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ABSTRACT 

Increasing access to credit is a key element of development policy across the globe.  

Children in India are acutely susceptible to cyclic poverty traps due to economic 

disenfranchisement, rampant exploitation of child labor, and associated under-

investments in schooling—making investment in human capital particularly crucial to the 

country’s development.  The purpose of this paper is to examine the channels through 

which access to credit impacts human capital development and schooling decisions.  In 

particular, this study explores the practice of child labor as both a consequence of credit 

and a potential barrier to education. An analysis of households living in the slums of 

Hyderabad, Andhra Pradesh reveals that access to credit in general results in a significant 

decrease in the probability that a child will attend school, while access to loans from 

microfinance institutions may further decrease the likelihood of schooling.  Results reveal 

the potential for microfinance to increase investment in household microenterprise, thus 

exacerbating demand for child labor and reducing education outcomes.  Future policy 

will need to account for the capacity of microfinance loans to create detrimental 

incentives among households, and reforms should include comprehensive services based 

on promoting child education.  This may include the institution of lending reform where 

credit is linked to, and even conditional on, child schooling.     
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I. INTRODUCTION 

Roughly one billion people live in households with per capita income of less than one 

dollar per day.  Investment in human capital through education is critical to lifting these 

individuals out of poverty and promoting sustained development worldwide (Kahn and 

Ali, 2004; Lillard and Willis, 1994).  While government and foreign aid has long been 

criticized for their capacity to foster dependence among recipients and create potentially 

detrimental disincentives through top-down, paternalistic programs, the capacity for 

bottom-up development via local financial institutions in empowering the poor to 

generate their own path out of poverty by providing sustainable, cost-effective, and 

valuable services to low-income households has received international acclaim. As a 

result, increasing access to credit is a key element of development policy across the 

globe.  Recent years have seen heightened awareness around the ability of 

microfinance—or the provision of small loans at low interest rates to poor households 

who have been traditionally excluded from the banking sector—in improving social and 

economic conditions in developing countries, along with the consequent global 

proliferation of Microfinance Institutions (MFIs) from their genesis in Bangladesh 

(Karlan and Zinman, 2008). 

Through correctly identifying and utilizing incentives, microfinance institutions in Asia 

and Latin America utilize a bottom-up, community-centered approach that have been 

shown to generate loan repayment rates at unprecedented levels (Morduch, 1999), thus 

providing sustainable means of continuous access to financial services without reliance 
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on heavy government involvement.  The benefits of microfinance as a development tool 

are fueled by both theoretical and empirical momentum: theoretical models reveal the 

market failures and poverty cycles that result in formal credit markets due to information 

asymmetries (Bangeree and Newman, 1993), and empirical research at the macro and 

micro levels demonstrate that access to credit can reduce poverty levels across countries, 

as well as facilitate consumption-smoothing and alleviate resource constraints at the 

household level (Pitt and Khandker, 1998; Mosely 2001; Karlan and Zinman, 2008).   

There is less consensus on the effect of credit on schooling decisions. While available 

evidence shows an overall positive effect on household education (Meyer, 2002; 

Littlefield, Murdoch, and Hashemi, 2003; Goldberg, 2005), these results differ greatly 

across countries and programs.  Given the rising importance of microcredit in 

international development financing and the growing role of credit programs in 

government expenditure, further analysis of the effects of microcredit on human capital is 

crucial to understanding the long-term, intergenerational implications of access to credit.     

Pervasive poverty and rampant child labor are among the primary barriers to education in 

India (UNESCO, 2007).  Currently, India is home to one-third of the world’s poor: 456 

million people, roughly 42 percent of the country’s population, live below US $1.25 per 

day (World Bank, 2005).  The number of India’s population living in poverty (with 

incomes of $1.25 per day or less in 2005 PPP) has increased in recent years, from 421 

million in 1981 to 456 million in 20051.  Furthermore, India reveals particularly 

                                                             
1
 Although the percent of India’s population living below the poverty line has decreased from 60 percent in 

1981 to 42 percent in 2005 (The World Bank, 2007).    
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persistent underinvestment in schooling, chiefly among the poor.  Literacy rates in 

Andhra Pradesh are roughly equivalent to the national average, hovering at an average of 

61 percent (51 percent for females, 71 percent for males), while the percentage of the 

population  living in poverty is lower than that of the nation as a whole, at 23 percent 

(World Bank, 2007). 

This study examines the impact of access to credit on household schooling decisions in 

the slums of Hyderabad, Andhra Pradesh.  Through an analysis of two critical and topical 

ingredients of development strategies—credit and education—this paper seeks to build on 

existing research regarding the channels through which microfinance influences human 

capital development, and determine the impact of access to loans on household schooling 

decisions.  Findings indicate the capacity for microfinance to reduce investment in 

education, highlighting the practice of child labor as both a consequence of access to 

credit and a potential barrier to education.  In general, this study aims to help move the 

policy discussion forward on microcredit, determinants of schooling, and development.     

 

II. BACKGROUND AND LITERATURE REVIEW 

Overview of Microfinance 

Modern microfinance began in Bangladesh in the 1970s as an experimental research 

project providing credit to the rural poor.  The Grameen Bank—now the world’s largest 

Microfinance Institution (MFI)—was born from this experiment, catalyzing a salient and 
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innovative approach to poverty reduction based on low-cost payments, group-based 

loans, low administrative costs due to coordinated service delivery and decentralized 

collection methods, and effective repayment incentives.  In India, microfinance was 

launched with the Self-Help Group Bank Linkage (SHG) movement in the 1980s and 

aimed to empower women through the provision of short-term consumption loans 

obtained through bulk advances provided by a wide network of rural formal banks.  

SHGs, with the help of subsidies and the Indian government’s cooperation, created an 

original model wherein local savings-and-loan groups were given access to large-scale 

loans which they in turn could lend to their own members at a premium (Morduch and 

Rutherford, 2003).    

MFIs can play a pivotal role in filling the gap created by asymmetric information—

wherin borrowers understand their own borrowing history than financial institutions, 

leading to a disincentive to lend in areas where banks have little awareness of individual 

financial behavior and want to mitigate risk of non repayment—in formal credit markets.  

Through the provision of low-level loans to poor households for a variety of savings, 

investment and consumption needs, microlending has the capacity to reach the poorest 

populations though effective targeting, setting efficient interest rates, assessing integrated 

service provision, and correctly aligning the incentives of staff, management, and 

borrowers.    

The link between expanding access to financial markets and poverty reduction has long 

been understood by India’s government, and has led to the partial deregulating of interest 
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rates and a state-supported drive to connect commercial banks, NGOs and informal local 

groups with the goal of providing the poor with previously inaccessible financial 

services.  Earlier strategies aimed to reduce the control of moneylenders in the informal 

sector through the employment of cut-rate loans, particularly targeting small farmers 

needing credit for agricultural production.  Providing credit to women, mainly to support 

investment opportunities and non-agricultural microbusinesses, became a popular course 

of action in the 1990s, while current strategies mainly serve to provide a comprehensive 

range of financial services to support a wide range of consumption needs and investment 

opportunities (Morduch and Rutherford, 2003). 

Research on microfinance participants in India reveals some of the primary motivations 

for borrowing, including awareness of the need to invest in long-term savings, and 

protection against risk and income shocks (Morduch and Rutherford, 2003).  Indian 

households engage in particularly frequent borrowing activities.  One study done by the 

Manchester University’s Institute for Development Policy and Management (1999-2001) 

shows that, on average, Indian households enter a fresh financial arrangement (with a 

moneylender, formal bank, microfinance institution, or other sources) once every two 

weeks.  The study shows that borrowing is a part of day-to-day activities for the majority 

of low-income Indian households, and loans are seen as a necessary part of successful 

financial management.  Furthermore, each household is likely to have multiple loans 

from several providers (Morduch and Rutherford, 2003).   Informal intermediaries—

particularly moneylenders—were for many years the main source of financial insurance 

for the poor, offering convenience and expediency that was unmatched in the formal 
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sector.  Unfortunately, these loans often come at the price of exorbitant interest rates and 

often high-costs of nonpayment of debt.  Microfinance institutions aim to provide 

reliable, continuous and affordable loans to the poor but face challenges in matching the 

convenience and scope (while allowing borrowers to avoid the penalties) of the informal 

sector, particularly in slums and rural areas.   

 

Education in India 

Although the Indian Government stated its commitment to “free, basic education as a 

fundamental right guaranteed by the State” as early as 1950 and most notably in the 

Parliament’s 83rd amendment in 1997, access and quality of education is poor and varies 

greatly by location, gender, income group and social category (World Bank, 2004).  

Literacy rates in Andhra Pradesh are similar to the national average, at 61 percent.  Data 

shows that literacy rates among males are at 71 percent, while only 51 percent of females 

are literate (although this is a dramatic increase from 12.3 percent in 1961) (UNICEF, 

2006).  While 2006 primary net enrollment rates are reportedly high (87 percent of girls 

and 90 percent of boys aged 6-14 are enrolled in primary schooling), these numbers do 

not reflect low attendance rates and high drop out rates (UNESCO Institute for Statistics).  

In its Strategy Paper on Poverty Eradication, the government of Andhra Pradesh has 

stated that the state’s education indicators are of “serious concern” and has committed to 

achieving universalization of enrolment and retention by 2020.  Furthermore, India’s 

population is incredibly young—the median age is 24 years (Census data, 2004)—
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making the task of educating this population of emerging adults especially challenging 

and all the more critical to the nation’s future economic and social welfare. 

In a 2005 study targeted at the parents of households participating in microfinance 

programs provided by Swayam Krishi Sangam (SKS) in Andhra Pradesh, 87 percent of 

parents stated that their children’s’ education was of primary importance, although 25 

percent of these people admitted that declining business or a bad harvest could change 

this prioritization.  Central reasons for not being enrolled in school were lack of financial 

resources (83 percent) and the need for child labor (67 percent).  In addition, parental fear 

that their daughter’s dowry would increase if she achieved higher levels of education was 

reported to be a constraint to demand for child education (Quaegebeur and Srivatsa, 

2005).    

The issue of child employment is especially critical in India.  Despite strict labor 

legislation, the Government of India itself estimated that 12.6 million children under the 

age of 14 (roughly 13 percent) are currently working in 2001 (Census data, 2001), while 

some NGOs suggest that this number is closer to 50 million.  The International Labor 

Organization (ILO) states that the principal reason cited by children of why they entered 

the workforce is due to the "the suggestion of parents”, while parents said the main 

reason was that their working children contributed at least 20 percent of household 

income, followed by "help in the household enterprise” (International Labor 

Organization, 1996).  This relationship between household-owned business and demand 

for child labor is critical, as in addition to severe health and safety risks posed to children 
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in the workforce, child labor can have a devastating effect on education outcomes (see 

Ravallion and Wodon, 2000; Rosenzweig and Evenson, 1977).  There is a vital need to 

further investigate the capacity for development interventions to inadvertently catalyze 

demand for child labor.   

There is an extensive literature on the additional socio-economic variables that influence 

schooling decisions across Asia, and particularly in India.  It is found that educated heads 

of households (as a continuous variable—number of years of education) are more likely 

to emphasize the education of their sons and daughters (Khan and Ali, 2005; 

Jayachandran, 2002).  Parental participation in the workforce has been found to increase 

the likelihood that the children will be sent to school, and household income levels have 

been found to have a positive and highly significant effect on child school attendance 

although the relationship between income and schooling is ambiguous for households 

lower down on the poverty line (Jayachandran, 2002).  Household size tends to have a 

negative impact on child enrollment, especially for girls, indicating that larger families 

are more likely to pull their children out of school to tend to household needs (Hazarika 

and Sarangi, 2007).  Males are much more likely to be sent to school, although gender 

bias has been shown to decrease with school accessibility and household size in India 

(Shafiq, Najeeb, 2006; Khan and Ali, 2005; Jayachandran, 2002).    
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Credit and Development 

Due to asymmetric information in formal financial markets (namely, the fact that 

borrowers are more informed than creditors with regard to their own ability and 

willingness to repay loans), formal creditors traditionally exclude the poorest families 

from their transactions.  Poorer households are more likely to rely on informal credit 

markets and NGOs.  Microfinance therefore plays a key role in bridging the gap between 

the demand for credit by low-income households and supply from financial institutions.  

Protection against vulnerability from economic shocks and risk, consumption smoothing, 

the promotion of savings, and increased capacity to direct resources towards long-term 

investments are all essential to poverty reduction.  By allowing poor families to 

safeguard, diversify, and increase their sources of income, microfinance has the potential 

to provide households with the means to lift themselves out of poverty. As a result, 

microfinance programs are being progressively promoted as a crucial approach for 

economic and social development in developing countries, and are an increasingly 

popular form of development aid among international donors (Littlefield, Morduch and 

Hashemi, 2003).   

At the macro-economic level, research by Beck, Demirguc-Kunt and Levine (2004) show 

a strong positive impact of access to credit on poverty and income inequality reduction 

for a broad sample of 52 countries over the years 1960-1999, after running a series of 

multivariate cross-section regressions. Findings by Li, Squire and Zou (2004), and 

Honohan (2004) reveal similar results.   Similarly, through an analysis of small-sample 
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surveys on four microfinance institutions in rural and urban populations in Bolivia, 

Mosley (2001) found a positive relationship between program participation and poverty 

reduction as measured by income, asset holdings and diversity, and various measures of 

vulnerability.  By estimating the average cost of moving individuals across the poverty 

line across various poverty-reduction strategies, Mosley proposes that microfinance is the 

most cost-effective method of poverty reduction tested so far.   

There is also an extensive literature of the micro-level consequences of access to credit 

on development, although the results are conflicting.  Cross-sectional analysis from Pitt 

and Khandker (2005) reveals that microfinance activity has been shown to reduce poverty 

at a reducing rate among borrowers and within the local economy, and that due to the 

spillover effect of local income growth and better economic conditions, benefits are often 

seen by both borrowers and non-borrowers.  In contrast to Mosley’s findings, however, 

Pitt and Khandker’s results show that microfinance has a slightly higher impact on 

extreme poverty than on moderate poverty.  Studies from Bangladesh suggest that the 

cumulative effects of access to credit over several years can increase household 

expenditure by 28 percent and household assets by 112 percent, as well as reduce 

vulnerability through smoothing consumption, building assets, and diminishing the 

impact of economic and natural shocks (Hassan, 2002).   While Meyer (2002) finds a 

general positive effect on microeconomic indicators such as household income and 

education, the magnitude and statistical significance of these results differ greatly across 

both countries and programs.     
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Recent research highlights positive benefits of participation in microfinance programs 

that may be difficult to measure with traditional empirical studies, specifically in 

reference to a change in client behavior.  In particular, Bebczuk and Haimovich (2007) 

discuss the benefits of increased interaction with prospective entrepreneurs, access to 

technical assistance that usually accompanies a loan, and the potential to create ties with 

financial intermediaries in the formal and informal sector.  This behavioral change can 

manifest itself through an increased awareness of the benefits of education and credit 

maintenance—thus spurring further activities that facilitate poverty reduction.   

 

Microfinance and Education 

While robust evidence supports the positive impact of microfinance on poverty reduction, 

especially through the channels of income smoothing and increased income levels 

(Morduch and Haley, 2002), access to loans has conflicting effects on schooling 

decisions. 

Children’s schooling is essential to sustainable economic growth and poverty alleviation 

at both the individual and the macroeconomic level.  The United Nation’s Millennium 

Development Goals outline the achievement of universal primary education as critical to 

long-term development, and target educational indicators directly in seven out of the 

eight established goals to reach by 2015.  At the household level, enrolling children in 

school, or investing in human capital, increases the household’s potential for future 

earnings and amplifies its capacity to break the intergenerational transmission of poverty; 



12 

 

at the community level it amplifies social cohesion and political participation, 

discourages violent crime, promotes health, increases labor productivity, and reduces 

birth rates (Shafiq, 2007).   

Several researchers highlight the sustainability implications for microcredit as a vehicle 

for poverty reduction, asserting that for poor households, access to even small amounts of 

credit facilitate investments in projects—such as education—that would otherwise be 

impossible or ignored (Bebczuk and Haimovich, 2007).  New income that results from 

microenterprise can facilitate the direct costs of schooling as well as any opportunity 

costs associated with child labor.  Loans can also provide the opportunity for 

consumption smoothing, reducing the tendency for children to drop out of school in times 

of income shocks.  Reducing income barriers and smoothing consumption, therefore, 

provide two ways in which microfinance can be a vehicle for increasing educational 

attainment of children in developing countries.  However, as will be discussed further, the 

relationship between credit and education is not explicit, especially in light of constraints 

on the demand for education and the increased need for child labor as a result of activities 

funded via credit.  

A number of studies point to the overall positive relationship between increased access to 

credit and educational attainment.  A 1998 World Bank study found that children of 

credit program participants had higher levels of schooling than non-participants, and 

significantly higher rates of schooling for girls in Grameen Households in Bangladesh 

(Littlefield, Morduch, and Hashemi, 2003).  Furthermore, an impact study of a 
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microfinance program in Uganda, conducted for the USAID-AIMS project, shows that 

client households invest more in education than non-client households.  The added 

income created by the revenues from microfinance was also important in financing the 

education of their children for more than 50 percent of the client households (Littlefield 

et al., 2003).  

Other studies present more ambiguous results.  A 1997-99 AIMS study of microfinance 

clients in Zimbabwe saw an increase in enrollment rates for male children of 

microfinance clients aged 6-16, while enrolment ratios for female students over the same 

time period decreased (Littlefield et al., 2003).   Furthermore, Bebczuk and Haimovich 

(2007) reveal that the amount of credit can play an important role in shaping education 

decisions.  Loans that represent a very small portion of income may not impact schooling 

choices if the added money is insufficient to take the household out of the subsidence 

level, or fails to create a sense of income security (Bebczuk and Haimovich, 2007, pp. 4-

5).   

In order to further explore the overall impact of access to credit on education, a deeper 

understanding of the channels through which this influence works is needed.  Maldonado 

and Gonzales-Vega (2008) shed some light on five key factors that affect how 

microfinance can affect human capital development.  To begin with, the income effect, or 

increased household income generated through access to credit, combined with a positive 

income elasticity of demand for education, should generate greater schooling 

expenditures for families participating in microfinance programs. However, extreme 
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poverty levels can further complicate the effect of credit on education—families lower 

down on the poverty scale are likely to have lower initial demand for education and 

therefore are less likely to send their children to school despite an increase in income 

(Maldonado and Gonzalez-Vega, 2008).   

Secondly, risk-management plays a crucial role in potentially increasing the demand for 

education; families who are able to borrow money in times of emergency have 

diminished income volatility due to consumption smoothing.  Access to credit can 

therefore increase the capacity for families to allow their children to stay in school due to 

the fact that they are in less dire need of the child’s labor output and because of an 

increased capacity to pay school fees, even in times of economic shock.   

Thirdly, the role of gender plays a pivotal role in microfinance.  A large number of 

programs across the globe specifically target women as clients because they are more 

traditionally excluded from formal credit and labor markets, and because research shows 

that women “are the most important members of society in order to generate family 

development and therefore social development” (Velasco and Saiko, 2006).  Specifically, 

females show stronger preferences for investment in their children’s education than males 

(Behrman and Rozenweig, 2002), and Pitt and Khandker (2003) reveal that loans to 

women have a greater positive effect on measures of consumption, education, health and 

nutrition than loans provided to men.  Child gender also has a significant influence on 

schooling decisions.  Borrowing from financial institutions has been shown to have a 

strong positive impact on boys’ secondary school enrolment rates among working-class 
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children in Ahmedabad,  but only a weak impact on girls’ secondary enrolment rates 

(Chen and Snodgrass, 2001).   

A fourth channel through which credit affects education decisions is through the 

information effect.  In particular, parental education levels affects decisions regarding 

children’s education, concluding that if microfinance programs provides information 

regarding labor opportunities for graduates and increases the demand for an educated 

population, this gives added incentive for parents to send their children to school (Lillard 

and Willis, 2004).  (Some programs, such as CRECER in Bolivia, leverage borrower 

meetings as a platform to spread information about health and education; while India’s 

Swayam Krishi Sangam’s educational program facilitates early-education and tutoring 

programs across the country.)   

Lastly, the demand for child labor may play a critical role in determining the effect of 

credit on schooling outcomes.  Considerable theoretical research emphasizes the 

uncertain nature of this relationship.  On one hand, the opportunity cost of sending a child 

to school instead of working is lower when household income is increased through 

credit—the opportunity costs associated with keeping a child in school are higher for 

poorer families due to both higher marginal utility of each additional unit of income and 

the labor-supply potential of children Maldonado and Gonzales-Vega (2008).  On the 

other hand, access to credit for the purpose of microenterprise can create additional 

productive activities requiring further demand for child labor through newly-formed 

microenterprise tasks, more extensive farm and livestock obligations, household chores 
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needed due to a working parent, etc.  Obtaining loans for the purpose of production as 

opposed to consumption or investment in human capital, therefore, may induce 

households to pull children from school in order to work.   

Cross-country data highlights the ambiguity of the relationship among credit, child labor, 

and schooling.   Beegle, Dehejia, and Gattie (2006) find evidence in Tanzania that 

household access to credit can mitigate the likelihood of child labor caused by income 

volatility.  Similarly, Wydick (1999) finds that access to credit in Guatemala decreases 

the odds that parents will remove their children from school in order to work.  However, 

Ersado (2005) discovers that households who had greater access to credit in Peru were 

more likely to withdraw their children from school for the purposes of working in a 

household enterprise, and a detailed analysis of child labor in rural Malawi reveals that 

access to loans from microcredit institutions in Malawi greatly increased the probability 

of child labor (Hazarika and Sarangi, 2007).   The most recent studies highlight the need 

for further research in determining whether access to credit reduces human capital 

accumulation at school.   

Theoretical and empirical research reveals a complicated relationship between 

microfinance and a widely accepted determinant of development—investment in human 

capital.  This paper seeks to build on existing studies using the most recent data available 

for India, and will explore the mechanisms through which access to credit can influence 

schooling decisions in Hyderabad, Andhra Pradesh. 
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III. DATA DESCRIPTION AND SOURCES 

This paper is based on research collected from 2,800 households living in slums in 

Hyderabad, Andhra Pradesh (India’s fifth largest city) in 2006 by the Abdul Jameel 

Poverty Action Lab.  The study aimed to explore the impact of microfinance programs in 

the region, focusing 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 year.  Households were randomly selected for 

the survey conditional of having at least one female between the ages of 18-55 living in 

the household.   Information on all household members was collected (defined as anyone 

who had resided in the household for at least 30 days in the past year and had either 

contributed to or drawn from household assets).   

This survey was primarily intended to evaluate the effect of loans received from 

Spandana, one of India’s largest MFIs (although data on loans from other sources was 

collected as well) in areas where Spandana was interested in expanding access to its 

already existing services.  One of India’s fastest expanding microlending institutions, 

Spandana reaches a client base that represents roughly 1.5 percent of the BPL (Below 

Poverty Line) population in the country.  Their services are limited solely to the provision 

of credit through a range of general, business, and microenterprise loans averaging 

between Rs. 2,000 and Rs. 30,000 in urban areas (rural households are eligible for 

farming and agricultural loans that are slightly higher due to high cost of farming 

equipment).  Prior to this study, Spandana had recently launched a pilot program in the 
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city of Hyderabad to administer microloans to the communities living in the city’s slums.  

Under the first wave of expansion, 5 percent of households within the 120 communities 

were selected to receive microloans from Spandana.  These slums were selected based on 

having residents who were “desirable potential borrowers”—i.e. borrowers who are poor 

but not the poorest of the poor—and were areas in which Spandana is interested in 

expanding access to its services.  Data was collected in both the treatment and 

comparison communities to determine the impact of increased access to microcredit on 

economic and social outcomes.   

It should be noted that although the definition of microfinance has expanded beyond 

credit to include a variety of products and services (including savings, financial 

education, health education, and other services), Spandana MFI focuses primarily on the 

provision of credit, particularly in the form of general, small business, and 

microenterprise loans.  Therefore, this study utilizes “participation in microfinance 

programs” as a proxy for access to credit.  Further research on the impact of microfinance 

institutions that offer a more comprehensive range of services to clients—as evidenced 

with ProMujer in Bolivia and SKS in India—would facilitate a deeper understanding of 

the broader implications of microfinance on client behavior, household decisions, and 

development.   

The survey instrument includes sections that capture different socio-economic factors of 

the individuals in each household and of the households as a whole, including education, 

consumption, employment, and loan history.  Section A was administered to every 

member of the household, and thus gives individual-level demographic data for each 
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household member. Section B covers household characteristics, income and expenditures, 

and borrowing and saving information was asked of the women between the ages of 18-

55 most knowledgeable about household finances.  The present study uses individual data 

gathered in the first section of the survey, and incorporates variables from Section B to 

determine the household’s credit history.   

 

Descriptive Statistics  

In order to capture the propensity for children to attend school, this study uses a sample 

made up of children aged 6-19 who live in households interviewed by the Poverty Action 

Lab in 2005.  As Table 1 shows, 3,349 (roughly 77 percent) of children within this 

sample reported to be currently studying, while 977 children were not in school at all.  70 

percent of households have taken out at least one loan (from any origin).  5 percent of all 

households received a Microfinance loan, while 7 percent of loan-receiving households 

received a Microfinance loan.  Nearly 40 percent of households had received at least one 

loan from a moneylender, and 6 percent of household received a loan from a bank.   

The average loan size was roughly Rs.31,000. 

 

Table 1 also disaggregates the overall sample by loan history.  The second column 

captures the data for children living in households that received at least one loan from 

any source, and the third column displays those children living in households without any 

loans.  Overall, the vast majority of young children (aged 6-10 years) across households 

are currently in school, although the percentage of children attending school is slightly 
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higher in non-loan receiving households (94 percent) than in loan-receiving households 

(90 percent).  This proportion remains large for children aged 10-14, but drops off 

dramatically across households over the age of 15.  These proportions reflect the most 

recent national net enrollment rates for school-aged children in India (UNESCO Institute 

for Statistics).   

The children in this sample can be characterized as predominantly living in households 

with male, married heads of household who were employed at the time of the survey.  

Less than 10 percent of children live in households with a female head of house, and only 

9 percent live in households headed by an unmarried adult.  More than 11 of children 

living in loan-receiving households were employed, compared to an 8 percent 

employment rate among children living in households without loans.  It should be noted 

that the employment variable provided here refers solely to formal employment, and 

therefore does not capture informal labor—household chores, domestic tasks, childcare—

that may be equally likely to reduce child schooling.   

Table 2 captures the basic descriptive statistics for other variables used in this analysis.  

The average cumulative schooling for children between the ages of 6-19 in the sample is 

about 6 years.  In contrast, the heads of household of these children had received an 

average of only 4.5 years of education, with female household heads, in general, having 

cumulated fewer years of schooling than men. Less than 60 percent of the household 

heads in this sample were literate. At the time of the 2005 survey, less than 40 percent of 

the sample reported being born in the Hyderabad district.   
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Monthly per-capita earnings (as defined by total wages earned in the month prior to the 

survey) average Rs.878.  Using the 2005 exchange rate ($1 USD= Rs.43.6), this income 

averages to about $20 USD per person per month.  The average monthly income for the 

Andhra Pradesh is roughly twice the amount of this sample, at Rs.16,934.  The sample 

shows high variation in monthly income per capita, with the lowest per capita income 

reported as 0 and the highest per capita monthly income reported as Rs.25000 ($581 

USD).  This study measures income by adding total wages from the individual’s two 

primary sources of income earned in the month prior to the study.  

Table 3 expands some of the key data captured in Table 1, revealing higher schooling 

rates for children living in households without any loans compared to children living in 

households with at least one loan (from any source).  76 percent of children living in 

loan-receiving households attended school, while roughly 81 percent of children living in 

households without any loans were in school at the time of the study.  Results of a T-test 

reveal no significant difference between schooling status among children of loan and 

non-loan receiving households. 
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Table 1.  Descriptive Statistics for children aged 6-19 across households with and without loans 

   All Households    Loan Receiving-Household      Non-Loan Receiving Household  

Attributes    No.  (%)         No.     (%)   No.  (%)  

Currently In school           

All (aged 6-19)  3,349       77.4%           2,274      76.0 %       1,075       80.5% 

Children aged 6-10  1,471 91.4 %         1,012       90.2%   459       94.1% 

Children aged 10-14 1,496       89.10%          1,031       88.2%   465       91.18% 

Children aged 15-19 728        42.5%          476        39.5%   252       49.4% 

 

Currently Employed  

All (aged 6-19)  465 10.4%  351        11.3%   114         8.4% 

Children aged 6-10  11 1.02%  9         0.8 %   2         0.4% 

Children aged 10-14 58 3.5%   42         3.7%   16        3.2% 

Children aged 15-19 404  24.2%   306        26.1%   101        20.2% 

 

Household Characteristics 

Male Household Head 4,188       91%  2,906       90.6%   1,282       92.% 

Female Household Head 414      9.0%  303         9.4%   111          7.9% 

Married Household Head 4,182       91.1%  2,903       90.6%   1,279       92.15 

Employed Household Head 4,129       90.0%  2,875       89.9%   1,254       90.1%  

 

Loan Characteristics  

Loan Received (any source) 3,222 69.7%   - -   -      - 

Microfinance Loan   236        5.1 %   236 7.3%   -      - 

Moneylender Loan  1,767       38.2%  1,767       54.8%   -      -   

Bank Loan   274         5.9%  272  8.5%    -      - 
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Table 2.  Descriptive Statistics of Continuous Independent Variables for Households with Children 
aged 6-19 

Attributes   Mean  Standard Deviation Min.  Max. 

Household Size   5.6  1.9   1  15 

Per Capita Earnings   878.3Rs  947.2   0       25,000Rs 

Highest Grade Attained  5.8  3.6   0  18 

Age     12.6  4   6  19 

Education Household Head (all) 4.5  4.5   0  18 

Education Household Head   1.8  3.3   0  15 

(Female)  

Education Household Head 4.8  4.5   0  18 

(Male) 

Number of Loans  (any source) 1.8  2.3   0  22 

Total Amount of Loans  18,199 Rs 29862   100          800000 Rs 

 

 

Table 3.  Crosstab of Child Enrollment Status and Household Loan Status  

 Non-Loan Receiving 
Households (any source) 

Loan Receiving 
Household (any source) 

Child not in School 19% 

N = 261 

23% 

N= 716 

Child in School 81% 

N=  1,075 

76% 

N=  2,274 

Total  100% 

N =1336 

100% 

N = 2990 
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The average amount of loans for this sample was Rs 18,199.3, with a minimum of Rs 100 

and a maximum loan size of Rs 800,000.  Loans received in this sample rarely came from 

commercial banks or MFIs, and instead came primarily from moneylenders (54 percent), 

friends (14 percent), neighbors (11 percent), or family members (11 percent).  Slightly 

more than 7 percent of loans in this sample were issued by Spandana or other MFIs.   

Table 4 presents a cross tab for children between the ages of 6 and 19, revealing 

enrollment and employment status.  Of children who were employed at the time of the 

survey, nearly 95 percent were not in school, while 5 percent of employed children were 

in school.  Of children who were not in the workforce, roughly 85 percent attended 

school.   

Table 4. Crosstab of Enrollment and Employment for Children between 6 -19 (n =  4,176) 

 Child Not Employed Child Employed 

Child Not in School 15.9 % 

N = 604         

94.9%  

N = 356 

Child in school 84.1%       

N = 3,197          

5.1 % 

N = 19 

Total 100% 

N =  3,801         

100% 

N = 375 

 

Households in the sample reported varying reasons for taking loans depending on origin.  

In general, the stated purpose of loans from all sources were intended to cover pressing 

needs such as health expenses, marriage costs, and temporary difficulties.  Business 

creation was reported to be the primary purpose of roughly 10 percent of all household 
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loans, and less than 5 percent of loans were assumed for educational purposes, as Table 5 

indicates.  In contrast, business creation was stated to be the chief purpose of loans from 

microfinance institutions, followed by health expenses.      

 

Table 5.  Purpose of Loans (By Origin) 

All Sources From Microfinance Institution  

(Spandana or Other) 

1. Health Expenses (18%) 1.  Business Creation (9%) 

2. Marriage (14%) 2.  Health Expenses (12%) 

3.  Temporary Difficulty (13%) 3.  Regular Consumption (12%) 

4.  Home Construction (10%) 4.  Repay Debt (8%) 

5.  Business Creation (9%) 5.  Home Improvements (8%) 

6.  Education (5%) 6.  Marriage (8%) 

 

Lastly, we explore the prevalence of child employment across households who did and 

did not take loans.  This data is captured in Table 6.  The percentage of children in the 

workforce among loan-receiving households increases from 8 percent to 10 percent when 

the loan comes from a microfinance institution.  From another perspective, 76 percent of 

employed children had parents who took out at least one loan (Table 7).    
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Table 6.  Employment rates among children with and without access to credit 

 Microfinance-
Loan Receiving 
Houshold  

(from MFIs only) 

Non-Microfinance 
Loan Receiving 
Household  

(from MFIs only) 

 Loan-Receiving 
Household  

(any source) 

Non- Loan Receiving 
Household 

(any source) 

Not 
Employed 

89.7%       

 

82.9% 

 

 91.6%       

 

88.6% 

 

Employed  10.3% 

 

17.1% 

 

 8.4% 

 

11.3% 

 

Total 100% 100%  100% 100% 

 

Table 7.  Percentage of children (employed and non-employed) aged 6-19 who received loans 

 Not Employed  Employed 

Non-Loan-Receiving Household 
(any source) 

31.1 % 24.5% 

Loan Receiving Household 

(any source) 

68.9  % 75.5% 

Total 100% 100% 

 

 

 

IV. ANALYTIC MODEL:  HYPOTHESIS AND ISSUES 

This study explores two different hypotheses in order to determine the impact of access to 

credit in general, and the effect of microfinance loans in particular, on household 

schooling decisions.  The first hypothesis is concerned with the overall effect of credit 

(i.e. loans obtained from any source) on household schooling decisions, and is described 
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below.  (Note that Table 3 in the previous section addresses this question at the general 

level, but does not control for other factors that influence schooling decisions.)  This 

hypothesis theorizes that when we control for child and household characteristics that 

influence schooling decisions, children who live in loan-receiving households are more 

likely to attend school than those children of non-loan receiving households, due to the 

previously discussed capacity for loans to reduce resource constraints, smooth 

consumption, and provide additional working capital to households.   

 

Hypothesis 1:  Due to the capacity for loans to provide additional working capital, 

reduce resource constraints, and smooth consumption within households, children who 

live in loan-receiving households are more likely to attend school than children in 

households without access to credit (controlling for child, head of household, and 

household characteristics).    

 

The second hypothesis isolates the individual effect of loans from microfinance 

institutions on schooling decisions, while controlling from loans from other sources.  This 

hypothesis is based on the theory that their bottom-up, targeted nature (discussed in the 

literature review) combined with low interest rates and incentives for investments for 

growth, loans obtained through microfinance institutions provide households with greater 

incentive to make productive investments in education than do regular loans.   
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Hypothesis 2:  Children who live in households that have obtained loans from a 

microfinance institution are more likely to attend school than children who live in 

households that received non-microfinance loans, controlling for child, head of 

household, and household characteristics.   

 

In order to test these hypotheses, this study employs a probit estimation model to explore 

the effect of having a loan on the probability that a child is currently in school.  Probit 

formulations are standard models for predicting dependent variables that are binary in 

nature, and are commonly used to estimate the probability associated with school 

attendance (Bebczuk and Haimovich, 2007; Khan and Ali, 2005). The dependent variable 

of analysis for both hypotheses is defined as whether or not the child is currently in 

school.  This will be determined by whether or not the child is currently studying 

(measured using a binary dummy variable, where yes = 1 and no =0) and is between the 

ages of 6-19.   The basic model is described below. 

 

P(InSchool = 1|X ) = Φ (β1 HHLoan + β2 δi+  β3 δh +  β3 δhh+ ε ) 

Where: 
• δi is a vector of child characteristics, which includes child age, gender and 

employment status 
• δh  is a vector of household characteristics, which includes household 

composition and per-capita earnings 
• δhh is a vector of household head characteristics, which includes education, 

gender, employment status and marital status of household head.   
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The second model is an extension of the basic probit model, substituting the variable for 

household loan (HHLOAN) with a dummy variable for Microfinance loan, and adds a 

vector for additional household loans. 

This study employs a number of specifications in order to address to the different 

hypotheses.  For the first hypothesis, the key variable of interest is defined as whether or 

not a household has any current loans (from any origin), which serves as a proxy for 

access to credit.  This is measured using a binary dummy variable, where loan=1 if the 

household received a loan, and =0 if the household did not receive a loan.  In order to 

further investigate the effect of access to credit, this study also explores the relevance of 

the total amount of rupees in loans each household has, as opposed to simply whether or 

not the household has any loans at all, by using amount of loan as a key independent 

variable.   I expect that the capacity for loans to increase both the revenue-generating 

ability of households as well as their ability to withstand adverse shocks will increase 

their demand for education.   

In order to isolate the effect of loans from microfinance institutions—as opposed to loans 

from other lending programs—on schooling decisions, I will employ an independent 

variable to determine whether or not the household has any current loans from a 

microfinance institution, controlling for other loans the household may have 

simultaneously.  This specification tests the second hypothesis.  As previously discussed, 

the literature raises a number of questions regarding the impact of MFI loans on 

schooling decisions.  The capacity for MFIs to reduce constraints on household 

investment in education, health and savings through the provision of small loans at low 
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interest rates (Spandana’s interest rages average 10-15 percent per year, compared to 5-

10 percent a month or more charged by moneylenders), leads this study to theorize that 

households who borrow from MFIs will be more likely to send their children to school 

than households who receive loans from other sources.  However, as the literature review 

discusses in depth, the use of MFI loans for microenterprise may also reduce the 

propensity for schooling if children are required to work in the new businesses.  These 

conflicting influences highlight the need to explore both the direction and magnitude of 

the relationship between participation in microfinance and schooling decisions.   

In order to account for other determinants of schooling that may influence the model, it is 

necessary to control for demographics including child characteristics (age, gender, and 

whether or not the child is employed), household size and composition, household head 

characteristics (employment, years of education, marital status, and gender of household 

head), and household per-capita income.  These variables are discussed in depth below. 

 

Child Characteristics 

A number of studies (Khan and Ali, 2005; Jayachandran, 2002) have shown that sons are 

favored in the intra-household allocation of resources, particularly in Asia.  This gender 

bias is largely due to the perception that males will have higher future earnings than their 

female counterparts.  In India especially, boys are much more likely to be sent to school 

than their sisters, although gender bias has been shown to decrease with school 

accessibility and household size (Shafiq, Najeeb, 2006; Khan and Ali, 2005; 

Jayachandran, 2002).  While a higher percentage of males are employed than females in 
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this sample, it is also true that females in India are more likely to be pulled out of school 

for household chores, a practice that may not be recorded as official “employment” 

within this survey instrument, although it results in reduced schooling attendance.  The 

traditional role of women in household tasks such as fetching water, taking care of 

livestock, child care, and other household chores further supports the hypothesis that 

males will be more likely to be enrolled in school than females in this sample. Similarly, 

due to higher labor opportunity costs of sending an older child to school, I expect a 

negative association between schooling and age of child.   

Child labor plays a critical role in schooling decisions.  Children currently working on 

farms, in micro enterprise, or taking care of siblings are less likely to attend school.  

While including employment status of the child in this model would be ineffective if the 

two variables were highly correlated, the correlation between child employment and 

whether or not a child is in school is only .53, thus allowing the variable to remain in the 

model.   

 

Household Head Characteristics 

There is an extensive literature on the effect of gender of household head on child 

education ( Khan and Ali, 2005).  A number of studies have shown that sons and 

daughters from female-headed households are more likely to go to school (Jayachandran, 

2002).  Sons and daughters from female-headed households are more likely to go to 

school, and matriarchal households favor daughters’ schooling slightly more than sons 
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(Khan and Ali, 2005).  Therefore I expect the probability of staying in school to be higher 

in households with a female head.      

Education of head of households (as measured by a continuous variable, years of 

education), as well as the literacy status of a household head (measured by a binary 

variable), has been found to enhance the prospects of child schooling (Jayachandran, 

2002; Khan and Ali, 2005).  Education of household head is therefore expected to be 

significantly and positively associated with child schooling in this study.    

The employment status of household head could have either a negative or a positive 

effect of children’s schooling.  While unemployed heads of households may be better 

able to attend to domestic chores, thus allowing children to attend school, unemployed 

household heads are likely to generate less income, thus making the direct and 

opportunity costs of schooling relatively greater.   

 

Household Characteristics 

Household per-capita income has been found to have an overall positive and highly 

significant effect on child school attendance, although the relationship between income 

and schooling is ambiguous for households lower down on the poverty line 

(Jayachandran, 2002).  Gender discrimination in schooling decisions is likely to be more 

pronounced in lower-income households, supporting the hypothesis that resource 

constraints compel parents to favor males in investment decisions (Khan and Ali, 2005).  

Furthermore, poverty can further complicate the effect of credit on education—families 

lower down on the poverty scale are likely to have lower initial demand for education and 
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therefore are less likely to send their children to school despite an increase in income 

(Jayachandran, 2002).   

Household size has conflicting effects on schooling.  While larger households may 

require more childcare and have fewer per-capita resources, larger households may also 

have greater earning potential (conditional on the household being comprised of 

individuals who are of wage-earning age) and thus have greater ability to send their 

children to school.  For this reason, it is useful to categorize household composition by 

age in order to determine the impact of household composition on schooling.  Because 

the presence of many young children will increase the need for childcare and may pull 

some older children out of schools, it is expected that the number of young children in the 

household will have a significant negative effect on the schooling of school-age children.   

 

V.  RESULTS AND ECONOMETRIC ANALYSIS 

The section below explores this study’s empirical findings on the effect of microcredit on 

schooling decisions of households in Hyderabad.  In the first section, I analyze the impact 

of overall household access to credit (from any source) on the probability that a child is 

enrolled in school, while the second section explores the differing bearing of credit across 

loan origin.    

Summarizing the conclusions below, it is found that children aged 6-19 are 2% less likely 

to be currently in school if they live in households that have taken out any loans.  

Surprisingly, the propensity to be in school is reduced further when the loans came from 

Microfinance Institutions (usually Spandana).  The effect of credit has less to do with the 
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size of the loan and more to do with whether or not the household received any loan or 

not, regardless of amount.  Controlling for employment reduced the significance of the 

negative effect of having a loan on schooling decisions, most drastically in the case of 

microfinance-issued loans.  Loans from moneylenders are highly and significantly 

associated with reduced probability of school attendance in both models.   

 

1.  Effect of Overall Access to Credit on Education   

I employ probit regressions to estimate the probability of attending school for children 

aged 6-19.   The key variable of interest in my preliminary model (Table 8) is whether the 

household was a recipient of any loans at the time of the study.  As a proxy for access to 

credit, I employed a dummy variable with value of one if the household currently 

receives loans (from any source).   In order to account for other determinants of child 

schooling, I include a number of controls in the model, including child characteristics, 

household structure, and characteristics of household head.  For modeling the probability 

of current school enrollment, this sample is limted to school-aged children, (i.e. children 

between the ages of 6 and 19).   

 

Table 8 explores the effect of access to credit (from any origin) on the probability that a 

child is currently in school.  The results reveal that access to credit has a significant (at 

the 5 percent level) and negative effect on the probability of staying in school.  

Quantitatively, the marginal effect of having a loan translates to a 2 percent lower 

probability that a child in the loan-receiving household will be enrolled in school 
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compared to a child in a household that did not receive a loan (Model 1).  Controlling for 

whether or not the child is currently working reduces the significance of the effect of 

having a loan, although the magnitude of the effect is roughly the same (Model 2).   

Additional explanatory variables included in the model reveal additional significant 

marginal effects of note.  As anticipated, older children are less likely to be in school, and 

males are up to 4 percent more likely attend school than girls (despite their propensity to 

work).  Larger households are significantly less likely to send their children to school, 

especially if many of the children are younger than 6 years of age.  

The marginal effects associated with both education and employment of household head 

are both significant and positive: children who live in households with educated and 

employed heads are slightly more likely to be in school.  Interestingly, gender of 

household head did not have a significant effect on schooling decisions, which challenges 

the majority of literature showing that female household heads are more likely to invest 

in schooling for their children (although this effect is mitigated by the fact that so few 

households in the sample are headed by women).  Furthermore, Model 2 shows that the 

decision to send a child to school is affected by earnings, but to a small extent. Children 

from households with higher per-capita earnings are marginally more likely to be 

currently in school than those from households with lower earnings.  The low explanatory 

power of earnings in this sample may be explained by complicating effects of poverty 

levels; as discussed, families lower down on the poverty scale (such as those living in the 

slums depicted in this study) are likely to have lower initial demand for education, and 

therefore exhibit a reduced propensity to send their children to school despite an initial 
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increase in income (Maldonado and Gonzales-Vega, 2008).  In other words, the income 

effect is likely to have less impact on schooling decisions in this sample compared to 

households at relatively higher income levels, due to the relative poverty that 

characterizes the majority of the households in this sample.   

The next model includes a dummy variable for whether or not the child is currently 

employed—one likely explanation for reduced enrollment levels.  As expected, whether 

or not the child is employed has a highly significant impact on the likelihood of staying in 

school.  Children who are employed are 70 percent less likely to attend school, 

controlling for other determinants of schooling (including access to credit).  

Simultaneously, controlling for child employment reduces the significance of having a 

loan on enrollment, while the magnitude of the marginal effect of having a loan on school 

enrollment remains negative at 2 percent.  The relative effects of child gender, 

employment of household head and household size remain significant, and per-capita 

income shows the expected significant and positive sign at the household level.     

I explore the importance of the amount of credit received—as opposed to whether the 

household received any credit, regardless of amount—in Model 3.  Substituting the 

amount of loan in place of the yes/no loan dummy resulted in an insignificant effect on 

schooling (Table 8, Model 3).   
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Table 8. Effect of Access to Credit (any origin) on the Probability that Child is Currently 
Studying or has Finished School 
 
      Model 1  Model 2  Model 3      
Any Loan (0,1)      -0.024   -0.019       
      (0.011)** (0.013)^ 
Amount Loan          1.14e-07    
          (8.17e-08) 
Child Characteristics 
Child Employed (0,1)      -0.723   
        (0.003)** 
Age2          -0.002     -0.001   -0.002  
      (0.001)*** (0.001)** (0.001)*** 
Age         -0.012    -0.007     -0.01     
      (0.013)  (0.016)  (0.013) 
Male (0,1)       0.037    0.021  0.035 
      (0.01)*** (0.013)*** (0.01)*** 
Household Structure   
Number of Children 0-6      -0.037     -0.020  -0.038     
      (0.008)*** (0.010)** (0.008)*** 
Number of Children 7-15     0.001      0.008  0.0003877    
      (0.006)  (0.007)  (0.006) 
Number of Children 16-24    -0.016    -0.018     -0.017   
      (0.005)*** (0.006)*** (0.005)*** 
Number of Children 24-65    0.024     0.017  0.0243     
       (0.007)*** (0.007)** (0.007)*** 
Household Head Characteristics  
 
Education Household Head      0.011   0.010  0.011   
      (0.001)*** (0.001)  (0.001)*** 
Male Household Head (0,1)   -.014  .  -0.043  -.014   
      (0.031)  (0.030)  (0.031) 
Employed Household Head (0,1)   0.073  0.046    0.069     
      (0.024)*** (0.025)* *(0.024)*** 
Married Household Head (0,1)     0.044     0.058  0.044  
      (0.041)  (0.048)  (0.041) 
Household Characteristics  
Log of Per-Capita Earnings    -0.011     0.017  -0.012     
      (0.009)  (0.01)*      (0.009)  

Observations      4169  4028  4169 
Pseudo R2     0.392    0.4976  0.391 
The table reports marginal effects with robus standard errors reported in brackets.   
Asteriks denote statistical significance:  * significant at 10%, ** significant at 5%, ***significant at 
1%, ^= marginally significant, (p = .14) 
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Table 9.  Effect of Access to Credit (by Origin) on the Probability that Child is currently 
Studying or has Finished School 
 
      Model 1  Model 2     Model 3   
 
Microfinance Loan  (0,1)    -.155  -0.074  -0.059  
      (.057)*** (0.050) *   (0.055) 
Bank Loan (0,1)       -0.001  -0.001 
        (0.022)    0.026 

Moneylender Loan (0,1)       -0.040  -0.041   
        (0 .011) ***     (0.013)*** 
Child Characteristics 
Child Employed (0,1)        -0.724    
          (0.035)*** 
Age2            -0.001    -0.001559    
        (0.001) ***      (0.001)*** 
Age           -0.013   -0.0067908    
        (0.014)     0(.0156) 
Male Child (0,1)        0.036     0.099 
        (0.011)*** (0.013)*** 
Household Structure   
 
Number of Children 0-6        -0.05  -0.019. 
        (0.016) ** (0.010)* 
Number of Children 7-15        -0.014**   -0.008    
        (0.015)     (0.007) 
Number of Children 16-24      -0.029   -0.018 
        (0.013) **   (0.005)*** 
Number of Children 24-65      0.014  0.017    
        (0.011)   (0.007)** 
Household Head Characteristics  
Education Household Head        0.011  0.009  
        (0.002) ***     (0.001)*** 
Male Household Head (0,1)     -0. 014   -0.044 
        (0.032)     (0 .031) 
Employed Household Head (0,1)      0.068     0.042 
        (0.024 )***    (0.025)*  
Married Household Head (0,1)       .044    .061 
        (0.041)  (0.049) 
Household Characteristics  
Log of Per-Capita Earnings      -0.01  0.018 
        (0.01)    (0.01)* 
             
Observations      4326  4169  4028 
Pseudo R2     0.002  0.39  0.49 
The table reports marginal effects with robus standard errors reported in brackets.   
Asteriks denote statistical significance:  * significant at 10%, ** significant at 5%, ***significant at 
1%.  
For modeling the probability of current school enrollment, this sample is limted to children between the 
ages of 10 and 19.   
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2.  Effect of Loan Origin on Education 

Table 9 expands the analysis to estimate the isolated effect of borrowing from 

Microfinance Institutions (MFIs) compared to other financial sources by entering the 

origin of the loan.  Using a binary dummy variable with a value of one if the household 

had received microfinance loans, I estimated the effect of borrowing from microfinance 

institutions controlling for the effect of additional loans.   It is important to remember that 

the sample in this study represent a population that is new to microfinance, and one in 

which the scope of Spandana and other MFs is still limited.  The fact that only 5 percent 

of loans were issued by microlenders indicates the need for future research in this area, 

and highlights the need for caution in overestimating the implications of microfinance.  

Nevertheless, the results were striking: children in microfinance loan-receiving 

households are 7.4 percent less likely (at the 10 percent level) to be in school than those 

in households who did not receive a microcredit loan, controlling for the effects of 

additional loans, household characteristics, child characteristics, and household structure.   

The probability of children living in households who borrow from moneylenders being in 

school is 4 percent lower than in households with no moneylender loans.  Interestingly, 

controlling for child employment reduces the significance of having an MFI loan, while 

the effect of having a loan from a moneylender remains both highly significant and 

negative (Model 3).  Children of households who receive loans from moneylenders 

(which represents over 50 percent of the sample) are significantly less likely to attend 

school, even when we control for child labor.  Controlling for employment also increases 

the effect of gender on the probability of schooling—males are now 10% more likely to 
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be in school than their female counterparts.  (This is consistent with the data revealing 

that males exhibit higher schooling and employment rates than females in the sample).    

Household size continues to be an important factor: houses with a large proportion of 

children below the age of 6 and between the ages of 16-24 showing highly significant 

negative marginal effects.  Both years of education of household head and employment of 

household head remain highly significant and positive.  Per capita household income 

delivers the expected positive and significant impact when we control for employment in 

Model 3.   

By far, the strongest factor in predicting schooling enrollment is child labor.  Ceteris 

paribus, a child is 70 percent less likely to be in school if he or she is employed.  The role 

of access to credit on parental decision to work or school their child is crucial, and the 

capacity for credit to decrease schooling through the channel of child labor is critical to 

understanding the effect of microcredit upon human capital development.   

 

 

VI. POLICY IMPLICATIONS  

The results of this study challenge a number of usual assumptions about microfinance 

programs.  In spite of its anticipated benefits for education outcomes, access to credit has 

a significant negative effect on schooling decisions for the households in this sample.  

This effect could be the consequence of a number of factors.  It is highly likely that moral 

hazard is at play in this case, encouraging borrowers to redirect loans towards current 

consumption or debt repayment rather than investment.   This moral hazard may  
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influence schooling decisions by inducing parents to utilize their children’s earning 

potential (to increase consumption or repay debt) rather then paying the costs associated 

with sending their children to school.  Bebczuk and Haimovich (2007) reveal that loans 

may not change education choices of poor families if the additional money is not 

substantial enough to take them out of the subsistence level or does not create a sense of 

income security (pp. 4-5).  Similarly, households have a disincentive to make productive 

investments if loans are perceived to be either non-renewable or short-term (p. 5). While 

the average loan size (Rs. 18,199) is relatively large compared to yearly income in this 

sample, the high propensity for households in this study to borrow from informal 

lenders—who make no promises of renewable or long-term credit access—may, to some 

measure, explain the lack of investment in schooling by households who borrow from 

moneylenders.  Promoting continuous and reliable services, though microfinance and 

other formal financial services to the poor, therefore, is important in ensuring productive 

investment.   

However, reducing reliance on informal lenders will not be enough.  Clearly, the most 

striking element of this study is the effect of child labor on education.  These results 

indicate that microfinance loans may discourage productive investments directly through 

the channel of child employment.  Children of parents who have at least one 

microfinance loan are significantly less likely to be in school compared to children of 

parents with loans from any other source, and compared to children in loan-free 

households.   An explanation for this result can be found in what Hazarika and Sarangi 

describe as the “household enterprise-capitalization effect” which pertains to the relative 
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rise in the marginal productivity of child labor in household activities due to the increase 

in inputs facilitated by loan (p. 848).  Given the propensity for households in this sample 

to obtain microenterprise loans—that is, microfinance loans for the purpose of business 

creation or expansion—access to credit may provide an incentive for households to 

substitute child labor for education.  

The potential detrimental effect of credit on education is unmistakable.  However, the 

vital significance of credit origin denotes the importance of using caution in generalizing 

the results of credit.  Informal loans, especially those issued by moneylenders, is the most 

prevalent form of credit activity, and also the most damaging to child development, even 

when controlling for child labor.  Developing sound alternatives to these loans is vital, 

especially in a country so accustomed to, and reliant on, credit as a way of life.  While 

microfinance presents a potential alternative to these loans through the provision of 

reliable, flexible, continuous, and convenient services, empirical evidence from this study 

and previous research reveal the capacity for microcredit to create additional and indirect 

barriers to education.   

In a country already rife with the exploitation of children in the labor force, the 

implications of this study are severe.  While access to credit has the potential to reduce 

resource constraints and induce parents to invest in their children’s future, they may also, 

especially when taken for the purpose of enterprise production, increase the demand for 

child labor by households.  Indeed, microfinance loan-receiving households in this survey 

revealed a marked decrease in children’s propensity to attend school in urban India.  Such 

effects may be diminished through the reform of lending practices, such as loans 
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conditional upon school attendance and prohibition of child labor within the funded 

enterprises.  The success of conditional cash transfers in promoting school attendance in 

Southeast Asia and Latin America may provide a useful framework in incentivizing 

education while discouraging child employment.  Furthermore, following the example of 

CRERCER and SKS, Spandana and other MFIs should explore the possibility of an 

expansion of services beyond the provision of loans to include financial education, health 

education, and other services to maximize the benefits of loans, and leverage the capacity 

for the information effect to promote those behaviors that promote long-term 

development.  Without a doubt, an expansion of microfinance services must be 

accompanied by both serious attention to their structural weaknesses and consideration of 

the long-term potential for credit to change behavior and development outcomes.   

 

 

VII. CONCLUSION 

India’s overwhelmingly young population has the potential to become its greatest 

strength (Nilekani, 2009).  Education plays a crucial role in providing children with the 

tools necessary to escape cyclic poverty traps and in promoting long-term development of 

the country.  Microfinance has the potential to increase schooling through its capacity to 

reduce resource constraints within poor households previously excluded from formal 

credit markets, allowing parents to invest in their children’s future with fewer present 

costs and less reliance on moneylenders.  The prevalence and popularity of lending 

activities in India make the need for reliable, convenient, and flexible financial services 
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especially important to poor households across the country.  However, when these loans 

are used to fund household enterprises, microcredit may have a devastating effect on 

human capital investment.   

As previously indicated, it is essential to remember that the sample in this study represent 

a population that is new to microfinance, and one in which the scope of Spandana and 

other MFIs is still limited.  The fact that only 5 percent of loans were issued by 

microlenders indicates the need for further research on the broader implications of 

microfinance, especially in urban India, and requires caution in overestimating the 

negative implications of microfinance.  Nevertheless, the results of this study are striking 

and represent a statistically significant portion of the population.  Children in 

microfinance loan-receiving households are 7.4 percent less likely (at the 10 percent 

level) to be in school than those in households who did not receive a microcredit loan, 

controlling for the effects of additional loans, household characteristics, child 

characteristics, and household structure.   

 

Understanding the potential for microcredit to discourage education is crucial to 

development policy.  This relationship is to a degree explained by the “household-

enterprise capitalization effect” discussed in the previous section, wherein the marginal 

effect of child labor in household enterprises grows due to the additional inputs enabled 

by the increase in loan-generated income.  As Hazarika and Sarangi (2007) explain, when 

this capitalization effect outweighs the “family-labor substitution effect” (i.e. where 

additional working capital acquired through loans enables family labor to be replaced by 
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hired labor), the net effect is an increase in child labor within households.  Similarly, the 

effect of additional loan income may further influence education decisions through the 

nature of the loan itself—that is, if the loan has little effect on overall household income 

except through the creation of microenterprise and small businesses, this diminishes the 

capacity for loans to shape schooling decisions through relaxing resource constraints, 

subsequently resulting in a reduction in schooling.   

 

Widespread poverty and ubiquitous child labor create significant barriers to education in 

India today.  Overcoming these barriers will require a re-evaluation of credit policy, 

ensuring that mechanisms intended to reduce poverty are not undermining themselves 

through inadvertently discouraging child education.  While expanding access to credit has 

been a key element of development strategies across the world, this study highlights the 

capacity for loans to induce credit-stimulated child labor, and reveals the need for 

institutions to devise new strategies for human capital development through financial 

services.   
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