In 2005, the Reserve Bank of India “came to the conclusion 

that Islamic banking did not fit into the country’s banking laws,38” preventing the introduction of 

services at the consumer level.  In response, however, a Planning Commission panel led by 

former IMF chief economist Raghuram Rajan asserted that, “the non-availability of interest-free 

banking products…results in some Indians, including those in the economically disadvantaged 

strata of society, not being able to access banking products and services due to reasons of 

faith.39”  This thesis shares Rajan’s viewpoint, arguing that the lack of availability of religiously 

appropriate credit contracts prevents many Indian Muslims from accessing financial services.  

While conventional arguments for microfinance, which assert that formal financial institutions 

fail to reach low-income populations due to issues of profitability and risk, also holds for Muslim 

populations, I argue for simultaneous discrimination on the part of borrowers, who choose 

adherence to their faiths over access to traditional forms of consumer credit.  

 

Islamic Microfinance: an Emerging Concept 

This thesis speaks to the relevance of a fourth variation on credit provision, which 

synthesizes elements of commercial banking, microfinance, and Islamic finance.  Currently 

available in 19 Muslim-majority nations40, Islamic microfinance provides a financial solution to 

low-income individuals who subscribe rigorously to the tenets of sharia law.  Islamic 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
38 “Growing Interest: Islamic Banking expands from the Gulf to India.”  India Knowledge at Wharton.  25 March 
2010. 
39 Growing Interest: Islamic Banking expands from the Gulf to India.”  India Knowledge at Wharton.  25 March 
2010.!
40 Karim et al 6 
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microfinance can be offered in the same format as traditional microfinance, either through 

groups or to individual borrowers; in essence, it retains the format of microfinance, but adapts 

products to reach compliance with sharia regulations.   

The conclusion of this paper analyzes Islamic microfinance as a viable means of 

increasing the accessibility of consumer financial products for Muslim clientele. 

 

Fig. 1, Visualizing Islamic Microfinance (elaborated by the author) 

 

Structure of Study 

Chapter Two explores relevant literature surrounding my question and research 

objectives.  Arranged by hypothesis, it interrogates preexisting discussions of the relationship 

between low-income small business owners and commercial banks, noting that as banks grow, 

they tend to decrease loans made to low-income individuals.  Secondly, I examine literature on 

the economics of discrimination; these theories and past analyses ultimately inform my research 

design and process.  Lastly, I present arguments surrounding the wage gap by gender, seeking to 

understand how the methodology used in such arguments might pertain to an analysis of lender-

borrower discrimination. 
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Chapter Three details the process of my empirical analysis.  Covering data, 

methodology, specifications, and results, this chapter is an examination of factors influencing 

Muslim credit access and interest rate determination.  The included estimations also assess 

sources of difference between financial access and interest rates of Muslim and non-Muslim 

communities. 

Chapter Four concludes this paper, noting the implications of this study for 

policymakers, academic researchers, and Indian financial firms.  Additionally, this chapter 

suggests directions for future relevant research. 
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Chapter II: Studying the Economics of Discrimination 

! 

Introduction 

In 1957, Gary Becker’s Economics of Discrimination presented the first economic 

explanation for the existence of discrimination in wage, employment, and financial markets.  

Becker argued that the possession of a “taste for discrimination,” articulated by one’s 

discrimination coefficient (DC), causes one to “act as if he were willing to pay something, either 

directly or in the form of a reduced income, to be associated with some persons rather than 

others.41”  When conceptualized as a monetary cost, the DC can be incorporated into a 

framework of economic analysis, and its presence can be effectively tested for through 

econometric methodology. 

The following review interrogates past economic analyses of the presence of discrimination in 

labor and credit markets across the globe.  Special attention is given to tests for market 

discrimination that incorporate hypotheses similar to those given in this paper.  Several of the 

papers presented analyze problems where wage or credit access inequality could be attributable 

to either a) discrepancies of income and wealth or b) active discrimination on the part of an 

employer or lender.  Literature analyzing the effects of concurrent supply and demand shifts, 

relevant to my study of the dual impact of lender and borrower discrimination, is also surveyed. 

 

 

 

 

 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
41 Becker, Gary.  Economics of Discrimination.  Chicago: University of Chicago Press, 1957. p. 6 
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Empirical Literature on Market Discrimination 

Credit Rationing: Support for the Income Hypothesis 

A large body of literature exists noting that small- and medium-sized enterprises (SMEs) 

often fall victim to credit rationing.  Banks control the availability of credit in order to counteract 

the effects of imperfect information when assessing the riskiness of clientele.42  Small- and 

medium-sized enterprises are most impacted by credit rationing, as they tend to generate the 

lowest returns.43  Trends in credit rationing also correspond with the size of the lender. Smaller, 

localized banks will lend more frequently to SMEs, because they are able to assess credit risk 

more accurately through long-term personal relationships.44  For the purposes of this thesis, as 

commercial finance providers grow, they should be expected to focus their lending toward 

larger, more established enterprises that are able to deliver a safer return.  While entering riskier 

markets could result in a profit, because of lack of sufficient information on the risk profiles of 

clientele, banks will most likely use firm size as a proxy for the safety of their investment, 

therefore eliminating the lowest income consumers from their potential market.  

 

Race, Gender, and Credit: Testing for Discrimination  

Becker’s Economics of Discrimination catalyzed a series of analyses aimed at 

interrogating the existence of discrimination within employment, wage, and credit markets.  

Primarily focused on racial and gender biases within American markets, the body of literature 

focused on discrimination economics has evolved over the past four decades, buoyed by 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
42 Stiglitz, Joseph E. and Andre Weiss.  “Credit Rationing in Markets with Imperfect Information.”  The American 
Economic Review.  71.3 (1981) 409 
43 Shen, Yan, Minggao Shen, Zhong Xu, Ying Bai.  “Bank Size and Small- and Medium-sized Enterprise Lending: 
Evidence from China.”  World Development.  37.4 (2009) 801 
44 Berger, Allen N., Nathan H. Miller, Mitchell A. Petersen, Raghuram G. Rajam, Jeremy C. Stein.  “Does Function 
follow Organizational Form?  Evidence from the Lending Practices of Large and Small Banks.”  Journal of 
Financial Economics.  76 (2005) 242 
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increasing access to accurate data and steadily improving methodological principles.  This thesis 

incorporates influence from the specifications of discrimination economists, applying preexisting 

theory to the Indian market for consumer credit. 

To reiterate, Becker hypothesized that an individual’s “taste for discrimination” is a bias 

“associated with disutility caused by contact with some individuals.45”  Becker represents the 

cost incurred by discrimination through the discrimination coefficient (DC).  In the case of a firm 

lending funds at rate r, the incorporation of the DC results in some customers receiving the rate 

r(1 + /).  The additional markup results in fewer loans held by members of the discriminated 

community as shown by “more denied loans and fewer applications on the part of the 

borrower.46”  Becker’s theoretical framework provides a strong starting point for any analysis of 

discrimination, and has been the baseline for most economic studies of the issue. 

In his application of Becker’s hypothesis to the American consumer credit market, 

Peterson found no evidence of substantial prejudicial lending on basis of gender.  Articulating a 

divide between economic, statistical, or risk-based discrimination and prejudicial 

discrimination47, he claims that the former is responsible for any differential in lending on basis 

of sex.  Peterson’s model tests differences in loss ratios, credit availability, and interest rates by 

sex, finding no empirical evidence of statistical discrimination.   

Schafer and Ladd’s 1981 Discrimination in Mortgage Lending complement Peterson’s 

findings, investigating discrimination on basis of both gender and race.  While they find no 

evidence of prejudicial lending on basis of gender, they note the existence of discrimination 

along racial lines.  Munnell et al’s 1996 study of mortgage lending in Boston furthers their 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
45 Becker 7 
46 Cavalluzzo, Ken and Linda Cavalluzzo.  “Market Structure and Discrimination: the Case of Small Businesses.”  
Journal of Money, Credit, and Banking.  Vol. 30: 4 (Nov. 1998), 771 
47 Peterson, Richard L.  “An investigation of sex discrimination in commercial banks’ direct consumer lending.” Bell 
Journal of Economics.  Vol. 12: 2 (Autumn 1981), 548 
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findings, asserting that, “minorities are more than twice as likely to be denied a mortgage as 

whites.48”  While their analyses support hypotheses arguing for the existence of discrimination in 

consumer credit markets, reviewers have noted fundamental flaws in both analyses procedures.  

Munnell’s data does not include variables reflecting credit histories, debt burdens, and other 

factors that could be correlated with both race and loan denial.  Similarly, Schafer and Ladd fail 

to control for neighborhood characteristics,49 a vital component of the mortgage lending 

decision.   

Cavalluzzo’s 1998 analysis of racial discrimination in small-business lending corrects for 

some omitted variable bias through the introduction of a coefficient indicating the concentration 

of the sampled borrower population.  By controlling for market density, Cavalluzzo “captures the 

additional prejudicial discrimination in concentrated markets that more competitive markets 

would not tolerate.50”  He asserts that the profit incentive fundamental to competitive markets 

will wash out the effects of discrimination. In that sense, his analysis offers a more precise 

examination of biases.  Ultimately, Cavalluzzo finds evidence of discrimination against 

Hispanics and toward Asians, but is unable to prove the existence of other biases in a substantive 

way.   

The majority of studies of racial and sex-based discrimination in credit markets have 

been hampered by issues of omitted variable bias and endogeneity.  Blanchflower et al’s 2003 

analysis of discrimination in the American small-business credit market emphasizes the need to 

control effectively for relevant variables, as well as the utility of supplementing quantitative 

analysis with qualitative investigation.  Blanchflower et al’s four-step regression process, 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
48 Munnell, Alicia, Geoffrey Tootell, Lynn E. Brown, James McEaney.  “Mortgage Lending in Boston: Interpreting 
HMDA Data.”  American Economic Review.  Vol 86: 1 (Mar 1996), 25 
49 Wachter, Susan M.  “Review.”  Annals of the American Academy of Political and Social Science.  Vol. 465: Jan 
1983, p. 212 
50 Cavalluzzo 774!
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presented in further detail in Chapter 3, forms the foundation of this thesis’ empirical model.  

Ultimately, Blanchflower et al’s analysis finds that “black-owned busineses face impediments to 

obtaining credit that go beyond observable differences in their creditworthiness.51”  Black-owned 

firms are more likely than white- to be denied loans, and when approved tend to be charged 

higher interest rates than their white counterparts.  Blanchflower et al’s rigorous, systematic 

analysis process can be applied effectively to the South Asian context, and can be considered an 

accurate method for the exploration of credit market discrimination. 

Though most previous analyses of discriminatory lending are situated within an 

American context, Aiger and Szafarz find evidence of gendered discriminatory lending practices 

within the Brazilian microfinance sector.  Their analysis asserts that bias is actively expressed 

through loan sizes, where female applicants receive significantly smaller loans than their 

identical male cohorts52.  Though there is contextual specificity to each of the above studies, the 

cases prove applicable to South Asian consumer credit markets.  Particularly striking is the 

similarity between the African-American population in the United States and India’s Muslim 

community.  At twelve and fourteen percent of their respective national populations, both are 

large minority groups.  Both are relatively low-income communities. Therefore, analyses of 

discrimination, both income and discrimination hypotheses are highly plausible.  In her Address 

to the Association of Asian Studies regarding the position of Muslims in contemporary India, 

Barbara Metcalf asserts that “the situation of Muslims in India today can be compared to the 

situation of African-Americans in the United States.53”  With those words in mind, the above 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
51 Blanchflower, David, Phillip B. Levine, and David Zimmerman.  “Discrimination in the Small Business Credit 
Market.”  Review of Economics and Statistics.  Vol. 85: 4 (Nov. 2003),  942 
52 Aiger, Isabelle and Ariane Szafarz.  “Microfinance and Gender: Is There a Glass Ceiling in Loan Size?”  Centre 
Emile Bernham: Research Institute in Management Sciences.  Working Paper 10/047.  September 2010. 
53 Metcalf, Barbara.  “Too Much and Too Little: Reflections on Muslims in the History of India.”  Journal of Asian 
Studies.  Vol. 54: 4 (Nov. 1995), 962 
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analyses of credit market discrimination become particularly relevant.  By using preexisting 

theory to examine a similar population, this thesis hopes to uncover a similar phenomenon to the 

one proved by Blanchflower et al in the United States:  that credit rationing is not simply 

determined by creditworthiness, but rather, it has additional roots in racial, sex-based, or 

religious prejudice.  

 

The Gender Pay Gap: Simultaneous Supply and Demand Movement 

In addition to the examination of the impact of discrimination on formal credit 

availability to the low-income Muslim community, this thesis assesses further questions 

regarding the characteristics and origin of biases in lending and borrowing.  Though Becker’s 

theory posits that discrimination originates from the employer, or lender, an examination of the 

Indian context indicates that discrimination is also evident from the perspective of the Muslim 

borrower.  As noted above, Indian commercial banks currently fail to provide Islamic banking 

products at the consumer level.  Muslims who subscribe to sharia regulations may therefore 

choose not to work with financial institutions, and seek capital from outside the formal credit 

market. 

The possibility that borrowers may opt out of financial markets introduces a second 

economic problem, namely, the existence of an effect that could simultaneously impact supply 

and demand curves.  Theoretically, both effects may exist, and lenders may discriminate against 

Muslim borrowers while some choose not to participate credit markets.  To understand prior 

solutions to this problem, we look at literature surrounding gender pay equity in international 

labor markets.  Blau and Kahn, two long-time participants in this academic field, posit that the 

gap in pay on the basis of sex is initially due to employer discrimination, but ultimately narrows 
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as women prove their proficiency in the workplace.  To determine this finding, Blau and Kahn 

examined salary data over time, and noted that while initial salaries are highly disparate on basis 

of gender, over time, they converge within individual industries.54 

Blau and Kahn’s findings lie in the wake of numerous other approaches to analyzing pay 

equity on basis of sex.  Currently, two primary hypotheses prevail.  The first, posited by Mincer 

and Polachek, as well as Becker, asserts that the gap in pay is due to differentials in human 

capital acquisition on basis of gender.55  Their analyses incorporate controls for differential 

levels of education, types of occupation, and time spent in the work force.  In contrast, a second 

body of literature has roots in Becker’s discrimination hypothesis, and argues that employers 

choose to pay women less because of a “taste for discrimination.56”  

Both bodies of literature point to the need to control for a diverse variety of 

characteristics when analyzing the origins of discrimination.  In addition, both bodies of 

literature have benefited from the development of an econometric analysis that decomposes 

differences in wages between genders into components explained within and outside the 

estimated model57.  The Blinder-Oaxaca decomposition is used in Chapter 4 of this paper to 

determine sources of discrepancies in interest rates between Muslim and non-Muslim 

communities.  In the context of this thesis, literature on the gender pay gap offers a framework 

for analysis that can be applied to the Indian context.  Additionally, it acts as a reminder of the 

need to effectively differentiate effects when enacting statistical analysis. 

 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
54 Blau, Francine and Lawrence Kahn.  “Gender Differences in Pay.”  Forthcoming: National Bureau of Economic 
Research, 13 
55 Mincer, Jacob and Solomon Polachek.  “Family Investments in Human Capital: Earnings of Women.”  Marriage, 
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56 Becker 6!
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Conclusion 

A review of past literature analyzing the presence of active discrimination in consumer 

credit markets monetizes the impact of prejudice on borrowers through differences in i) loan 

denial rates and ii) interest rates.  By examining borrowers who are otherwise observably 

identical, these two variables provide evidence of the presence of intentional bias within credit 

markets.   

The studies described in this chapter conclude with mixed results.  While some claim to 

identify the presence of discrimination, others find a low or null effect.  The discrepancy 

between studies may indicate a multiplicity of simultaneous effects.  The general 

creditworthiness, or income and wealth, of a population, may coexist with discrimination on the 

part of the lender.  As the following chapters explore the presence of discrimination within 

Hyderabadi credit markets, it is necessary to consider the simultaneous validity of both 

hypotheses. 

The following chapter builds on a general review of relevant theoretical literature, 

exploring how preexisting empirical models can apply to a distinct geographic and 

socioeconomic context.  Chapter four develops and applies this study’s specific empirical model, 

situating it within existing analyses of discrimination within credit markets.   
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Chapter III: Estimating the Effects of Discrimination 

! 

Introduction 

 Following in the footsteps of Peterson, my analysis compares the interest rates of loans 

disbursed to otherwise identical Hindu and Muslim borrowers.  I also test the impact of Muslim 

identity on whether or not a household possesses at least one loan, to identify trends in household 

attributes that influence credit access.  Using a series of OLS regressions, I look for the presence 

of differences between Muslim and non-Muslim credit access and interest rates that cannot be 

explained within the context of the model.  

 Both series of analyses examine the impact of household demographic, economic, and 

financial characteristics on indicators of credit access.  Investigating the effects of these 

attributes provides insight into the veracity of my income hypothesis, which posits that credit 

access is limited within Muslim communities because of the population’s high poverty rates.  

This analysis finds that both Muslims and non-Muslims increase their debt burdens as income 

stability declines.  Decreased income levels therefore do not impede access to capital and instead 

enhance a household’s propensity to borrow. 

 A comparison of the mean household interest rates received by Muslim and non-Muslim 

borrowers provides an opportunity for differentiating the effects of discrimination on the part of 

lenders and decisions on the part of borrowers not to borrow capital.  Because interest rates 

function as the price of a loan, the cost of capital received by Muslim borrowers is contingent on 

the group’s demand for credit.  Low demand for credit should be evident in a depressed interest 

rate relative to that of non-Muslims; in contrast, active discrimination is expressed through an 
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elevated loan price.  This study finds that interest rates are significantly higher for Muslim 

borrowers than for non-Muslims, revealing the presence of discrimination on the part of lenders.  

 

Data: Sources and Summary Statistics 

To test for the presence of credit market discrimination, I use data from a household-level 

survey conducted in 2008 by the Massachusetts Institute of Technology’s Jameel-Poverty Action 

Lab (J-PAL)58.  The survey was taken as part of a three-year randomized control trial (RCT) 

intended to examine the impact of introducing a new micro-lender into half of the tested 

communities.   

Titled “Measuring the Impact of Microfinance,” the RCT was undertaken in conjunction 

with a large Indian MFI, Spandana59.  Situated in Hyderabad, the trial surveyed 2,800 households 

in 120 slum areas of the city.  The survey collected data on “household composition, education, 

employment, asset ownership, decision-making, expenditure, borrowing, saving, and any 

businesses currently operated by the household or stopped within the last year60.”  Following a 

baseline survey taken in 2005, repeat surveys were taken over the course of the following two 

years.   

Following the completion of the baseline survey, Spandana selected 52 communities in 

which to open new branches of its microfinance services.  Repeat evaluations measured the 

incorporation of Spandana into the 52 communities, examining households that had taken 

microfinance loans, and the impact of those loans on their wellbeing.  This study relies on the 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
58 J-PAL is a global “network” of researchers that conducts evaluations of international development programs using 
randomized control trials. 
$%!Abhijit Banerjee; Esther Duflo; Rachel Glennerster , "Measuring the impact of microfinance in Hyderabad, 
India", http://hdl.handle.net/1902.1/11389 UNF:3:RJc9fLTaXXfz5Ue+eRPYVA== MacArthur Data Consolidation 
Project [Distributor] V2 [Version]!
60 Banerjee, Abhijit, Esther Duflo, Rachel Glennerster, Cynthia Kinnan.  “The Miracle of Microfinance?  Evidence 
from a Randomized Evaluation.”  MIT Department of Economics and NBER. p. 6!
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data drawn from a baseline household and financial survey taken following the completion of the 

experiment in 2008.  This data set provides demographic, economic, and financial information 

on 2,800 households and the 14,159 individuals who live within them.   

The J-PAL dataset does not provide a specific indicator of the religious background of 

respondents, but includes several variables that can accurately identify religious identity.  Using 

city-specific data from the 2005-2006 Round of the National Family Health Survey (NFHS-3)61, 

I conduct a probability estimation to determine the likelihood that a household is either Muslim 

or non-Muslim.  The NFHS-3 is a national-level household survey providing data from each of 

India’s 29 states and conducted through the International Institute for Population Sciences and 

Ministry of Health and Family Welfare (MOHFW).  The survey uses uniform sample design, 

questionnaires, and survey procedures to ensure consistency of results across location and 

population62.  In each round, it asks questions related to household demographic, economic, and 

health characteristics, many of which match questions asked in the J-PAL survey.  The study’s 

“Methodology” section describes the prediction process in further detail. 

 

Characteristics of Muslims and Non-Muslims in Hyderabad 

A comparison of mean demographic statistics across Muslim and non-Muslim groups 

represented in the National Family Health Survey-3 (NFHS-3) reveals inherent educational, 

economic, and financial distinctions between the two groups.  Table 1 presents a series of 

descriptive statistics drawn from the NFHS-3 comparing Muslim and non-Muslim Hyderabadi 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
61 International Institute for Population Sciences.  India: Standard DHS, 2005-2006.  Ministry of Health and Family 
Welfare: Government of India, 2005-2006 
62 International Institute for Population Sciences.  National Family Health Survey (NFHS-3): Volume I.  Ministry of 
Health and Family Welfare: Government of India, 2007. 
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populations.  Muslim communities tend to have lower educational attainment and a stronger 

tendency toward income and employment volatility 

 
The results of Section A suggest that Muslim and non-Muslim individuals and 

households differ fundamentally in three critical components of wealth: educational acquisition, 

employment characteristics, and asset ownership.  Muslim individuals, on average, have 

approximately half of a year less schooling than their non-Muslim counterparts.  Following the 

completion of their education, Muslim individuals are half as likely to be working, and if 

employed, half as likely to be working outside of their homes.  In correspondence with the 

suggestions of the Sachar Report, Muslim individuals are more likely to be self-employed, 

leaving them vulnerable to income instability.  These qualities suggest that Muslim communities 

are distinctly poorer than non-Muslims in terms of income and wealth.  Poverty could identify 

Muslim households as risky financial clients, leading to more frequent credit rejections and 

higher average interest rates within Muslim populations. 

Table 1: Muslim and non-Muslim Demographic Characteristics, NFHS 

A. Demographic Information and Education Levels*  Muslim Non-Muslim 
Gender of Household Head (1=male, 2=female) 1.1978 (0.3985) 1.1248 (0.3306) 

Age  27.665 (9.4917)) 29.505(9.3235) 
Receives government aid 0.4163 (.9937)) 0.4801(.1.2389) 

Home ownership 0.5907 (0.4919) 0.5671 (0.4956) 
Literacy  0.8306 (0.3752) 0.7452 (.4239) 

Years of Education 8.07 (4.4845) 8.3577 (5.5752) 
B. Household Economic and Financial Characteristics 

Wealth Index (5=highest) 4.3822 (0.7725) 4.4364 (0.7725) 
Score on Wealth Index  68124 (67281) 81640 (77184) 

Working 0.1318 (0.3384) 0.3291 (0.4700) 
Works at home 0.4694 (0.5) 0.2324 (0.4226) 
Self-employed 1.7414 (0.6932) 1.6185 (0.65528) 
Cow ownership 0.1135 (0.8814) 0.1973 (1.117) 

Chicken ownership 0.13055 (0.8886) 0.1881 (1.1145) 
Mattress ownership 0.7536 (0.4311) 0.6872 (0.4637) 

Chair ownership 0.9073 (0.2901) 0.8831 (0.3214) 
Cot ownership 0.7729 (0.4192) 0.7386 (0.4395) 

Table ownership 0.7977 (0.4019) 0.7045 (0.4564) 
Has a bank account 0.1579 (0.7813) 0.2693 (0.5789) 

Has insurance 0.2261 (1.204) 0.4781 (1.5955) 
* Unless otherwise noted, 1 indicates a positive response. 
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Table 2: Muslim and non-Muslim Demographic Characteristics, J-PAL 

A. Demographic and Educational Information* Muslim 
Mean (SD) 

Non-Muslim 
Mean (SD) 

Gender (1 indicates male) 0.479 (0.502) 0.502 (0.500) 
Age  35.19 (13.02) 36.54 (13.62) 

Receives government aid (2=no) 0.0341 (0.182) 0.0371 (0.189) 
Number of rooms in home 2.473 (1.372) 2.255 (1.406) 
Number of  pucca63 rooms 2.02 (1.630) 1.610 (1.703) 
Receives government aid 0.034 (0.182) 0.037 (0.189) 

Literacy 1 (0) 0.586 (0.493) 
Is respondent currently in school? 0.0085 (0.092) 0.0437 (0.204) 

Years of Education 7.111 (3.085) 8.371 (15.155) 
B. Economic and Financial Characteristics  

Employed (by self or others) 0.4434 (0.499) 0.5847 (0.4928) 
Self-employed 0.103 (0.305) 0.093 (0.290) 

Employed as wage laborer 0.145 (0.354) 0.242 (0.429) 
Employed as salaried laborer 0.171 (0.378) 0.232 (0.422) 
Hours per day spent working 9.28 (2.778) 8.7418 (2.508) 

Years spent working 10.64 (8.322) 10.764 (9.081) 
Monthly earnings 2664.71 (2158.687) 2570.91 (3156.68) 

Owns agricultural land 0.054 (0.227) 0.084 (0.277) 

Approx. value of land holding 145,000 (128192.6) 237387.1 
(452192.6) 

Owns any livestock, cattle, or birds 0 (0) 0.0388 (0.193) 
* Unless otherwise noted, 1 indicates a positive response. 
 

Data from the NFHS-3 confirms the Sachar Report’s depiction of Indian Muslims as less 

ingrained in the financial sector than their non-Muslim counterparts.  Muslim respondents are 

half as likely to possess either a bank account or insurance than non-Muslims.  As mentioned, 

lack of participation in formal consumer finance markets could evidence exclusions on grounds 

of either poverty.  However, it could also reflect the presence of discriminatory lending or a 

preference within Muslim communities against financial services.   

 A second demographic comparison between Muslim and non-Muslim households using 

the J-PAL data set finds relative equality between groups in terms of wealth, but sharp disparities 

in financial access.  The J-PAL data set only surveys slum communities, which may be a 

population with more limited economic variation.  To analyze discrepancies between Muslim 

and non-Muslim characteristics, I examine respondents who possess qualities that inherently 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
63 Pucca indicates a home made from non-organic material.  Typically, those with pucca homes or rooms are 
considered wealthier than those with kuccha rooms. 
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identify them as Muslim: namely, they speak Urdu or have a family member that attends a 

madrasa school.  To prevent biased economic and financial characteristics, I limit the analyzed 

sample to only the characteristics of adult survey respondents, or those age twenty and over64.  

Table 2 offers demographic, educational, economic and financial information on respondents 

from 120 slum communities in urban Hyderabad. 

 Panels A and B provide mixed evidence of poverty levels that are distinct between 

Muslim and non-Muslim cohorts.  In terms of asset ownership and mean earnings, Muslims 

appear just as wealthy as non-Muslims; however, employment and educational characteristics 

indicate sharp distinctions between the populations. Panel A demonstrates that Muslims have 

approximately 0.25 more rooms than non-Muslims; home ownership represents a stable asset 

indicative of much of a household’s wealth.  In addition, Muslims earn approximately 100 Rs. 

per month more than non-Muslims.  If asset ownership and earnings are viewed as primary 

components of household wealth, Muslim survey respondents appear on equal footing with non-

Muslims. 

 However, Panel B provides employment characteristics that corroborate the inequalities 

noted in an analysis of the NFHS-3.  Muslim respondents have a lower likelihood of being 

employed, and when they are, it is predominantly within the context of self-owned firms.  On 

average, Muslim respondents spend one more hour than non-Muslims per week on work, which 

may account for the discrepancies in monthly earnings.  While key economic distinctions exist 

between sampled Muslims and non-Muslims, the J-PAL data set does not show strong 

differences in wealth between the two groups. 

  

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
64 Although many individuals are considered adults prior to the age of twenty, the exclusion of household members 
below the age of twenty is based on the mean age of parents or grandparents included in the data set.!
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Table 3: Muslim and non-Muslim Financial Characteristics, J-PAL 

Financial Characteristics* Muslim 
Mean (SD) 

Non-Muslim 
Mean (SD) 

Household has bank account 0.247 (0.434) 0.338 (0.473) 
Household is insured 0.129 (0.337) 0.242 (0.428) 

Household has outstanding loans 0.548 (0.500) 0.680 (0.4670 
Number of loans 1.237 (1.657) 1.519 (1.620) 

Loan amount 20332.54 (34036.03) 16218.5 
(16643.5) 

Initial interest rate on loan 4.205 (2.559) 3.02 (24.939) 
Household interest rate** 3.468 (2.912) 2.934 (2.340) 

Loan principle 16408.08 (17004.91) 20318.32 (34004.1) 
Days between applying and receiving the loan 9.166 (10.88) 8.859 (14.434) 

How would respondent classify household on financial ladder? *** 3.763 (1.17) 3.722 (1.143) 
Would respondent classify household as poor? 0.699 (0.461) 0.717 (0.451) 

* Unless otherwise noted, 1 indicates a positive value. 
** Household interest rate indicates a rate calculated using a household’s total debt burden and total interest 
payments, calculated on a monthly basis. 
*** Five is the highest response, 1 is the lowest. 
 
 Though evidence for relative Muslim poverty is mixed, financial access is clearly limited 

along religious lines.  Table 3 provides comparative mean religious attributes across Muslim and 

non-Muslim households sampled in the J-PAL data set. 

Table 3 reiterates the findings of the Sachar Report, revealing that Muslim communities 

have distinctly lower access to financial services than non-Muslim cohorts.  Though Muslim 

households are only slightly less likely to possess a bank account, they are half as likely to be 

insured.  Limited access to these services may be a result of the prohibitive effects of poverty, 

the existence of discrimination, or a tendency among Muslims to opt out of financial markets.  

However, because Table Two indicates some economic equality between religious groups, 

higher poverty levels among Muslims do not appear to be the sole cause of these sharp financial 

distinctions. 

 When Muslim households do choose to access capital through both formal and informal 

sources, we see that they incur fewer loans, but have comprehensively higher interest rates.  On 

average, Muslim borrowers take one-quarter loans fewer than non-Muslims, but face interest 

rates that are approximately 1% higher.  The accompanying loans taken by Muslims tend to be 
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4,000 Rs. smaller than those assumed by non-Muslims.  In addition, Muslim borrowers wait for 

approximately 0.3 more days before their credit applications are approved.  This group of 

Muslims has already chosen to take loans, meaning that they do not value sharia-compliance 

over credit access.  When examining this subset, it is possible that either low creditworthiness or 

a taste for discrimination against Muslim borrowers is responsible for increased interest rates. 

 

Methodology 

Predicting the Probability of Islamic Identity 

 Due to issues of population sensitivity, religious background is not included as a variable 

within the J-PAL data set.  To determine the probability of a household identifying as a 

Muslim65, I use a sub-sample of data from the NFHS-3 to estimate the characteristics that most 

strongly predict one’s religious background.  To do so, I create a probit model that generates the 

probability of identifying oneself as Muslim given several demographic, economic, and financial 

attributes.  Predictor variables were chosen because their means reflect inherent differences 

between Muslim and non-Muslim populations in the data set.  As an example, Muslim survey 

respondents are half as likely to possess insurance than non-Muslim respondents; this distinction 

between populations becomes a useful predictor of religious background.   

 To determine the probability of a respondent identifying as Muslim, I estimate the 

following regression: 

 1 if ! + Xurd "1 + Zten "2 + Sins "3 + Vecon "4 + # 

M is between          

 0 if otherwise      

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
65 In this paper, we treat all members of a household as identifying with the faith of the household head. 
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Where M indicates the probability of a household identifying as Muslim or non-Muslim, 

contingent on determinant factors.  Three primary variables were used to identify Muslim 

identity, chosen because they most effectively predict Muslim households within the NFHS data 

set.  These variables include Xurd, which denotes whether or not a household speaks Urdu,66 Zten, 

a binary variable indicating whether or not the household head possesses above or below ten 

years of education, and Sins, a dummy variable illustrating whether or not the household is 

insured.  Vecon represents control variables that were less effective predictors of religious 

background, including literacy, employment status, and whether or not the household owns a 

bank account.  For a complete list of control variables, see Appendix Two. 

 To assess the effectiveness of this predictor, I generate a variable within the NFHS-3 data 

set that identifies households as Muslim given their correspondence with the predictors noted 

above.  This binary variable denotes households that receive a probability of greater than 0.5 

through the above regression as definitively Muslim, and those with a likelihood of below 0.5 as 

non-Muslim.  Setting my cut-off at the 50% level identifies 1116 out of 1029 Muslim families 

represented within in the NFHS-3 data set, confirming the accuracy of my generated predictor. 

 Using the NFHS-3 estimate, I predict the likelihood that a household surveyed within the 

J-PAL data set will identify as Muslim.  As when assessing the viability of my NFHS-3 

outcomes, I assign households with a probability of over 0.5 to a Muslim category, and those 

with a probability below 0.5 to a non-Muslim category.  Additionally, when identifying Muslim 

families within the J-PAL data set, I include a variable indicating whether or not a family 

member attends a madrasa school.  Because madrasas are Islamic schools, families in which one 

or more members are or have been enrolled are classified within the Muslim category.   

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
66 Urdu is not a language limited to Muslims at the observational level of India as a nation.  Within the context of 
Hyderabad, however, speaking Urdu is highly correlated with identifying as a Muslim; within the NFHS data set, 
the correlation between the two attributes is 0.9457. 
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The resulting indicator contains 100 families who identify as Muslim and 2,700 who do 

not.  This variable identifies only 3.5% of the data set; within Hyderabad, 41.2% of the 

population is Muslim67.  Given this discrepancy in representation, it is highly likely that this 

variable identifies fewer Muslims than exist within the data set.  By basing much of the identifier 

on a household’s linguistic background, I may also be identifying a particular sub-set of 

Hyderabadi Muslims that prefers Urdu to a regional language.  This sub-set may have distinct 

qualities in relation to a broader Muslim population.  Given the small sample size, estimates 

using this variable may undervalue the demonstrated effects or diminish their statistical 

significance.  However, this indicator provides a precise portrayal of religious background and 

provides significant information on linguistic and demographic factors correlated with a 

Hyderabadi Muslim identity. 

 

Geographic Identification of Muslim Identity 

 Historically, neighborhoods in Hyderabad are spatially segregated on basis of religious 

background.  To create a predictor for Muslim identity that provides a larger sample size for 

analysis, I developed an indicator for Muslim background using the names of slums represented 

within the J-PAL data set. 

The Special Report on Hyderabad included in the 1981 Census of India provides evidence of 

the city’s strong religious segregation.  Geographic divisions along religious boundaries stem 

from the Mughal Era, when the city existed as a center of Islamic rule.  With the British 

assumption of power, Hyderabad became a military base, leading to the founding of a second, 

primarily Christian city called Secunderabad.  Secunderabad lies directly north of the Old City of 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
67 “Minority Population Census.” Andhra Pradesh State Minority Finance Corporation Ltd., 7 Nov. 2010.  
www.apsmfc.com   
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Hyderabad; much of the religious diversity between the two centers persists today.  The 

following map of 1981 Hyderabad indicates areas of the city occupied predominantly by specific 

socio-religious communities (SRC)68. 

 
Figure 3.  Socio-religious Dispersion in Hyderabad, Census of 1981 

 As the map reveals, the city’s Muslim population is concentrated primarily in 

southern and western Hyderabad.  These locations correspond with the Old City, once the center 

of Mughal-dominated Hyderabad.  Qualitatively, segregation persists today, though no studies 

have documented the spatial dispersion of the city’s socio-religious groups since the 1981 

Census of India.   

 

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
68 Krank, Sabrina.  “Cultural, Spatial, and Socio-economic Fragmentation in the Indian Mega-City Hyderabad.”  
ETH Zurich. 
Census of India 1981 (1989): Andhra Pradesh. Special Report on Hyderabad City. Part-X E. Series-2. New Delhi. 

3 

 

The Census Report of 1981 gives detailed information about the perception of specific collective 

identities in Hyderabad. It distinguishes 17 groups with “ethnic and demographic characteristics“ that 

can be found in larger contiguous zones all over the city (Census 1989:79-104)5 (figure 1). It 

differentiates between some ethnic groups, such as Arabs, Marwaris, Marathas, Bohoras, Pathans, 

Pardhis, Jotishi, Lodha, Parsis and Andhras, religious groups (Shi’ahs, Sunnis, Kayasths, Khatris, 

Christians) as well as social groups (Eunuchs, Prostitutes). The classification of these groups is based 

on subjective perceptions of specific collective identities. The existence of the report throws, on the 

one hand, light on the specific collective identities found in Hyderabad and shows, on the other hand, 

that (ethnic, religious and social) marking-off characteristics might not be congruent: The ethnic groups 

of Bohoras and Pathans, for instance, consist of Shi’ahs and Sunnis. Contrary, the religious 

community of Christians is composed of different ethnic groups. 

 

Figure 1: Ethnic zones in Hyderabad city in 19816  

                                                 
5 According to locals, the outlined zones of specific collective identities can still be found in the city. 
6 Source: Census of India 1989:78. 
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Each year, however, areas of Hyderabad with high Muslim populations mark the anniversary 

of the demolition of Babri Masjid by remaining closed throughout the day in a symbolic bandh69.  

The destruction of Babri Masjid, a mosque in Ayodhya, Gujarat, through rioting by local Hindu 

groups, is seen as a divisive point in the history of Hindu-Muslim relations across India.  Within 

Hyderabad, Muslim organizations call yearly for a bandh, or closure.  This bandh, effective only 

in areas with high Muslim populations, helps to reveal the persistence of spatial segregation 

throughout the city.  

 Using information from the 1981 Census of India corroborated by the geographic 

boundaries set yearly during the Babri Masjid bandh, I separate surveyed slums into those that 

with high concentrations of Muslim families and those without.  The resulting binary variable 

indicates that 440 families out of 2800 fall within neighborhoods with large Muslim populations.  

Given the proportion of Muslims to non-Muslims at the city level, it is highly plausible that this 

variable underrepresents Muslim families included in the data set.  Effects demonstrated using 

this indicator may underestimate the impact of both being of Muslim background and living 

within a geographic area with a high Muslim presence.  However, this indicator provides an 

important first step into conducting an analysis of the impact of religious background on a 

household’s access to credit. 

 

 

 

 

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
69 “Shutdown in Parts of Hyderabad on Babri Anniversary.”  Times of India.  6 December 2010.  
http://articles.timesofindia.indiatimes.com/2010-12-06/hyderabad/28263657_1_muslim-organisations-mosque-
shutdown 
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Empirical Framework 

 Using each predictor of Muslim identity independently, I estimate the impact of 

identifying as a Muslim on a household’s access to credit using the following econometric 

framework.  Two characteristics are tested discretely to reflect household access to capital.  The 

first, a binary variable indicating whether or not a household has any loans, reveals factors that 

determine the level to which households are ingrained in local financial markets.  The second, 

the mean interest rate received by a particular household, analyzes sources of comparative costs 

that Muslims and non-Muslims must incur in order to access capital. 

 

A. Impact of Muslim Identity on Credit Access 

To test the impact of Muslim identity on determinants of credit access, I employ an OLS 

regression strategy.  Factors influencing loan use include household demographic and economic 

characteristics; a comparison of the effects of these attributes between groups will identify 

elements prohibiting Muslims from accessing loans.  A trend toward decreased capital access as 

Muslim poverty increases will confirm the relevance of low creditworthiness as an impediment 

to financial access.   

First, I predict the probability of a household possessing one or more loans given that it is 

either Muslim or non-Muslim: 

Yh = !h + Mh "1 + (Mh x Vh) "2 +#h               

Where Yh indicates whether or not household h has received one or more loans, Mh is a binary 

variable noting whether or not the household is Muslim, and Vh represents numerous variables 

controlling for educational, economic, and ownership characteristics.  (M x Vh) represents 
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interaction terms that assess the additional impact of being Muslim and identifying with each 

control variable on a household’s ability to access credit.  

Control variables for this equation reflect attributes commonly known to determine credit 

access.   In a non-discriminatory market, credit access is a function of a household’s ability to 

direct a consistent stream of income toward repaying loaned funds in a timely fashion.  To proxy 

those determinants, I include factors that indicate household wealth, including mean years of 

education, earnings, and home ownership.  Additionally, I assess the impact of a variety of 

employment characteristics, including whether or not household members tend to be employed 

and in which sector of the economy they work.  Financial attributes that might preempt credit 

access, such as ownership of a bank account or insurance policy, are also included.  A complete 

list of control variables can be found in Appendix Two. 

 

B. Impact of Muslim Identity on Credit Costs 

My second set of specifications analyzes the impact of Muslim identity on a household’s 

mean cost of capital, or interest rate.  These analyses examine households that have chosen to 

participate in financial markets, meaning that they do not feel prohibited by the stipulations of 

sharia law70.  However, the presence of households who choose to opt out of financial markets 

because of a preference for sharia-compliant products will still influence comparative average 

loan costs.  Because interest rates function as the price of a loan, we can posit their determination 

within a traditional supply-demand function.  Theoretically, low demand for capital among 

Muslim households because of adherence to sharia law should decrease the comparative cost of 

capital given to Muslim groups.  If many households choose to opt out of financial markets, 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
70 However, a trend toward 0% interest rate loans that is particularly prevalent among Muslim households 
might indicate the presence of sharia-compliant loan products. 



! 43 

Muslim cohorts will receive lower interest rates than non-Muslims.  In contrast, if demand holds 

equal for both Muslim and non-Muslim groups, higher mean interest rates among Muslim 

households with economic characteristics identical to non-Muslim indicates the presence of 

discrimination. 

To predict the mean household interest rate among Muslim and non-Muslim cohorts, I 

estimate the following specification: 

Rh = !h + Ih "1 + (Ih x Ch) "2 +#h 

 Where Rh represents the mean household interest rate received by Muslim and non-

Muslim groups.  To account for the fact that households hold different numbers of loans, Rh 

recalculates a mean household interest rate for each respondent using the sum of household 

principle and interest payments.  Though households calculate interest payments both monthly 

and annually, this estimation relies solely on monthly rates.  Ih is a binary variable estimating 

whether or not the household his Muslim and Ch represents a variety of control characteristics 

detailing information on both households and credit providers.  (Ih x Ch) is an interaction term 

estimating the composite effect of Muslim identity and each control characteristic on the mean 

interest rate received by households. 

 As with my first analysis, I estimate this equation twice, using my NFHS-3 and 

geographic indicators to predict Muslim identity.  The accompanying control variables reflect 

household economic and financial characteristics that might influence the price of a loan.  Given 

that interest rates reflect the repayment risk of borrowers, I include information on earnings and 

employment that indicate a borrower’s income stability.  Financial attributes, including 

possession of a bank account, provide information on preexisting relationships that households 

may have with formal financial actors.  To control for the distinctions in interest rates offered by 



! 44 

different lenders, I include dummy variables for each type of credit provider represented in the 

data set.  A complete list of control variables can be found in Appendix Two. 

My first regression estimates the impact of household and credit provider characteristics on 

mean household interest rates.  Interaction terms allow us to see the additional impact of 

identifying as Muslim while possessing each of the tested attributes.  A second estimation 

strategy analyzes sources of discrepancy in interest rate levels between Muslims and non-

Muslims through a Blinder-Oaxaca decomposition technique71.  First used by Blinder and 

Oaxaca in 1973 to assess causality behind the gender wage-gap, the technique divides the 

differential between the results of an estimation for two distinct groups into a segment explained 

by distinctions between populations and a segment that is only explained by coefficients, not 

group differences.  In this context, the decomposition breaks the difference in interest rate levels 

between Muslims and non-Muslims into difference explained by economic, and financial 

characteristics and a difference that cannot be attributable to these inherent group distinctions. 

To analyze the significance of differences between Muslim and non-Muslim credit access 

probabilities using the Blinder-Oaxaca decomposition technique, I estimate the following 

equation: 

YNM - M = [E(xNM) – E(XM)]"M + E(XM)("NM – "M) + [E(xNM) – E(XM)] )("NM – "M) 

(1)   (2)    (3) 

 Where YNM – M represents the difference between the probability of a non-Muslim and a 

Muslim accessing credit.  YNM – M is broken down into three components, each of which signifies 

a source of difference between the two probability estimates.  Part (1) indicates the proportion of 

difference that is due to distinctions in the educational, economic, and financial characteristics 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
71 Blinder, Alan S.  “Wage Discrimination: Reduced Form and Structural Estimates” 
The Journal of Human Resources 
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included as control variables.  Part (2) represents difference between YNM and YM that is 

attributable to differences in the coefficients ascribed to each control factor and therefore 

unexplained within the context of the model.  Part (3) provides the interaction between 

differences in characteristics and differences in coefficients. 

 If the market for credit is non-discriminatory and Muslims face elevated interest rates 

because of their low-income status when compared to non-Muslims, we should see a large 

portion of the difference in interest rate levels attributed to the inherent characteristics of the two 

populations.  If much of the difference is linked to distinctions in the coefficients on each control 

characteristic, we know that it is explained outside the context of the model.  In accordance with 

Blinder and Oaxaca’s assertions, unexplained difference indicates the presence of discrimination 

within a market, as it points to the presence of unobservable qualities influencing differential 

interest rate determination. 

 

Empirical Analysis 

A. Impact on Credit Access 

My first specification shows that Muslim identity has a consistently negative effect on the 

likelihood that a household will possess one or more loans.  Table 4 presents the results of two 

estimations that generate the effect of Muslim identity using the NFHS-3 predictor and the 

geographic indicator denoting households living in neighborhoods with highly concentrated 

Muslim populations.  Columns 1 and 3 provide the coefficients for demographic, economic, and 

financial factors commonly understood to be influential in determining credit access.  Columns 2 

and 4 present interaction terms for each coefficient that indicate the effect of each characteristic 

on households that are Muslim.   
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Table 4.  Impact of religious identity on the likelihood that sampled households will possess one or more 
loans. 

 Predicted Muslim Identity Geographic Muslim Identity 
 

Variable 
 

Non-Muslim 
 

Muslim 
 

Non-Muslim 
 

Muslim 

Muslim Identity 

 
-0.973* 

 
- 

 
-0.0074 

 
- 

(0.306) 
 

 (0.143)  

Years of Education 
-0.0163* 0.0621* -0.0156* 0.0084 
(0.0039) 

 
(0.0249) (0.004) (0.011) 

Employed 
-0.12* 0.174 -0.109* -0.0348 
(0.045) 

 
(0.323) (0.048) (0.128) 

Earns above mean 
monthly income 

-0.0922* 0.0556 -0.0989* 0.0448 
(0.0241) (0.124) (0.0256) (0.0669) 

Self-employed 
0.0518** 0.179 0.0845* -0.122** 
(0.029) 

 
(0.159) (0.032) (0.074) 

Agricultural 
Employment 

0.199*  0.183** 0.248 
(0.096) 

 
- (0.103) (0.298) 

Government 
Employment 

0.0298 0.198 0.0714** -0.245* 
(0.040) 

 
(0.284) (0.043) (0.114) 

Private 
Employment 

0.0547** 0.189 0.0669* 0.177 
(0.031) 

 
(0.174) (0.034) (0.086) 

Contract 
Employment 

0.0349 0.0804 0.0602** -0.0412 
(0.031) 

 
(0.195) (0.034) (0.081) 

Has a second job 
0.130 0.239 0.146 0.124 

(0.089) 
 

(0.362) (0.099) (0.204) 

Has bank account 
-0.0109 -0.0435 -0.0158 0.0415 
(0.0233) 

 
(0.129) (0.024) (0.066) 

Has insurance 
policy 

-0.0106 -0.313** -0.0032 -0.0654 
(0.0244) (0.184) (0.026) (0.068) 

 
* Significant at 5% level. 
** Significant at 10% level 
 

Both indicators of Muslim background predict that those who identify as Muslim will have a 

negative probability of credit access.  Using our NFHS-3 indicator, we find that Muslims within 

the sample have a -0.97 probability of accessing any form of credit; this estimation is statistically 

significant at the 5% level.  Estimating the effect of religious identity using our geographic 

indicator reveals a smaller, but still negative effect.  This finding reiterates the plausibility of 
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each of our hypotheses, confirming that Muslims are less likely than non-Muslims to participate 

in any type of household-level financial market.  By controlling for economic and financial 

characteristics, however, it isolates the impact of Muslim identity, indicating that 

creditworthiness is not the sole inhibitor to the acquisition of loans. 

The strength and significance of the coefficients presented in Table 4 reveals that factors 

related to household economies have the greatest influence on the level to which a household 

will access capital.  Non-Muslim households with increasing levels of employment and earnings 

have a decreased probability of assuming debt.  In contrast, non-Muslim households that are 

employed in agricultural positions or have multiple jobs are increasingly likely to take on loans.  

As households possess more economic attributes signaling greater levels of wealth, their 

propensity to borrow diminishes.  Households with lower wealth and characteristics that indicate 

greater income volatility must borrow capital in order to smooth consumption. 

Muslim households present a stronger inverse relationship between household wealth levels 

and corresponding debt burdens.  Our interaction terms, given in columns 2 and 4 of Table 4, 

indicate that the effects of income instability on household debt burdens are magnified in the 

case of Muslim households.  For non-Muslim households, agricultural employment and multiple 

jobs are the strongest predictors that a household will have one or more loans.  When each of 

those variables are interacted with predictor variables for Muslim identity, their positive effect 

more than doubles.  Additionally, characteristics marginally positively affecting the debt burdens 

of non-Muslim families, such as private sector and contract employment, strongly increase the 

propensity of Muslim families to assume loans.  The strength of the impact of employment 

characteristics may reflect general income instability among Muslim families in all types of 

employment.   
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That both Muslim and non-Muslim households in this sample have a greater propensity to 

possess one or more loans as their income levels decrease indicates that poverty does not inhibit 

Muslim families from accessing capital.  Tables 1 and 2 illustrate the depressed asset and income 

levels of Muslim households relative to their non-Muslim counterparts.  Table 3, however, 

provides evidence that a trend toward assuming greater debt as wealth decreases exists within 

both Muslim and non-Muslim populations.  Although poorer households may be less able to 

access capital from commercial lenders, they borrow further from informal sources, including 

families, moneylenders, and cooperative lending programs.  While distinct discrepancies in 

wealth levels do exist between Muslim and non-Muslim cohorts, we cannot attribute differential 

rates of credit access to greater poverty within Muslim communities. 

Credit access rates cannot provide information on whether households do not borrow because 

of loan application rejections or because of a family choice not to do so.  The results of this 

analysis do not provide information regarding the presence of either lender discrimination or 

borrower preference.  The following comparison of mean household interest rates helps to 

disentangle the effects of lender and borrower decision-making. 

 

B. Impact on Credit Costs 

B.1  Factors influencing Credit Costs 

My estimation of the impact of religious background on household costs of capital indicates a 

large and significant discrepancy between the interest rates received by Muslim and non-Muslim 

borrowers.  Muslims who are able to access capital receive interest rates that are 0.56 percentage 

points higher than those of non-Muslim borrowers.  Table 5 estimates two OLS regressions 

analyzing the impact of religious background on costs of capital.  As with my first specification, 



! 49 

Columns 1 and 3 indicate the effect of economic and financial characteristics of households and 

attributes of credit providers on non-Muslim interest rates.  Columns 2 and 4 provide the effects 

of the same coefficients interacted with an indicator for Muslim identity.  These regressions 

parallel the estimation strategies prevalent in empirical literature analyzing the presence of 

discrimination in small business credit markets. 

Table 5. Impact of religious identity on the mean interest rate level of household loans. 
 Predicted Muslim Identity Geographic Muslim Identity 
 

Variable 
 

Non-Muslim 
 

Muslim 
 

Non-Muslim 
 

Muslim 

Muslim Identity 

 
3.194 

  
1.443 

 

(3.059) 
 

 (0.927)  

Years of Education 
-0.0169 -0.268** -0.0245 -0.0053 
(0.021) 

 
(0.164) (0.023) (0.059) 

Employed 
0.203 1.534 0.316 -0.770 

(0.224) 
 

(2.209) (0.239) (0.682) 

Earns above mean 
monthly income 

0.0949 -0.299 0.129 -0.239 
(0.123) (0.736) (0.130) (0.369) 

Self-employed 
-0.125 0.521 -0.0689 -0.0653 
(0.133) 

 
(0.756) (0.143) 

 
(0.368) 

Private 
Employment 

-0.128 0.982 -0.0655 -0.169 
(0.117) 

 
(0.813) (0.124) (0.352) 

Has bank account 
-0.279* -2.179* 0.320* -0.205 
(0.123) 

 
(0.819) (0.132) (0.354) 

Has insurance 
policy 

-0.264* 1.599 -0.344* 0.688** 
(0.129) 

 
(1.391) (0.139) (0.374) 

Moneylender 
1.001* -1.711 1.023* -0.260 
(0.189) 

 
(1.695) (0.204) (0.558) 

Family member 
-0.304** -2.272 -0.268 -0.481 
(0.184) 

 
(1.639) (0.197) (0.548) 

Neighbor 
0.431* -1.73 0.283 0.427 
(0.179) 

 
(1.43) (0.198) (0.469) 

Commercial bank 
-0.507* 0.206 -0.374** -0.615 
(0.219) (1.856) (0.231) (0.746) 

 
* Significant at 5% level. 
** Significant at 10% level 
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Both indicators of Muslim identity predict a strong, positive increase in interest rates 

attributable to religious background.  In both specifications, the pure effect of Muslim identity is 

greater than that of any other coefficient included in the estimation.  When using the NFHS-3 

predictor, I find that Muslim identity increases a household’s mean interest rate by 3.194 points.  

In comparison, the mean household interest rate of households represented in the J-PAL data set 

is 2.948.  When using the geographic predictor, I find that Muslim identity increases a 

household’s mean household interest rate by 1.443 points.  The effect is smaller, perhaps 

attributable to the presence of non-Muslims in the examined neighborhoods, but still strong.  

This finding combined with our previous corroborates the claims of the Sachar Report: Muslims 

have lower probabilities than non-Muslims of accessing credit and when they do, it is more 

costly.  

An examination of household economic attributes indicates that for households with identical 

employment characteristics, those identifying as Muslim receive far higher interest rates than 

non-Muslims.  Columns 1 and 3 indicate that self-employment and employment in the private 

sector strongly negatively impact the interest rates of non-Muslim communities.  Column 2 

contrasts that observation, revealing that self-employment and private sector work increase the 

interest rates that a Muslim household will receive.  The discrepancy in the direction of the effect 

of types of employment for Muslim and non-Muslim communities may reflect an underlying 

difference in the stability and earnings of employment by religious group.  However, the choice 

to offer higher interest rates to Muslim borrowers with economic attributes that are identical to 

those of non-Muslims points to the existence of discriminatory practices on the part of lenders.  

Lenders may be making assumptions about the stability of Muslim-owned enterprises or they 

may have a preference not to lend to Muslims due to religious bias.  Regardless of the source of 
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discriminatory behavior, we see the costs of discrimination expressed as higher interest rates 

faced by Muslim borrowers. 

While household economic attributes tend to have strong increasing effects on Muslim 

interest rates, sources of capital have the opposite.  For a non-Muslim, borrowing from a 

moneylender is the most expensive option, raising interest rates by 1.001 points.  Family 

members and banks provide the least expensive capital, lowering interest rates by 0.304 and 

0.507 points respectively.  An examination of the relationship between sources of credit and 

household wealth levels reveals a negative correlation between increased earnings and borrowing 

capital from moneylenders.  In contrast, I see a positive correlation between increased earnings 

and participation in the formal banking sector.  These observations confirm findings prevalent in 

empirical literature on low-income financial access.  Though moneylenders provide capital to 

borrowers at higher rates, low-income households have few inexpensive opportunities because 

they do not have the wealth to gain access to commercial banks.   

In the context of our question, Columns 2 and 4 of Table 5 indicate that common trends in 

interest rate determination do not hold when applied to Muslim communities.  While non-

Muslim communities see increases in interest rates when borrowing from moneylenders and 

neighbors, this analysis reveals that reliance on those sources of credit results in a decrease in 

interest rates for Muslim families.  Borrowing from moneylenders and neighbors drops mean 

household interest rates by 0.71 and 1.299 points respectively when predicting Muslim identity 

using NFHS-3 data.  Borrowing from family members intensifies the effect seen within non-

Muslim communities by causing a 2.576 point decrease in interest rates.   

An analysis of the added effect of Muslim identity to each of the economic and financial 

control characteristics shows that much of the difference in interest rates is attributable to 
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religious background.  This finding is particularly evident through employment characteristics, 

which decrease the interest rates of non-Muslims but increase those of Muslims.  Higher interest 

rates for Muslim borrowers point to the existence of lender discrimination.   

While the results of this study articulate the existence of biased lending practices that 

negatively impact Muslim borrowers, defection from financial markets due to sharia-compliance 

may still exist.  Depending on the strength of a household’s commitment to religious stipulations, 

they may choose to opt out of the financial sector; however, the effect may be too small to 

outweigh that of discriminatory lending practices.  The effect of household choices not to borrow 

may result in an underestimation of the effects of discrimination, as some banks may lower their 

credit prices in response to declines in Muslim demand for loans.  Additionally, perceived low 

demand due to sharia-compliance may be a source of discrimination in itself.  Particularly in a 

city that is heavily religiously segregated, lenders may choose not to visit locations that are 

heavily Muslim believing that a focus on the areas will be unprofitable.  Therefore, while this 

study exhibits the effects of discriminatory lending practices, the dual effects of biased lending 

and sharia-compliant refusals to borrow may be distinctly intertwined. 

 The following section explores the distinctions between Muslim and non-Muslim credit 

prices in further detail. 

 
B.2  Analyzing Differences in Credit Costs 

 Table 5 shows clear distinctions between the interest rates faced by Muslim and non-

Muslim populations and finds that the distinction is strongly attributable to Muslim identity.  A 

Oaxaca decomposition enhances clarity with regard to sources of difference between Muslim and 

non-Muslim costs of capital.  Table 6 provides the results of the decomposition using both 

NFHS-3 and geographic indicators, revealing portions of the difference between Muslim and 
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non-Muslim interest rates that stem from factors included within the model and factors outside of 

it.  Rows 1 and 2 provide the predicted mean interest rates for Muslim and non-Muslim 

households, and Row 3 indicates the difference between the two.  Row 4 notes the size of the 

difference between rates caused by distinctions between Muslim and non-Muslim households.  

Row 5 provides differences in the coefficients, indicating the level of difference between interest 

rates that is not explained within the context of the model and therefore evidence of 

discriminatory practices.  Row 6 shows difference that sources from an interaction between 

explained and unexplained sources of distinction.  The predicted interest rates for Muslim and 

non-Muslim cohorts are determined using control variables that are identical to those used in our 

first OLS regression. 

 

Table 6. A decomposition of differences in Muslim and non-Muslim interest rates 

 Predicted Muslim Identity Geographic Muslim Identity 
Differential   

Predicted mean interest rate for 
non-Muslim households 

 

2.853* 
(0.055) 

2.829* 
(0.059) 

Predicted mean interest rate for 
Muslim households 

3.413* 
(0.489) 

 

3.124* 
(0.159) 

Difference 
-0.561 
(0.493) 

 

-0.295** 
(0.170) 

Decomposition   

Endowments 
-0.671 
(0.475) 

 

-0.137  
(0.090) 

Coefficients 
-0.574 
(0.481) 

 

-0.293** 
(0.163) 

Interaction 
0.684 

(0.462) 
 

0.135** 
(0.075) 

* Significant at 5% level. 
** Significant at 10% level 
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 Rows 1 and 2 show that both NFHS-3 and geographic predictors predict that Muslim 

communities will have higher mean household interest rates than non-Muslims.  Though the 

difference between Muslim and non-Muslim interest rate diminishes when the geographic 

indicator is used, it becomes increasingly statistically significant.  Clearly, the price of credit is 

higher for Muslim families than for non-Muslim households.   

In both cases, a substantial portion of the difference between Muslim and non-Muslim 

interest rates is explained outside the context of the model.  When using the NFHS-3 predictor, 

we find that 29.7% of difference is attributable to discrepancies between the coefficients on each 

control term.  In other words, identifying as non-Muslim lowers a Muslim household’s mean 

interest rate by 0.57 points.  The effect is magnified when using the geographic predictor; 52% of 

the difference is attributable to distinctions in coefficients, and that effect is statistically 

significant at the 10% level.  Our control variables account for measurable characteristics of both 

households and lenders that contribute toward interest rate determination.  That such a large 

proportion of the difference in Muslim and non-Muslim interest rates is unexplained by these 

attributes is evidence of an unobservable influence.  In accordance with the outcomes of Table 5, 

the high level of unexplained difference points toward discrimination against Muslim borrowers 

in this sample.  

 

Limitations 

This paper’s data set offers unique access into the financial practices of low-income 

Hyderabadi households and provides an exciting opportunity for the exploration of econometric 

methodology.  However, its structure, size, and precision hampered its ability to provide reliable 

information with regard to causality behind unequal access to credit markets.  Initially, the study 
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is subject to some degree of selection bias.  Survey respondents were allowed to opt out of the 

study midway and chose initially whether or not to participate.  This study of financial access 

was also conducted in conjunction with Spandana, a local micro-lender.  By including Spandana 

as a possible survey outcome, the structure of the survey may have been biased to inflate positive 

attributes associated with the micro-lender. 

A longitudinal dataset with variables more suited to the needs of this study may have also 

increased the reliability of my outcomes.  A longitudinal dataset would have allowed me to chart 

changes in financial inclusion over time.  If the dataset had included information on loan denial 

rates, or loan applications per household, I would have more easily been able to identify the 

presence of discrimination on the part of Hyderabadi lenders.  

Additionally, a dataset including a variable denoting religious background would have 

decreased the possibility of error within my analysis.  Forty percent of Hyderabad’s population is 

Muslim.  In contrast, my NFHS-3 and geographic identification methods predicted 3.57% and 

15.7% of the sample to be Muslim, respectively.  Given the discrepancies between the proportion 

of Muslims identified within the sample and the population’s presence within the city, my 

estimations most likely underestimate the effect.  Lack of statistical significance for several of 

my outcomes can be attributed to the fact that my studied population is underestimated. 

  The lack of data on religious background, however, points to a flaw unique to household 

surveys taken of Indian families.  Because the history of Hindu and Muslim interactions is 

contentious, many surveys choose not to include religious background within their datasets.  The 

Census of India is one such survey, only publicizing statistics on the religious backgrounds of 

Indian communities at a highly disaggregated level.  By choosing not to publicize data, 

organizations eliminate risks due to privacy and security concerns.  Given the apparent 
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differences in asset holdings, permanent income levels, and credit access, I question the ultimate 

value of dis-including information on religious background.  An enhanced statistical focus on the 

impact of socio-religious background could help to identify reasons behind persistent socio-

religious inequality and influence policy design intended to diminish levels of difference 

between groups.   

On a broader note, it is impossible to consider the results of this study applicable to the 

broader Indian context.  India’s population numbers over one billion, and the nation is known for 

its ethnic, religious, linguistic, socioeconomic, and geographic diversity.  In a country with such 

evident multiplicity, it cannot be assumed that a sample, however randomized, sourcing from a 

single city can be representative of the experiences of the wider national population.  In 

particular, Hyderabad’s socio-religious history is unique within the nation.  While developing an 

empirical analysis that is generalizable to a wider population is the ideal of economists, we must 

keep in mind the impact of place-based experience when performing this analysis.  However, the 

projects qualitative component helps to situate the analysis concretely within the Hyderabadi 

context.  Ideally, this paper will be both a contribution to the field of discrimination economics 

and a portrait of credit market activity within low-income Hyderabad. 

In spite of the ambiguity of certain variables, the dataset’s specific focus on financial 

access within a widespread, socioeconomically diverse population makes it appropriate for 

interrogating questions of financial inclusion within the Indian Muslim community.   
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Conclusion 

 Theorists have posited that access to credit within Indian Muslim communities is 

contingent on household wealth, lending biases, religious values, or an interplay of each factor.  

By examining households that borrow from both informal and formal sources, this study finds 

that poverty levels are rarely an impediment to access to capital.  Rather, households with lower 

incomes rely more on borrowed funds than those with greater wealth. 

 Disentangling the effects of discriminatory lending practices and household choices on 

credit access is more difficult.  This analysis finds inflated credit prices for Muslim households 

with economic attributes identical to those of non-Muslims, indicating the presence of biased 

lending practices.  However, while bias may stem from factors unrelated to the economic 

attributes of Muslim households, it may also be caused by a low perceived ability to repay.  

Additionally, the presence of discriminatory lending practices may coexist with a preference 

among many Muslim households to refrain from borrowing credit.  Therefore, while this study 

conclusively asserts the presence of discrimination in Hyderabadi credit markets, the remaining 

two hypotheses still hold influence on access to credit within Muslim communities.  
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Chapter IV: Conclusion 

! 

 In 2006, the Sachar Report illuminated inequalities of participation in financial markets 

between Muslim and non-Muslim communities in India.  Since the Report’s publication, diverse 

explanations for discrepancies in credit access have been suggested.  The “Kolar Crisis” 

emphasizes the importance to many Islamic groups of sharia regulations on interest payments, 

revealing that some households may choose not to borrow so as to adhere to religious law.  

Stories of families whose loan applications have been repeatedly rejected point to the existence 

of active discrimination against Muslim households.  Alternatively, high rates of poverty among 

Muslim communities may signal credit risk to lenders.  

 This study examines each explanation as a potential root cause of unequal credit access 

between Muslim and non-Muslim communities in urban Hyderabad.  The city’s financial access 

patterns corroborate the findings of the Sachar Report by suggesting discrepancies in financial 

integration along religious lines.  Surveyed Muslims have a lower probability than non-Muslims 

of accessing consumer loans, and if they do take credit, the accompanying interest rate is on 

average 0.53% higher.   

 A deeper analysis finds that for Muslims and non-Muslims alike, a household’s 

probability of holding one or more loans rises as its wealth declines.  In order to smooth 

consumption, all households tend to borrow when income is scarce.  This finding contradicts 

assertions that high poverty rates compromise access to credit among Muslim families and 

suggests instead that poverty forces these households to assume greater debt.  Low Muslim credit 

access is therefore linked either to active discrimination on the part of lenders or on a choice 

made by Muslims not to borrow. 
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 My second analysis examines discrepancies in interest rates faced by Muslim and non-

Muslim households.  Theoretically, lower interest rates for Muslims relative to non-Muslims are 

evidence of depressed demand for credit due to the regulations of sharia law.  In contrast, higher 

interest rates signify either inflated credit prices due to low creditworthiness or the presence of 

lender discrimination.  I find that interest rates on loans disbursed to Muslims tend to be 

significantly higher than for non-Muslims with equivalent economic characteristics.  For 

Muslims and non-Muslims with identical levels of poverty, the credit prices faced by the former 

are larger.   

 Lower access to credit and higher interest rates for Muslims relative to non-Muslims of 

equal economic wealth points to the existence of discriminatory lending practices.  

Discrimination may be expressed through active denials of Muslim loan applications or through 

inflated interest rates.  The bias behind discriminatory lending may source from a perception that 

Muslims are inherently less creditworthy or from assumptions about Muslim communities that 

are disassociated from their economic characteristics.   

 When analyzing the probability that households will possess loans, however, we do not 

differentiate between diminished credit access resulting from loan denials or from the active 

choice not to borrow.  Discrimination may present itself through rejected loan applications.  

However, diminished access to credit among Muslim communities may indicate that they value 

adherence to sharia over access to credit.  The two effects may be present simultaneously, as 

evidenced by the presence of both the “Kolar Crisis” and anecdotal evidence of Muslim loan 

rejections. 
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Policy Implications 

 Over the course of the coming years, the Royal Bank of India is reviewing proposals 

intended to restructure the nation’s financial sector72.  Both effects present in this study—active 

discrimination against Muslim households when borrowing and decisions to opt out of financial 

markets due to lack of sharia-compliant financial products—have the potential to be combated 

through these reforms.   

 The Indian Congress is currently deliberating the legalization of consumer financial 

products that align with Islamic financial principles.  In the past, perceived lack of demand and 

the difficulty of regulating a multi-pronged banking system have prevented the nation from 

allowing sharia-compliant financial products.  In contrast, H. Abdur Raqeeb, convener for the 

National Committee on Islamic Banking, suggests thatm “if Islamic banking can be introduced in 

India, it will revolutionize the economic scenario, unleashing massive financial resources.”73  

This paper confirms Raqeeb’s assertion by noting the presence of demand for sharia-compliant 

financial products as expressed through lack of Muslim participation in financial markets.  The 

findings of this study support political efforts to allow commercial banks to offer sharia-

compliant loans at the consumer level.  Increasing the accessibility of financial services for 

Muslim households will allow them to more effectively smooth consumption and expand 

enterprises that can act as a catalyst for economic growth. 

 As alternative sources of household finance, microfinance organizations are also 

promising solutions to the unavailability of sharia-compliant loans.  Classified as non-banking 

financial companies (NBFC), microfinance organizations have greater flexibility than formal 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
72 Tripathi, Purnima S.  “Financial Sector: Inclusive Banking.”  Frontline Magazine.  Vol. 26: Issue 21, 10-23 
October 2009.  As referred by H. Abdur Raqeeb. 
73 Tripathi, Purnima S.  “Financial Sector: Inclusive Banking.”  Frontline Magazine.  Vol. 26: Issue 21, 10-23 
October 2009. 
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banks with respect to operations and business practices. Because of their inherent focus on low-

income communities, microfinance organizations are structured to absorb the risks incurred by 

lending to low-income clientele and have the programmatic flexibility to adapt their 

programming to meet the needs of diverse groups.  The majority of Indian microfinance firms 

disburse loans purely through group lending methods, which are cooperative loan structures 

similar to the sharia-compliant takaful.  Micro-lending therefore already shares some similarities 

with consumer-level Islamic banking, and may be an apt mechanism for increasing the 

availability of sharia-compliant services.  Manab Chakraborty, Managing Director at Mimo 

Finance, notes that developing sharia-compliant products would allow microfinance 

organizations to tap new investment pools74, as Islamic investment funds will have a greater 

interest in supporting their services.  Adapting group-lending methods to increase compliance 

with Islamic law will benefit lenders, borrowers, and investors: Muslims will have enhanced 

access to affordable capital, organizations will increase their market share, and investors will 

have stable locations in which to invest charitable funds. 

 Incorporating religious practice into micro-lending could also result in increased support 

for microfinance organizations from multilateral organizations.  Though faith is central to the 

lives of so many across the world, it has only recently been incorporated into the World Bank’s 

international development agenda.  Marshall asserts that global religious institutions have shifted 

from being critics of the World Bank to collaborators in the wake of the Jubilee 2000, a 

religiously motivated campaign demanding the cancellation of national debt in the developing 

world.75  Following the campaign, the World Bank has begun to recognize the significance of 

religious institutions as direct providers of global aid.  Given this new trend in partnership 
!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
74 Correspondence with Manab Chakraborty. 
75 Marshall, Katherine.  “Development and Religion: a Different Lens on Development Debates.”  Peabody Journal 
of Education.  7.3/4 (2001) 348 



! 62 

formation, acknowledging the relevance of faith-specific financial laws might help to buoy 

resources toward expanding low-income financial markets. 

 Mitigating discrimination through policy is a more difficult task.  Future research must 

investigate sources of bias against Muslim borrowers to determine whether prejudice stems from 

the perceived creditworthiness of Muslims or from unrelated attributes.  Policy changes intended 

to combat credit market discrimination may take the form of an educational campaign intended 

to change perceptions of Muslim populations.  Policy may also take influence from the American 

mortgage market, which tightened regulations regarding credit market exclusion following the 

discovery of discrimination against African-American borrowers. 

 The central finding of this paper is that Muslim poverty is not the primary prohibitive 

factor to credit access for the population.  Often, exclusion from financial markets is the result of 

the excessive credit risk posed by a group; on the surface, the comprehensive poverty of India’s 

Muslim community appears to indicate the same.  This study finds that Indian Muslims face the 

additional double burden of religious barriers to credit access and discriminatory lending 

practices.  Federal policy must address the source of these two causes of limited financial access, 

so as to enhance the inclusivity of the nation’s financial system. 
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Appendix One 
Probit Estimate Results 
 
The following table specifies the control variables used in estimating the probability that a 
respondent household in the NFHS-3 will identify as Muslim, and includes the resulting 
probability estimates, their standard errors, and their statistical significance.  Variables for Urdu 
language background, education levels, and insurance were included in the final generated 
probability on basis of statistical significance and ability to effectively predict Muslim 
respondents. 
 

Variable Coefficient 
(Standard Error) Z-statistic P-value 

Household speaks 
Urdu 4.517 (0.328) 13.78 0.00 

Literate -0.2068 (0.304) -0.68 0.496 
Over ten years of 

education -0.4731 (0.409) -1.16 0.247 

Self-employed 0.0767 (0.195) 0.39 0.694 
Insured 0.9671 (0.409) 2.36 0.018 

Possesses bank 
account -0.2158 (0.369) -0.58 0.56 

Constant -2.326 (0.376) -6.19 0.00 
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Appendix Two 
Control Variables for OLS Specifications 
 
The following table details control variables used in the specifications portrayed in Tables Four 
and Five in Chapter Three. 
 

Specification Table Four Table Five 
Control Variables Muslim identity Muslim identity 

 Number of rooms in home Number of rooms in home 
 Earnings above mean of 

sample 
Earnings above mean of 

sample 
 Owns livestock Owns livestock 
 Years of education Years of education 
 Employed Employed 
 Self-employed Self-employed 
 Has bank account Has bank account 
 Has insurance Has insurance 
 Owns any land Loan has collateral 
 Works in agricultural sector Credit source: moneylender 
 Works in government sector Credit source: family 
 Works in private sector Credit source: bank 
 Contract laborer Credit source: neighbor 
 Multiple jobs Works in private sector 

 
 
 
 


