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Introduction 

The influence of religion on economic behavior has generated a steady
stream of scholarly discourse over the past decade. However, the academic
roots of this discussion extend even further back to Adam Smith’s discussion
of the market structure of religious institutions in The Wealth of Nations
and Max Weber’s work on the existence of a “protestant ethic” as the source
of modern capitalism. More recently, as religion has continued to exert a
significant impact on economic outcomes, there has been a resurgence of
interest in the economic analysis of religious beliefs, preferences and insti-
tutions.1 This chapter aims to add to this growing body of literature by pro-
viding some unique evidence for the influence of religious beliefs on
individual financial choices within the context of the rapidly growing
Islamic banking industry. 

We look at the individual decision to select a basic savings account and
examine various reasons for the substantially higher demand for these
accounts at a small, newly established Islamic bank in comparison to a
larger, well-established conventional bank located in the same area and
offering similar returns with lower risk. We test various reasons for the pop-
ularity of the Islamic bank in our sample including a lack of awareness of
alternative options, lower financial literacy, private information on man-
agement and the expectation of better services. None of these factors seems
to explain why the religious accounts are chosen twice as often as conven-
tional bank accounts over the same time period and why Islamic religious
account holders tend to maintain significantly higher balances in those
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accounts than individuals holding similar accounts at comparable conven-
tional banks.  

Our proposed explanation of the existence of a nonmonetary “faith pre-
mium,” where more religious people derive greater benefits from opening
religious bank accounts, provides one way to understand the selection of
religiously prescribed bank accounts. The existence of this faith premium,
along with the existence of decreasing absolute risk aversion with wealth,
may explain the growing popularity of religious accounts and the Islamic
banking industry. 

The chapter is organized in five sections. Section 1 provides some back-
ground on the economics impact of religion and describes the core prohi-
bitions that underpin the Islamic banking industry. Section 2 presents a
simple portfolio choice model with private religious benefits that can be
used to examine the risk-return tradeoffs involved in the selection of an
Islamic bank account. Section 3 describes the dataset and methodology. Sec-
tion 4 presents the results from various tests of the data and Section 5 con-
cludes with a discussion of the findings and their limitations.

Background

Religion does not seem to be fading away anytime soon. Rather, in contrast
to the predictions of a secularization thesis that viewed religious beliefs as
primitive, irrational quirks that were doomed to disappear in a modern era
of science, technology and enlightenment,2 religiosity has experienced a
strong revival in many parts of the world.3 Evangelical Christianity has been
resurgent in the United States, Protestantism has expanded through Latin
America and Africa, religious affiliation has rapidly escalated in the former
Eastern Bloc and more fundamentalist strains of Islam have gained popu-
larity throughout the Muslim world.4

In recent years, a growing body of literature has emerged to examine the
relationship between religion and economics at various levels. At the macro-
economic level various economists have examined the connection between
religion, institutional forms and economic development. Using data from
the World Values Survey—a cross national survey based analysis of various
countries—Guiso et al find that average religious beliefs are associated with
attitudes that are conducive to higher per capita income and growth, and
Christianity is more positively associated with these positive attitudes than
other religions.5 Barro and McCleary look at church attendance and reli-
gious beliefs in the U.S. to find that economic development is positively cor-
related with belief—not church attendance.6 This leads them to conclude
that growth depends on believing rather than belonging.

At the social and institutional level, various papers have explored the
role of religion in shaping institutional forms and group values. Certain
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types of social behavior—such as criminal activity, drug/alcohol consump-
tion, marriage, fertility and divorce—are often influenced by religious
beliefs and have economic significance. Freeman finds that African Amer-
icans attending church are less likely to smoke, drink or engage in drug
usage.7 Gruber finds that increased religious participation leads to higher
education and income, less reliance on social insurance programs and
higher rates of marriage in the U.S.8 However, it is important to note that
while it is possible that there is a causal link between religious beliefs and
socio-economic behaviors, it is also possible that a different set of underly-
ing characteristics shapes both religious and individual behaviors such that
“good” people may be more likely to go to church and stay away from drugs,
crime and alcohol.9

At the household level, neoclassical models of utility optimizing choice
behavior have traditionally remained silent on the role of religion in deter-
mining individual preferences. Formal research in this area began with Azzi
and Ehrenberg, who used Becker’s model of household consumption10 to
develop a model of church attendance that included the concept of afterlife
utility associated with religious activities. Greeley et al extended this model
by defining faith as a type of human capital and religious choice as the result
of expected utility maximization. In all these models, individuals allocate
their resources so as to maximize the overall utility derived from religious
and secular commodities. 

While religious activities can be incorporated into a household utility
function in terms of preferences, it is interesting to consider the case where
adherence to a set of religious beliefs requires behaviors that constrain indi-
vidual utility maximization and lead to a deviation from first best choices.11

Iannaccone and others have used the model of club goods12 and agency the-
ory to explain such religious restrictions and costly rituals as optimal
responses to the inherent free rider problem faced by religious institutions
providing a public service. According to this model, since religious affiliation
provides certain material and social benefits, religious groups impose costly
behavioral restrictions on members to signal group commitments, enhance
intra-group trust and facilitate collective action. For example, Berman finds
that Israeli Ultra-Orthodox men continue to study full time in yeshiva—a
religious seminary that provides virtually no practical training—until their
forties because yeshiva attendance signals commitment to the community,
which in turn provides mutual insurance to its members.

Similarly, Carr explains religiously mandated dietary restrictions such
as those prohibiting Roman Catholics from eating meat on Fridays, Mus-
lims from eating pork and drinking alcohol and Jews from deviating from
an entire set of strict dietary laws known as the kashrut as a way to build
group trust and identify outsiders. While viewing religious organizations
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as clubs can explain certain religious actions from a maximization perspec-
tive, it fails to explain cases where religiously motivated actions—such as
donating to churches or investing in religious funds—are performed in pri-
vate and do not accrue social and material benefits via signaling group com-
mitment. This chapter focuses on the latter case and uses a unique dataset
of customer level data to understand the demand for Islamic banking prod-
ucts through the existence of a private, utility-augmenting faith premium
associated with the selection of these products. 

The Islamic Banking Industry

Those who charge usury are in the same position as those controlled by
the devil’s influence . . . those who persist in usury, they incur Hell,
wherein they abide forever.

(The Quran, Al-Baqarah 2:275)

Since the 1970s, increasing religiosity across the Muslim world fueled by
increasing oil revenues has transformed the world of Islamic banking from
a handful of local banks to an increasingly sophisticated, global industry
with an estimated market size of over $1 trillion.13 While this is still relatively
small in comparison to other sectors of the financial industry (about half
the size of Citibank in 2010), the substantial growth rates in this sector—as
much as 20 percent a year since 2003—make it a significant force in global
finance. Furthermore, the industry taps into a large and increasingly captive
market of 1.6 billion Muslims around the world. Currently, over 56 percent
of the Islamic Finance market is located in the Middle East, 20 percent in
Asia and about 14 percent in Europe.14

At its core, Islamic banking is a prohibition-based industry emerging
from shari‘a (Islamic law) restrictions on riba (interest), gharar (transac-
tions involving uncertainty or speculation such as derivative trading and
insurance) and businesses associated with particular immoral sectors such
as alcohol, pornography or gambling.15 The core prohibitions on interest
are an outcome of the general belief that it is unjust to earn income without
assuming risk.16 So, according to shari‘a rules, unless a depositor assumes
some of the risk inherent in investing her funds, she is not entitled to a
return on her money. Given that the payment of a fixed rate of interest is
strictly prohibited in this model, all financing is based on the principle of
buying and selling tangible assets. 

In order to make sure that Islamic banks conform to strict Islamic prin-
ciples of banking, a “shari‘a board” composed of various religious scholars
is used to supervise the development and creation of all financing products
and services offered by the bank. This board usually ranks above the Board
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of Directors within the organizational structure of an Islamic bank and is
empowered to issue fatwas (legal pronouncements) on any matter proposed
to it by different business units of the bank. 

According to the shari‘a model of finance, Islamic bank deposits are
based on the principles of profit and loss sharing (PLS) where the depositor
enters into an equity type relationship with the bank. Instead of receiving
a pre specified rate of interest on their accounts (as they would at a conven-
tional bank) depositors at an Islamic bank receive profit shares that tend to
fluctuate over time. In practice, these fluctuations usually follow the move-
ments of ordinary interest rates since Islamic banks in turn often invest their
deposits into bonds and other interest bearing instruments. As Kuran points
out, “employees of the Islamic banks often unofficially promise potential
depositors returns no lower than the prevailing interest rate. . .in countries
where Islamic banks compete with conventional banks, the ostensibly inter-
est-free returns of the former essentially match the explicitly interest-based
returns of the latter.”17

However, despite being closely matched to conventional bank returns
in practice, the profit rate based Islamic bank returns are not guaranteed in
advance and are supposed to be entirely dependent on bank performance.
Depositors are required to specifically acknowledge the risk that if the bank
makes a loss, they will earn no returns and may even lose their principal.
So at least as far as the specific financial contracts are concerned, the PLS
shari‘a-compliant deposits are inherently riskier than conventional bank
deposits that guarantee a fixed rate of return. Mainstream banks guarantee
a specific return to their account holders even if the bank is making a loss.
In the worst-case scenario of a bank failure in the absence of FDIC type
depositor insurance, account holders at conventional banks are preferred
residual claimants and have some legal rights to recovering their deposits.
On the other hand, if an Islamic bank suffers a loss, depositors suffer.
Depending on the magnitude of the loss, depositors may not only lose their
returns but they may also lose their principal. And in case the bank fails,
since Islamic account holders are considered risk-sharing investors in the
bank, they have the same rights as bank shareholders and are obliged to
share the losses. 

Furthermore, given that depositors do not have the ability to control or
monitor bank investment activities, there is an additional risk of moral haz-
ard since banks can pass on any losses to their account holders. In fact, this
information asymmetry led to the spectacular failure of Islamic Money
Management Companies (IMMCs) in Egypt during the late 1980s. Millions
of Egyptians lost their savings to these Islamic institutions that functioned
as giant pyramid schemes under the cloak of religious investment houses.
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Their collapse damaged the reputation of Islamic banks in Egypt to such
an extent that today, despite being one of the most populous Muslim
nations, Egypt only has a few Islamic banks that operate on the margins of
the state dominated conventional banking system. More recently in 2001,
the Ihlas Finance House (IFH)—the largest of the six Islamic banks in
Turkey with over 40 percent of the sector deposits—collapsed after illegally
appropriating almost its entire $1 billion deposit base. When the IFH was
liquidated, the misappropriation of funds was so large that the bank was
unable to pay back its depositors.18 As seen in these cases, the risk associated
with investing in an Islamic financial institution is certainly not reduced if
it happens to be located in a Muslim country. 

A Portfolio Choice Model of Religious Asset Consumption

We propose a simple model of portfolio choice based on the mean variance
analysis of Markovitz (1952) and as described by Campbell and Viciera to
describe the decision to allocate wealth (savings) towards Islamic banking
products.19

We assume that the individual at time t faces a wealth allocation decision
between two different types of accounts. One is a riskless, conventional bank
account offering entirely deterministic returns, rt+1 from time t to time t+1,
while the other is a risky Islamic bank account offering a return of �t+1 from
time t to time t+1 with a conditional mean Et�t+1 and conditional variance
	 2

t . The individual allocates a proportion �t of her initial wealth, Wt to the
Islamic asset. At time, t + 1 her accumulated wealth is:

Wt+1 = �tWt(1+Et �t+1) + (1 – �t)Wt(1 + rt+1) (1)

(1) can also be written in terms of the total returns on her portfolio as:

Wt+1 = (1 + R�)Wt (2.1)

where E1R� = rt+1 + (Et�t+1 – rt+1)�t and Var(R�) = 	 2
t �

2
t (2.2)

The individual chooses �t to maximize her total utility and solve for:

Max
�t

U(EtWt+1(�t),�t(�t)) (3)

where EtWt+1(�t) is the utility she derives from maximizing expected wealth
at the end of the period and �t(�t) is the non-monetary utility or faith pre-
mium she derives from allocating �t toward a religious asset. �t is the indi-
cator of individual religiosity such that 
U�
�t = 0 for non-religious people
who derive no additional non-monetary benefits from the allocation of �t

toward a religious asset. 
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Assuming additive and separable utility, (3) can be rewritten as:

Max
�t

U(EtWt+1) + U(�t(�t)) (4)

In order to solve (4), we further assume a power utility function with respect
to wealth such � that is the coefficient of relative risk aversion and—the
returns on the Islamic banking asset � —are lognormally distributed.20

U(EtWt+1) = Et �W
1–�
t+1

1 – �
� (5)

For all � < 1 we can ignore the scale factor since it is positive and does not
affect the solution of the maximization problem. Converting (5) to log form
we get:

Et �W
1–�
t+1

1 – �
� = (1 – �)log EtWt+1 (6)

Using the general result for any lognormal random variable X:

logEt Xt+1 = EtlogXt+1 + ½VartlogXt+1 (7)

We can write (6) as:

(1 – �)logEtWt+1 = (1 – �)Et logWt+1 + ½(1 – �)2Vart logWt+1 (8)

dividing by (1 – �) we get

Et logWt+1 + ½(1 – �)Vart logWt+1 (9)

We can rewrite the budget constraint (2.1) in log form as:

logWt+1 = log(1 + R�) + logWt (10)

Replacing (10) into (9) and simplifying, we get the first part of the objective
function as:

Et log(1 + R�) + ½(1 – �)	 2
t �

2
t (11)

To convert (11) from portfolio returns to the individual underlying asset
returns, we can use apply the Taylor approximation of the nonlinear func-
tion relating log individual asset returns to log portfolio returns:21

log(1 + R�) – logrt+1 � �t(Et log�t+1 – logrt+1) + ½�t(1 – �t)	
2
t (12)

Which allows us to write (11) as:

U(EtWt+1) = �t(Et logrt+1 – logrt+1) + ½�t(1 – �t)	
2
t + ½(1 – �)	 2

t �
2
t (13)
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And assuming  U�t(�t)) = �t�t (14)

We can rewrite the utility maximization problem (4) as:

Max
�t

�t (Et log�t+1 – logrt+1) + ½�t(1 – �t)	
2
t + ½(1 – �)	 2

t �
2
t + �t�t (15)

Such that:

��
t = 

Et log�t+1 – logrt+1 +	 2
t �2 + �t

(16)�	 2
t

As expected, ��
t —the optimal allocation to the religious bank account

increases if the expected returns on the religious account increase relative
to the returns offered by the conventional bank. ��

t also increases if �t which
is the faith premium associated with the allocation �t increases. This makes
intuitive sense since more religious people realize higher faith premiums
and therefore hold higher ��

t as an optimal allocation. 
��

t decreases if the coefficient of relative risk aversion goes up. This
implies that the more risk averse an individual is, the less likely she is to
invest her savings in an Islamic bank account. By extension, since � is a con-
stant which implies decreasing absolute levels of risk aversion, if our model
is correctly specified then by assumption as the level of wealth goes up, the
optimal amount of savings invested in an Islamic asset, ��

tWt will also go
up. When individuals are wealthier, they have lower levels of absolute risk
aversion and are more likely to consume the riskier Islamic banking assets.
The assumption of decreasing absolute risk aversion (DARA) is consistent
with most experimental and empirical evidence and makes intuitive sense
since a billionaire is far less likely to worry about a $100 loss than a graduate
student on a stipend.

In the following section we use the empirical results from our survey to
test some of the implications of our empirical model of portfolio choice
with private faith premium benefits. 

Data, Context and Methodology

The Banking Industry in Pakistan
Pakistan, with a population of close to 180 million and a per capita GDP of
$2,600 (2008, PPP) has recently been singled out as one of the most turbulent
regions in the world. However, it is also the fifth largest emerging market by
population and faces many of the same challenges of development and
growth being confronted by other developing countries around the world.
Like various emerging markets, the level of financial exclusion in Pakistan is
very high. Only about 17 percent of the population (30 million) has a bank
account while less than 4 percent (5.5 million) has access to formal credit. 

234 building bridges across financial communities



Pakistan’s total financial assets are primarily determined by the banking
industry, which holds about 95 percent of the total $175 billion (110 percent
of GDP) in the system. Bank shares also constitute 40 percent of total stock
market capitalization. The banking sector consists of three main groups (see
Table 1 in Appendix). The first group is made up of the five largest banks in
the country that cumulatively account for 53 percent of total banking assets.22

These banks were nationalized in 1974 in an effort to expand credit distri-
bution. Subsequently, under the more recent process of financial restructur-
ing, all but one of them was privatized between 1991 and 2002. The second
group consists of smaller, local banks that were allowed to operate in the pri-
vate sector from 1991 onwards and are primarily based in the most densely
populated, urban areas. This group includes the recently popular Islamic
banks. The third group is made up of various foreign, multinational banks
that until very recently were only allowed to operate through a limited num-
ber of branches. Although some of these restrictions have now been
removed, the central bank must approve of all new branch openings. 

Until 1991, the five nationalized banks made up the entire banking sec-
tor. Since that time they have continued to enjoy significant market power.
The real rate of return on deposits has invariably been negative and banking
spreads have remained very high. This reflects the generally inelastic deposit
supply, interest insensitivity and long-term structural excess liquidity in the
banking system that has allowed large banks to keep their funding costs
down and generate substantial profits that have made Pakistan’s banking
sector the second most profitable in the world after Colombia.23

In an effort to reduce the banking spreads, the Central Bank (SBP) intro-
duced a minimum deposit rate of 5 percent on all savings deposits in June
2008 (which was a significant change from the average rate of 2 percent paid
by banks up until that time). The survey component of our research was
conducted shortly after this change, over a period of three months between
December 2008 and February 2009. However, the vast majority of our
respondents—over 95 percent—were entirely unaware of the returns on
their savings account. 

Islamic Banking in Pakistan
Given that Islam was the raison d’être for the creation of Pakistan in 1947 as
a separate and independent country within the British-ruled Indian sub-
continent, it is not surprising to find Islamic banking in Pakistan. However,
it was not until General Zia-ul-Haq seized control of the country after a mil-
itary coup in 1977 that efforts to “Islamize” the economy and convert the
financial sector to a shari‘a compliant mode took off in earnest. While it was
not entirely clear if Zia’s religious motivations emerged from personal con-
viction or political strategy, but in accordance with his mission to propagate
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religious values in the public space, he mandated a conversion of the existing
conventional banking system to an Islamic model over a period of three
years. Unsurprisingly, given the abrupt and ad-hoc nature of the intended
switch, the exercise was a complete failure and conventional banks simply
continued doing business as usual after making a few cosmetic changes—
such as renaming savings accounts as profit and loss sharing (PLS) accounts
without changing any of the underlying structures. 

Around 2002, the State Bank of Pakistan (SBP) adopted a more nuanced
approach to Islamic banking. Instead of mandating a conversion of the
entire system, the SBP issued licenses for new Islamic banks. These new,
religious banks would co-exist with existing conventional banks and form
what is now known as a dual financial system where customers had the
option to select a shari‘a compliant Islamic bank or a standard, conventional
bank. The existence of a dual financial system is very typical of the Islamic
finance industry in general where almost every country that has an Islamic
banking presence also has a substantially larger and better-established con-
ventional banking sector. The market share of Islamic banking varies from
a high of around 15 percent of total deposits in Malaysia and the UAE, 11
percent in Bahrain, about 2 percent in Indonesia and an insignificant
amount in other places like Singapore and the UK. 

The first stand-alone Islamic bank in Pakistan was set up in 2003. By
2010, six out of the thirty-two banks in Pakistan were fully Islamic while
twelve additional conventional banks had licenses to operate dedicated
Islamic banking branches. At present the Islamic banking industry accounts
for a market share of 4.5 percent of total banking industry assets.24 Islamic
banks had over 330 branches in 2009 and were present in all the major
urban cities as well as some other smaller towns (see Table 2, Appendix). 

The specific case of Pakistan—a country that has been rocked by suc-
cessive periods of intense political and sectarian violence since its incep-
tion—also provides an interesting context for exploring the impact of
environmental uncertainty on individual religiosity. On the one hand, if
violence, uncertainty and political instability lead to increased religiosity,
we should expect more people to gravitate towards Islamic assets. Alterna-
tively, if uncertainty leads individuals to move toward better-established,
lower-risk financial alternatives then we should expect them to place their
assets in a conventional banking system. 

We leave a more detailed discussion of this theme for subsequent work
but it should be noted that Islamic banking did not emerge during a par-
ticularly violent phase in Pakistan’s history. Instead, these banks grew most
rapidly over a five-year period during the relatively stable and economically
prosperous era of military dictatorship under General Pervez Musharraf. 
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Dataset—Description and Survey Methodology
Data on Islamic banking customers and their conventional banking coun-
terparts were collected over a period of six months from the leading Islamic
Bank in Pakistan and a comparable leading conventional bank. Meezan
Bank, the Islamic bank in our study (henceforth referred to as IB), was
established in 2003 with a single branch and currently has over 150 branches
located in major cities and urban centers. The bank has assets of PKR 20
billion ($0.28 billion) accounting for about 42 percent of the total Islamic
banking industry. In contrast, Habib Bank Limited, the conventional bank
in our study (henceforth referred to as CB) was founded in 1941. The CB
is one of the largest banks in Pakistan and has maintained a dominant mar-
ket position through almost three decades of nationalization induced
monopoly power during which time it expanded across the entire country
via a network of over 1500 branches.25 As a result, the CB enjoys particularly
strong local brand recognition and was recently ranked as the most recog-
nizable banking brand in Pakistan.26 The CB has an asset base of PKR 488
billion ($6.8 billion).

In contrast to foreign, multinational banks that cater to a wealthier,
upper middle class set of customers, the CB and the IB attract a similar,
middle-income class demographic and are generally regarded as compara-
ble banks in terms of customer profiles and brand positioning. Both banks
regard each other as competitors, though given the substantial differences
in size and market penetration, the CB is more likely to identify larger banks
as more direct competitors. In recent years, despite the size, market power
and brand recognition advantages enjoyed by the CB, its moderate 10–15
percent per year deposit growth has been eclipsed by the IB’s significantly
higher 40–100 percent per year rate of deposit expansion. This chapter
attempts to explore reasons behind this substantial difference in popularity
between the two banks. 

Data on customers was collected from the IB and the CB based on a
number of exclusionary criteria. We examined basic, customer-level data
on the IB in October 2008. Given that the IB has most of its branches (35)
located in Karachi, the survey responses were limited to retail banking cus-
tomers in that city.27 Fifteen IB branches located in different sectors of the
city were selected. The sector stratification was based on residential income
levels and specific branches were selected on the basis of age—with prefer-
ence given to IB branches that had been opened earlier and were better
established.28 The 15 IB branches were matched with 15 CB branches
located in the same locality to create 15 bank clusters with matched pairs
of IB and CB branches (see Table 3 in the Appendix for a map of the branch
cluster locations and associated residential income levels). 
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The branch matching process itself was fairly straightforward. After the
selection of the initial 15 IB branches based on stratification by location and
branch age, the CB staff was approached to identify the closest CB branch
to each of the 15 IB branches that had been selected. Since the CB had over
150 branches in the city and the smaller IB had branches that were located
in the most densely populated areas, it was easy to find a matched pair. In
the case that more than one CB branch matched up with an IB branch, the
IB branch managers were contacted for their opinion on the CB branch that
they considered the closest competitor to their branch. To make sure that we
had the comparison right, we consulted branch managers at both banks to
confirm that each co-located pair of IB and CB was matched appropriately.
At the end of the matching process, in nine of the clusters the IB and the CB
were located within a mile of each other, in two cases they were located right
next to each other or in the same building while in the remaining four cases,
they were located within a two mile radius. 

At each of the 30 branches within the 15 clusters, customer level data
was collected for new accounts opened at the bank between January 2007
and May 2008. We looked at simple savings accounts offering low, non-zero
rate of returns on deposits. These accounts are particularly relevant for a
country like Pakistan, where capital markets are inadequately developed
and there are very few alternative investment opportunities. Depositors
placing their money in these accounts are typically small account holders
who cannot predict their future liquidity needs and need a bank account
for safety and transactionary purposes. These basic savings accounts rep-
resent the bulk of all interest-bearing consumer banking accounts in Pak-
istan and are easy to compare between banks because they offer similar
returns and provide very few services in addition to the basic ability to with-
draw money without penalties.29

We also limit our focus to basic interest (or profit) bearing savings
accounts because checking accounts do not pay any interest to their cus-
tomers and as such are permissible according to shari‘a rules regardless of
whether they are based at the CB or the IB. More sophisticated savings prod-
ucts and time deposits were also excluded because the rates and services
associated with these products were difficult to compare across the banks. 

The time frame was selected in order to find customers who were mak-
ing a banking choice between the religious and non-religious options. As
such, we exclude long-term CB customers who had been with the bank
before the IB option (most of their branches were opened after 2005) was
available in their preferred location. These customers may well have
(weakly) preferred the IB to the CB but may not have switched due to inertia
and/or above zero switching costs. 

238 building bridges across financial communities



The initial data collection from 30 branches in 15 location clusters
yielded a set of 9,078 customers out of which 2,802 had opened accounts
at the CB and 6,276 had opened accounts at the IB. Given that we were look-
ing at all new customers opening a basic savings account at either bank
within a specific timeframe of January 2007–May 2008, the substantially
greater number of IB customers in our sample supports the general trend
of higher growth rate being experienced by Islamic banks in comparison to
conventional banks.

As discussed earlier, in comparison to conventional bank accounts, reli-
gious savings accounts are inherently riskier since neither the actual returns
nor the principal is guaranteed. The IB in our sample has a significantly
smaller branch networks and offers a narrower product portfolio than the
CB. It is also very new, and as such may be considered less stable than the
CB, particularly in the context of a turbulent country like Pakistan where
in the absence of any FDIC type depositor guarantee borrowers are forced
to rely on the stability of a particular banking institution as the ultimate
guarantee of the safety of their funds. Yet, despite the higher risk of investing
in a new bank that offers uncertain returns in a turbulent environment, as
seen in Table 1, more accounts were opened at the IB in every location and
the average balances in these accounts were higher than those being held at
the CB.

One possible explanation for the popularity of saving deposits at the IB
may be because these banks offer a limited set of products in comparison
to the CB. It is possible that the IB customers selected the basic savings
account because they did not have many product choices at their preferred
religious bank, while the CB customers were able to choose from a more
diverse portfolio and selected other, more sophisticated accounts. However,
while differences in product range may explain why the IB accounts held
higher average balances than the comparable CB accounts, but they do not
explain why the IB was chosen in the first place. 

Alternatively, given that there are relatively few options for someone who
wants to open a religious bank account aside from the IB, it is possible that
the CB was unable to attract customers because the market for conventional
bank accounts is more competitive. A wealthy person who is not motivated
by religious sentiments can choose his bank from a wide array of options
that includes, but is not limited to the CB. On the other hand, a religiously
motivated person cannot really do much better than the IB. This explana-
tion can explain why more customers are demanding religious banks but
does not address why their average balances are higher at the IB. 
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It is possible that Islamic banking customers are simply unaware of the
conventional banking option available to them. However, this explanation
is also difficult to support because until 2003 the only type of banks operat-
ing in Pakistan were mainstream, conventional banks. Even now 95 percent
of the total banking sector operates on a conventional basis so it is difficult
to imagine that IB customers would be unaware of conventional banks. Also,
given that our sample was drawn from an urban population in the most cos-
mopolitan city in the country with the highest financial penetration rates, it
is even more unlikely that people were not aware of the dual banking system.
Furthermore, we based our analysis on clusters of co-located banks where
the CB was physically close to the IB making it even more difficult to argue
that IB customers were simply unaware of the CB option.

Given the predictions of our theoretical model and the higher risk asso-
ciated with IB accounts, it is possible that the IB customers were less edu-
cated and financially savvy than those who selected the conventional bank.
So even if they were aware of the existence of a CB alternative, we may
believe that they were not able to comprehend the risk-return calculation
unlike customers who selected the CB. On the other hand, despite the fact
that the IB was new and less established, perhaps IB customers knew some-
thing about the management of the Islamic bank that others did not know
and were able to trust it more than the CB. Also, perhaps despite the uncer-
tainty associated with IB returns,  E(�) > i, the IB customers actually
expected higher net returns on their accounts than those being offered by
the conventional banks. Finally, it is also possible, as predicted by our model,
that customers were willing to pay a “faith premium” for Islamic banking
assets, �t > 0 and even if there was no significant difference between
expected profits on the IB accounts and the interest rate paid on the CB
accounts, IB account holders derived a positive faith premium from select-
ing these assets. We use the results from our survey to test the validity of
each of these predictions. 

Sample Selection and Survey Design
From the initial list of 9,078 customers in our sample, a target of 50 cus-
tomers from each of the 30 branches in our sample was set up. These cus-
tomers were to be randomly picked from the larger sample of all customers
who had opened a new bank account between Jan 2007 and May 2008 at a
particular branch and were asked to respond to a survey questionnaire
designed to examine individual religiosity and criteria for bank selection
(see Table 4 in the Appendix for a summary of the survey). 

In developing the questionnaire, a set of various factors that are consid-
ered relevant for bank selection was derived from existing literature on the
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subject.30 For example, Kaufman and others looked at bank selection deci-
sions in the U.S. and found that the most influential factor reported by
households was convenient location.31 Various subsequent studies con-
ducted in different countries have further corroborated the importance of
branch location on bank selection. Ross finds that the influence of friends
and low service charges matter.32 Laroche et al surveyed households in
Canada and found that the friendliness of staff plays a major role in the
bank selection decision process, followed by hours of operations, size of
waiting lines and convenience of location.33 Kaynak surveyed bank cus-
tomers in Finland and found that the main determinants of bank selection
were reception at the bank, efficient services and lower service charge while
Mylonakis et al. studied bank selection decisions in Greece and found that
the most important selection factors were location and the quality of serv-
ice.34 All of these potentially relevant bank selection factors were used to
develop the initial questionnaire used in the survey. Local banking officials
were also consulted to make sure that we had identified a relevant list.

Indicators to test individual religiosity were determined through detailed
discussion with religious experts in the region and verified through more
informal discussions with members of the local population. In order to
make sure that the survey was generating the right responses, we pilot tested
it with 100 randomly chosen respondents who held bank accounts outside
our sample space and adjusted the initial questionnaire for relevance and
clarity. In its final form, after pilot testing adjustments, the survey was con-
ducted over the phone in Urdu and had a final response rate of approxi-
mately 30 percent. Out of every 10 people called from the banks’ list of
customers, in approximately 3 cases the account holder was available on the
phone and in almost every case agreed to participate in the survey. The rea-
son for the common willingness to talk was possibly due to the fact that
phone based surveys are very uncommon in Pakistan and the recipients
were not paying for the call.35 Almost all of the non-responses in our sample
were due to an inability to contact the customers because their phone num-
bers had changed or because they did not respond to the call.36

Surveys were administered through five research assistants who had been
trained to follow a specific survey script and methodology. In order to make
sure that there was no “interviewer effect” in the results, the branches were
randomly assigned across clusters between the research assistants and no
single research assistant was interviewing customers from both the IB and
the CB branch in one cluster. 

Sampling Robustness Checks
Out of the total sample of 9,078 we called 5,133 (3,629 from the IB and
1,504 from the CB) customers by alphabetically arranging customer lists by
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branch and selecting every second customer on the list.37 In comparison to
the total sample where average balances for all customers was PKR 138,181
(PKR 162,924 for IB and of PKR 82,761 for CB), those who were called had
an average balance of PKR 98,606 (PKR 127,498 for IB and PKR 72,184 for
CB) since it was difficult to reach high balance customers on the phone.
Finally, the survey respondents in the sample had average balances of PKR
92,974 (PKR 102,045 for the IB and PKR 83,338 for CB).38

While the sampling population is generally comparable to the total pop-
ulation of new customer at the 30 IB and CB branches, it is important to
note that our sample is biased away from customers that were holding the
highest account balances and response rates were lower in higher income
areas. This is due to the fact that it was more difficult to reach high
income/high balance customers on the phone and they were less likely to
respond to survey questions than the general population. Given that we
have the same bias for both the IB and the CB customers, this should not
change the general validity of our conclusions. If average balances are cor-
related with education it is possible that our sample does not include the
most educated and financially savvy end of the spectrum. However, we don’t
see this correlation in our data where average balances are not a significant
predictor of education. 

Given population limitations at some of the clusters, the final sample of
survey responses was also weighed more heavily towards the IB. Table 2
describes summary statistics from the survey sample. The total sample of
1,480 survey responses was used to test various predictions from the model
described earlier. The results from this analysis are described in the next
section.

Results from Survey Analysis

The results from the survey enable a more nuanced description of individ-
uals who are choosing Islamic banking products. Contrary to the hypothesis
that the IB customers may be less financially savvy than their CB counter-
parts, our results show that IB customers are actually more educated than
their CB customers. They are also older and have traveled more than CB
customers. As such, if there is any difference between the two groups, the
IB customers may be expected to know more about alternative financial
options available to them than the CB customers.39

Furthermore, in selecting the Islamic bank, more customers seem to have
switched from another bank than to have newly entered the formal banking
sector from the previously unbanked population. This further contradicts
the possibility that Islamic banking customers may not be aware of other
options. It also negates the view that customers selecting an Islamic bank
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were the previously unbanked and had remained outside the conventional
banking sector because it was not in accordance with their religious beliefs. 

We also find that the desire to open Islamic bank accounts is not
explained by a lack of trust or satisfaction with the CB relative to the IB
because levels of reported trust and satisfaction are similar at both banks.
In fact, relative to the IB, the level of trust in a CB is more skewed towards
higher levels, which is not surprising given the fact that the CB is an old,
well-established bank and the IB is very new and relatively unfamiliar. It
does not, however, explain why more customers in our sample select an IB
versus a CB.

Interestingly, given the higher risk associated with holding IB products,
we find that IB account holders are almost twice as likely as CB account
holders to maintain additional accounts in other banks. Moreover, in almost
every case, these bank accounts are not being opened at multinational banks
or specialized banking institutions offering specific products that are not
available at the IB. Rather, these additional bank accounts are opened at
comparable conventional banks that provide very similar products to those
being offered at the IB. Both the expected profit on an IB account Et�t+1 and
the returns on the CB, rt+1 seem to be very weak motivators for selecting a
bank account. Over 94 percent of the customers being surveyed did not
know the profit /interest rate they were earning on their savings accounts.
While this is not entirely surprising since our sample is constrained to look
at basic savings accounts and these accounts may not be the most profit
sensitive portion of an individual financial portfolio, it also reduces the rel-
evance of the profit motive in choosing an IB. 

Furthermore, it is interesting to note that in comparison to CB cus-
tomers, relatively more Islamic bank account holders claimed to know the
profit rates on their accounts and that on average, they expected lower
expected profit/returns than CB customers (Table 2). While this finding
needs to be interpreted with caution since only 5 percent of the respondents
reported knowing the returns they earned, it further refutes the profit
motive Et�t+1 > rt+1 for selecting an Islamic bank account.40

Given these results, if we go back to our portfolio selection model and
assume that Et�t+1 = rt+1, which in effect eliminates the profit motive, we
find that:

��
tWt = �1�2� + 

�t��	 2
t �Wt (5)

According to (5), the optimal investment in the IB depends on (i) the degree
of risk aversion, (ii) the level of individual religiosity and (iii) wealth. 

While it is difficult to find empirical evidence of risk aversion, we can
use the various dimensions of individual religious practices measured in
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our survey to generate an indicator for individual religiosity and examine
if this indicator is correlated with a preference for the IB. Similarly, while
we do not have access to data on individual wealth, we can use the infor-
mation we have from our survey responses to find some reasonable indica-
tors for household income and see if they are correlated with the selection
of the IB. 

The Impact of Religiosity and Wealth on IB selection
When survey respondents were asked about bank selection criteria, the vast
majority (62 percent) of the IB customers said that they chose the IB
because it offered shari‘a compliant, Islamic products. This was followed in
a distant second by salary accounts,41 where 13 percent of the respondents
were using the IB because their employer directly deposited funds into their
accounts at that bank while 10 percent of the IB customers chose their bank
primarily due to its location and 8 percent came to the bank on someone’s
recommendation. In contrast, branch location seemed to be the most
important selection criteria for 44 percent of the CB customers. This was
followed by 16 percent who maintained salary accounts at the CB, 12 per-
cent were attracted by the banks service and image, another 12 percent
picked the CB because another member of their family already banked there
and 9 percent came to the CB on someone’s recommendation. Table 3 sum-
marizes general religiosity trends for customers at the CB and the IB. 

We also find that IB customers are more religious than CB customers—
even in a context where most people appear to be fairly religious. The vari-
ables that are most strongly related to individual religiosity—memorizing
the Quran, growing a beard, praying five times (or more) every day, attend-
ing religious classes and going to Saudi Arabia on a religious pilgrimage—
are all higher for IB customers and the differences are statistically significant.

We used a weighted average of different religiosity indicators to con-
struct a composite religiosity variable that is used to test for the impact of
religiosity on the likelihood of selecting the IB. The religiosity indicator was
constructed from sections of the survey described in Table 3 indicating
whether the respondent had performed a Hajj pilgrimage, if they had mem-
orized the Quran, if anyone else in their family had memorized the Quran,
if they prayed five times a day, went to religious classes, if the men in their
family had a beard, if the women in the household covered their head when
they went out or if they watched religious TV regularly. 

Given the different levels of individual religiosity associated with these
indicators and their distribution within our sample, we weighed the per-
formance of Hajj, self memorizing the Quran, praying five times a day and
attending religious classes twice as much as the other indicators that were
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somewhat weaker indicators of personal religiosity and may have been more
vulnerable to a positive response bias. For example, over 80 percent of the
respondents in our sample reported that the women in their households
covered their heads when they went out, a majority of the men had beards
and over 64 percent watched religious TV on a regular basis. As such, these
indicators were weighed less than other indicators that were more strongly
correlated with individual religiosity, such as self memorizing the Quran—
something that was only done by less than 5 percent of our respondents.
The composite religiosity indicator had an average inter-item covariance of
0.072 and a Cronbach’s alpha of 0.48. Table 4 shows the results from various
logit models for the selection of an Islamic bank using the composite reli-
giosity indicator. 

In terms of our portfolio choice model, the results shown in Table 4
show that IB customers extract a positive faith premium from allocating
their savings to Islamic assets and �t > 0. These results are robust to adding
other explanatory factors for the choice of an IB and religiosity remains a
significant predictor of IB selection even after controlling for various demo-
graphic factors. IB customers are more educated than CB customers. They
have also traveled more (and as such are likely to have had more financial
exposure) than the CB group. 

Table 4 also describes the results of various robustness checks using
alternative specifications. We find that religiosity remains significant as a
predictor of IB selection, even when we constrain the sample to only look
at individuals who have switched from conventional banks to the IB (3) and
individuals who have additional, conventional banking accounts in addition
to their account at the IB (4). We do find, however, that individuals who
maintain dual bank accounts are more educated than those that only bank
at the IB or the CB and that these individuals tend to have traveled more
internationally. We also restrict our model to cases where the IB is located
very close to the CB (less than a mile apart) (5) and find that religiosity
matters even more when the IB is chosen over a proximate CB. Finally in
(6) we also look at the effect of environmental uncertainty and constrain
the sample to banks located in areas with a higher than average level of vio-
lence. And while we find that in more violent areas, religiosity matters more
than it does in the full sample, we also find that education levels of these
customers are somewhat lower. However, since violent areas are also nega-
tively related to residential income levels and the survey was conducted dur-
ing a period of relatively low local violence, the results of this model should
be interpreted with caution.

As predicted by our theoretical model, religiosity appears to be the most
significant predictor of selecting an IB. However, if we examine the propensity
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Table 4: Logit Models for the Selection of an Islamic Bank

Coefficients in all specifications are estimated by using maximum likelihood and are reported in
exponential terms as odds-ratios. All regressions include a constant. Standard errors are in brackets
and have been adjusted for clustering by the fifteen branch location groups. Coefficients that are
significant at the 1 percent, 5 percent and 10 percent levels are indicated by ***, **, and *, respec-
tively. (1) and (2) test the entire sample of customers in the survey who have selected an IB. (3) is
restricted to customers who switched into the IB from a conventional bank (i.e., customers who
have had prior [conventional] banking experience and were not part of the unbanked population).
(4) is restricted to IB customers who also have another conventional bank account. (5) only looks
at clusters where the IB and the CB are located within a one mile radius of each other while (6) is
restricted to customers at IB and CB branches that are located in areas with high levels of violence.
RELIGIOSITY is a composite indicator of individual religiosity. LOGBALANCE is the natural log of
average balances, GENDER is an indicator variable that is equal to 1 if the respondent if female.
HHDSIZE shows the household size, EDUCATION categorizes education levels on an increasing five
point scale where no schooling = 0, some school = 1, junior high = 2, high school = 3, bachelors
= 4, masters and higher = 5. CREDIT is an indicator variable that is equal to one if the respondent
has accessed credit from a bank. AGE is age. INTLTRAVEL shows the number of countries the respon-
dent has visited outside Pakistan. INCOMEGROUP shows the residential income levels of the location
where the respondent opened his bank and ranges from 1 = low income to 4 = high income.

(1) (2) (3) (4) (5) (6)

IB IB SWITCHERS IBANDCB IB IB
Adj Branch Violent

RELIGIOSITY 5.488*** 5.542*** 5.571*** 5.052*** 6.524*** 6.475***
(1.722) (1.288) (1.220) (1.548) (1.743) (1.391) 

LOGBALANCE 0.972 1.035 1.018 0.963 0.924 
(0.061) (0.073) (0.089) (0.071) (0.075) 

GENDER 0.891 0.695 0.665 1.112 0.911 
(0.274) (0.202) (0.214) (0.357) (0.350) 

HHDSIZE 0.933* 0.909** 0.919** 0.946 0.960 
(0.035) (0.035) (0.036) (0.043) (0.046) 

EDUCATION 1.334*** 1.466*** 1.589*** 1.366*** 1.245***
(0.107) (0.138) (0.132) (0.136) (0.096) 

CREDIT 0.554 0.752 0.598* 0.418** 0.483** 
(0.200) (0.276) (0.186) (0.146) (0.142) 

AGE 1.020*** 1.028*** 1.029*** 1.023*** 1.018***
(0.006) (0.007) (0.008) (0.006) (0.006) 

INTLTRAVEL 1.557** 1.795*** 1.602** 1.221 1.245 
(0.351) (0.406) (0.350) (0.254) (0.275) 

INCOMEGROUP 0.692* 0.681** 0.784 0.716 0.857 
(0.135) (0.123) (0.167) (0.311) (0.167) 

OBSERVATIONS 1435 1131 882 826 861 839 
PSEUDO R2 0.07 0.1453 0.194 0.186 0.155 0.123 



to choose Islamic banks in terms of specific types of religious behavior and
characteristics, we find that the single most important predictor of the like-
lihood to invest in Islamic bank account is the performance of Hajj—a reli-
gious pilgrimage to Mecca that is obligatory only on Muslims who can afford
the journey. Table 5 shows the results of various logit models for the selection
of an Islamic bank using disaggregated religiosity indicators. 

The most stable predictor of selecting an Islamic bank appears to be the
performance of the Hajj. Our results are robust to alternative specifications
in (3) and where we restrict the model to only look at customers who had
switched from a conventional bank to the IB and (4) where we look at IB
customers who also maintain additional bank accounts at conventional
banks. In every case, and particularly in the case where IB account holders
also have conventional bank accounts, the performance of Hajj is a signifi-
cant predictor of the selection of the IB.

However, it is important to note that with an average cost of over $2,000
in 2006—roughly two and half times Pakistan’s per capita GDP for the same
period according to Clingingsmith—the Hajj is a significant expenditure
for most households in the country. It is not just an indicator of religiosity
but it is also an indicator of wealth. In fact, unlike the other “pillars” (arkan)
or fundamental duties of Islam, such as regular prayers, fasting, charity, etc.,
the Hajj pilgrimage is not mandatory unless individuals have enough
resources to finance the pilgrimage after they have adequately fulfilled all
other basic financial needs. As such, it is not surprising that the performance
of Hajj in our sample is also correlated with higher average bank balances.42

Furthermore, as seen in Table 2, IB customers are more educated and have
traveled to more countries and are more likely to hold multiple bank
accounts than CB customers—all of which point toward the possibility of
higher income levels.

The fact that wealthier individuals are more likely to choose an IB
account and hold higher average balances in those accounts also fits the pre-
dictions of our model where if Wt increases, then given � as a constant level
of relative risk aversion, ��

t Wt also increases and the individual is more likely
to allocate funds to an Islamic bank account. 

Discussion

Our results point toward the existence of a positive and significant non-
monetary benefit associated with the consumption of religious goods. This
benefit, which we term a faith premium, is the primary determinant of con-
sumer demand for an asset that may otherwise have very limited value in a
competitive financial market. Contrary to any expectations of individuals
choosing religious assets due to a lack of information or knowledge, we find
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that customers choosing to hold their savings in Islamic banks are more
educated and better informed than their counterparts at conventional
banks. However, we also find that religious account holders are also far more
likely to diversify their savings across different bank types and the wealthier
they are, the more willing they are to accept the higher risk associated with
holding an Islamic bank account. 

We find that religiosity is far more complex than a simple indicator vari-
able that makes the more religious people choose religious options while
less religious ones do not. Rather, in this case, it appears that investing in
Islamic banking products is a luxury where those who can afford to indulge
their religious preferences do so, and they do so within a context that often
does not exclude the simultaneous consumption of “non-religious” con-
ventional alternatives to balance and support the consumption of their pre-
ferred religious good.

As with all studies conducted within a particular environment, there are
several reasons to generalize these results with caution. First of all, there are
some concerns about external validity. We conducted our surveys in the
context of a deeply religious country that has sustained frequent bouts of
political and economic crises that may have further entrenched religious
sentiments within the population. Even in the context of a globally resur-
gent Islam, it is not clear that we will find similar religious attitudes outside
Pakistan. However, as Islamic banking continues to gain popularity in var-
ious parts of the world, including in the U.S. where smaller community
banks like the Devon Bank in Chicago are offering Islamic financial prod-
ucts to their customers, it is clear that even outside Pakistan, individual reli-
giosity influences economic decisions. 

So while our conclusions may be sensitive to specific context, they are
likely to remain broadly applicable in a more general framework. In addi-
tion to restricting our investigation to a particular country, we also restricted
our analysis to basic savings accounts that are easiest to compare across
bank types. It is possible that the profit motive we find irrelevant in our
survey could actually be increasingly relevant as we move toward more
sophisticated financial products where individuals who are more interested
in optimizing the return on their savings are likely to place their money.
Since the substantial growth experienced by Islamic banks is not limited to
basic savings accounts, a natural extension of our work would examine the
determinants of demand for various types of religiously motivated financial
products to see if our conclusions hold for less liquid assets with higher
expected returns. 

Our work has various practical implications for managers of financial
institutions. Given the presence of a positive faith premium associated with
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Islamic accounts, managers of conventional banks operating in countries
with a significant, religiously motivated Muslim population should pay
close attention to the growth of their Islamic banking counterparts and con-
sider offering shari‘a-compliant banking products that can leverage their
existing expertise in offering financial products and enable the bank to earn
higher returns and diversify risk without incurring any significant startup
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Table 5: Logit Models for the Selection of an Islamic Bank 
Using Disaggregated Religiosity Indicators

Coefficients in all specifications are estimated by using maximum likelihood and are reported in
exponential terms as odds-ratios. All regressions include a constant. Standard errors are in brackets
and have been adjusted for clustering by the fifteen branch location groups. Coefficients that are
significant at the 1 percent, 5 percent and 10 percent levels are indicated by ***, **, and *, respec-
tively. (1) and (2) test the entire sample of customers in the survey who have selected an IB. (3) is
restricted to customers who switched into the IB from a conventional bank (i.e., customers who
have had prior [conventional] banking experience and were not part of the unbanked population).
(4) is restricted to IB customers who also have another conventional bank account. 

(1) (2) (3) (4)

IB IB SWITCHERS IBANDCB

HAJJ 3.799*** 3.112*** 3.042*** 3.278***
(0.913) (0.489) (0.569) (0.845) 

HAFIZ 2.299* 2.519* 1.305 1.853 
(1.112) (1.247) (0.827) (1.200) 

RELIGIONCLASS 1.825*** 2.117*** 2.311*** 2.134***
(0.383) (0.388) (0.395) (0.412) 

BEARDS 1.243 1.408* 1.387* 1.446* 
(0.225) (0.251) (0.267) (0.305) 

LOGBALANCE 0.965 1.040 1.018 
(0.059) (0.071) (0.088) 

GENDER 0.918 0.707 0.669 
(0.271) (0.199) (0.201) 

HHDSIZE 0.937* 0.912*** 0.926** 
(0.032) (0.032) (0.035) 

EDUCATION 1.302*** 1.433*** 1.565***
(0.103) (0.135) (0.122) 

CREDIT 0.564* 0.770 0.654 
(0.193) (0.277) (0.180) 

AGE 1.017*** 1.026*** 1.026***
(0.006) (0.008) (0.007) 

INTLTRAVEL 1.286 1.433* 1.221 
(0.291) (0.283) (0.243) 

INCOMEGROUP 0.642** 0.635** 0.716 
(0.129) (0.113) (0.160) 

OBSERVATIONS 1449 1139 888 832
PSEUDO R2 0.095 0.160 0.209 0.210 



costs. In fact, this is already happening as most conventional banks, includ-
ing Citibank, Standard Chartered, HSBC and almost every local bank in a
Muslim majority country, have jumped on the Islamic banking bandwagon
by opening up special Islamic banking “windows” and branches. For the
managers of existing Islamic banks, it is important to note that the most
significant source of demand for their products comes from the faith pre-
mium that is generated by the individual belief that Islamic banking prod-
ucts are religiously appropriate and necessary. As such, as Islamic banks
continue to grow, they should take extreme care to remain within the
boundaries of strict shari‘a interpretations. In fact, Islamic banks should
actively signal their religious commitments to their customers by employing
the most credible religious scholars on their boards and adopting the most
stringent, voluntarily transparent product structuring and operating
processes. Furthermore, given that Islamic banking customers are more
than twice as likely to have additional bank accounts, managers at Islamic
banks should focus on expanding their product range and finding ways to
signal bank stability to their customers. 

Beyond the direct application of our findings to the financial industry,
our framework and empirical results may have more general implications
for future research on the economics of individual choices where there are
positive non-monetary benefits associated with the consumption of specific
preferred goods and services. Outside the field of religiously motivated eco-
nomic choices and the faith premium associated with these choices, our
findings connect to a growing body of work that has examined the nature
of private non-monetary surpluses associated with socially responsible and
ethical investments. For example, Hiscox and Smyth find that in the context
of an upscale home furnishing store in New York, sales of particular items
increased if they were labeled as being made under good labor standards—
even when their prices increased by 10–20 percent.43 In another context,
Stern looks at the relationship between wages and the scientific orientation
of R&D organizations that allowed researchers to publish and pursue indi-
vidual research agendas.44 He finds that conditional on scientific ability, sci-
entists pay to the tune of a 25 percent wage discount for the privilege of
being associated with a science friendly organization. In these and many
others cases, we see that individuals generate private benefits from the con-
sumption of particular goods that impact utility optimizing choices even
though they do not have a monetary impact.

Our findings on the demand for Islamic banking confirm that as long
as individuals derive positive benefits from behaving in accordance with
their religious, ethical or social beliefs, they may be willing to compromise
on the profit motive. Religion matters and in the context of Islamic banking
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it matters a lot. Moreover, within the religiously motivated population, we
find that income also matters and wealthier, more educated individuals are
more likely to consume Islamic banking assets than those who are not as
well off. At least in the context of opening an Islamic bank account, it
appears that faith is a luxury that is easier to afford for the wealthy.
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Table 2: Islamic Banks in Pakistan

Table 3: Income Levels and Location of Bank Clusters Used for Sampling
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Description Dec. 03 Dec. 04 Dec. 05 Dec. 06 Dec. 07

Total Assets 13 44 71 119 206

% of Banking Industry 0.5% 1.5% 2.0% 2.8% 4.0%

Deposits 8 30 50 84 147

% of Banking Industry 0.4% 1.3% 1.8% 2.6% 3.8%

Financing & Investment 10 30 48 73 138

% of Banking Industry 0.5% 1.3% 1.7% 2.3% 3.5%

Full Fledged Islamic Banks (IBs) 1 2 2 4 6

Branches of IBs 10 23 37 93 186

Conventional Banks with IBBs 3 9 9 12 12

Branches of CBs 7 25 33 57 103

Total Islamic Banking Institutions 4 11 11 16 18

Total No. of Branches 17 48 70 150 289



Table 4: Survey Questionnaire 
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Gender 0 = Male, 1 = Female

Name/Branch Name/Month of Birth

Type of work? 1 = salary, 2 = own business, 3 = other, 
4 = salary and business

Household size

Education
Some school = 1, Junior high school = 2, High school = 3,
Bachelors equivalent = 4, Masters plus = 5

Educational Institute where the last degree was obtained

Account opening year

Criteria for bank selection (ask for a reason without prompting but
if asked, suggest options from the list)

1 =  location, 2 = recommendation, 3 = family relationship,
4 = good service/image, 5 = better rates/profit, 
6 = lower fee, 7 = product range, 8 = Islamic products, 
9 = incentive/gift, 10 = salary account, 11 = other

Do you know the profit /return being offered by the bank on your
savings account?

0 = No, 1 = Yes

If yes, how is this profit on an annual basis?

Did you switch to this bank from another bank? 0 = No, 1 = Yes

If yes, what was the name of the Bank you switched from?

Do you maintain accounts at other banks? 0 = No, 1 = Yes

If yes, what are the names of the bank(s) at which you hold
additional accounts?

Have you ever taken out a bank loan? 0 = No, 1 = Yes

If so, what type of loan did you take out? 1 = Car, 2 = Home, 3 = Personal, 4 = Business

Which bank did you take this loan from?

Have you performed Hajj? 0 = No, 1 = Yes

Other countries visited?
0 = zero, 1 = one other country, 2 = between one and three,
3 = three or more

Do you watch QTV or Peace TV (dedicated religious TV channels)? 0 = Not at all, 1 = Sometimes, 2 = A lot

Have you memorized the Quran? 0 = No, 1 = Yes

Has someone in your immediate family memorized the Quran? 0 = No, 1 = Yes

What is the frequency of your daily prayers? 0 = Less than five times, 1 = Five times (or more)

So you participate in religious classes? 0 = No, 1 = Yes

Do the women in your household wear a wear a veil/purdah outside? 0 = No, 1 = Yes

Do the men in your household have beards? 0 = No, 1 = Yes

How much trust do you have in your bank?
0 = None at all, 1 = A little, 2 = somewhat/average, 
3 = Above average, 4 = A lot/exceptional

Are you satisfied with bank service? 0 = No, 1 = Yes
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