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rating model 

Abstract 

This paper analyzes the performance of Islamic banks operating in Pakistan according to their financial results of the year 
2015. CAMELS rating model is applied in this research. This model is based on certain financial ratios which are excerpt 
from values in the financial statements of banks. The authors conduct the research under the umbrella of quantitative para-
digm. The authors found that 2 of the Islamic banks are showing satisfactory results, while others are on fair position. There 
is a need to develop financial markets for treasury operations for these banks. Results help in development of growth strategy 
for Islamic banks in Pakistan, as well as they might be useful to create a fair snapshot for regulators to develop growth strate-
gy for this stream of banking. 

Keywords: Islamic banking, performance, growth analysis, CAMELS. 
JEL Classification: G02, G21, G32. 

Introduction 

Islamic banking system is actually an interest-free 
model, where financial dealings are based on trading 
(profit sharing) or leasing models. Profit sharing mod-
els include various strategies, common of which are 
modarbah, musharakah, bai, muzareah, joalah, musa-
qat, arbbun, khiyar, etc.; some return-free models in-
clude qardh, amanah, wadiah, etc.; and leasing models 
include ijarah, etc. All financial transactions and of-
fered services are vet and monitored by religious scho-
lar or panel of scholars who ensure that all products 
and offered services are free of riba (usury), gharrar 
(uncertainty), maysir or qimar (gambling) (Masood 
and Ghauri, 2014). Unlike conventional banking prin-
ciple, Shariah compliance does not allow Islamic 
banks to charge interest and deal doubtful financial 
transactions rather to perform financial transactions 
based on risk sharing or profit and loss sharing. This 
makes Islamic banks to expose higher credit risk and 
resulting survival of this type banks depends on adop-
tion of effective credit risk management process. Be-
cause the loss that an Islamic bank realizes due to poor 
credit risk management is ultimately shifted to the 
depositors. On the other hand, Islamic scholars devel-
oped different loan products complying Shariah law 
for Islamic banks which are similar with conventional 

banks replacing interest payment. A good number of 
empirical studies have been conducted recently focus-
ing on banking risk management. Banks can improve 
performance and reduce risk only by implementing a 
sound risk management structure. Risk management 
depends on implementation of good governance prac-
tices and application of quantitative and qualitative risk 
management tools. Risk management practice is the 
function of risk identification, risk assessment, risk 
monitoring and control (Noman et al., 2015).  

Islamic finance industry incepted since 1963 from 
Egypt, and formally incorporated in 1974 by estab-
lishment of a full-fledge Islamic bank in UAE. Many 
parts of the world have adopted this stream of banking 
our decades which proved to be resilient to the finan-
cial crisis in 2007-2008 (Ramzan and Ghauri, 2012). 
Today, London wishes to become the financial leader 
for Islamic finance and planned to hold Global Islamic 
finance conference, annually, Malaysia leads the inno-
vation in this stream of banking with numerous prod-
ucts and services (Ghauri, 2012). Today, Islamic fi-
nancial industry is worth more than US$ 4 trillion 
world-wide (Misman et al., 2015). The biggest risk, 
today, is the standardization in product innovation and 
implementation of Islamic finance in the world (Zaidi 
et al., 2015).  

Table 1. Industry progress and market share in Pakistan (SBP Islamic Banking Quarterly Bulletin, 2016)  

Industry progress (Rs. In Billions) Growth (YoY) Share in industry

Mar-15 Dec-15 Mar-16 Mar-15 Dec-15 Mar-16 Mar-15 Dec-15 Mar-16

Total assets 1.302 1.610 1. 625 28.20% 27.90% 24.80% 10.40% 11.40% 11.40%

Deposits 1.122 1.375 1.336 28.70% 28.50% 19.00% 12.20% 13.20% 12.90%

Total Islamic banking institutions 22 22 22

Total no. of branches 1.597 2.075 2.082

Islamic banking windows 922 1.050 1.064

                                                     
 Omar Masood, Shahid Mohammad Khan Ghauri, Bora Aktan, 2016. 
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In Pakistan, Islamic banking industry has acquired 
above 11.4% share in assets and 13.2% share in 
deposits in overall banking industry. SBP has been 
designated 2nd ranked worldwide among central 
banks, who have promoted Islamic banking in their 
country. SBP has laid down a strategy plan for all 
financial sector of Pakistan for its conversion into 
Islamic mode. Further, a high profile steering 
committee is developed to monitor this strategy plan 
(SBP Islamic Banking Quarterly Bulletin, 2016).  

This paper analyzes the performance of Islamic 
banks operating in Pakistan based on their financial 
results of the year 2015, which helps in development 
of growth strategy for Islamic banks, as well as to 
create a fair snapshot for regulators to develop 
growth strategy for this stream of banking. The rest 
of the paper is organized as follows: next section 
reviews the existing literature, second heading 
demonstrates the methodology, and third heading 
section presents the analysis and findings. Final 
heading section concludes with short 
recommendation and practical implication.   

1. Background 

Islamic banks manage profit distribution manage-
ment mechanism for returns to deposits (third party 
funds). Banks’ financial characteristics and market 
share constitute the prospect theory. Low market 
share with high deposits cause high uncertainty of 
returns, resulting in drawing reserves for competi-
tive returns, whereas income is low. Effectiveness of 
deposits and age do not confirm the theory. Assets’ 
composition doesn’t support or restrict profit distri-
bution management (Wafaretta, Rosidi and Rahman, 
2016). Various studies on banks’ profitability con-
cluded that there is a significant positive association 
between the return on equity and the level of interest 
rate, bank concentration, government ownership, risk 
and inflation, whereas bank size has insignificant im-
pact. Some researchers used ROA for performance 
(profitability) analysis, but major drawback is the exis-
tence of off-balance-sheet assets. It is required to con-
sider other internal factors like financial structure 
which shows that how banks assets are financed and 
the capacity of the bank to cover the loss. The credit 
risk is another important internal factor, as it exhi-
bits the loss probability because of the failure of the 
debtor to fulfill its obligation (Petria, Capraru and 
Ihnatov, 2015). Few bank specific variables signifi-
cantly influence credit risk. Post financial crisis 
2007-2008, risk management in Islamic finance is 
the hot topic, and various researchers experimented 
different internal and external factors affecting on 
risk management (Misman et al., 2015). Changes in 
banks’ capital adequacy ratio (CAR) under different 
stress scenarios and examine the results by compar-
ing conventional banks to Islamic banks and found 

that Islamic banks suffer more sensitive to sudden 
changes in exchange rates and increased non-
performing loans. However, this sensitivity is in 
regards to capital adequacy, not profit (Hassan, Un-
sal and Tamer, 2016). Another study examines the 
impact of managers’ leadership styles on subordi-
nates’ performance. The impact of leadership styles 
on employee performance outcomes is explored 
theoretically and tested empirically in the Pakistani 
banking sector. Finding of this study reveals that 
there exists a significant relationship between trans-
formational leadership and employee performance 
outcomes. However, laissez-faire leadership style 
showed negative relationship with employee per-
formance outcome in terms of effectiveness, and 
employee satisfaction. Banking industry in Pakistan 
is prone to numerous challenges including employee 
turnover (Asrar-ul-Hag and Kuchinke, 2016).  

Islamic banks adhere to 54% of the attributes ad-
dressed in the CGDI (Corporate Governance Devel-
opment Index). This composite index construction 
uses information on six important corporate gover-
nance mechanisms, namely board structure, risk 
management, transparency and disclosure, audit 
committee, Sharia supervisory board and investment 
account holders. Corporate governance has a higher 
level of importance and assumes a crucial role, since 
banks mobilize public savings, depend on public 
trust and have more diverse stakeholders. The poor 
governance of banks has resulted in the failure of 
banks during crises, as well as financial scandals. 
Islamic banks have had a similar experience of col-
lapse as conventional banks and have been also ex-
posed to corporate governance failures. The failures 
have occurred due to the board of directors’ collu-
sion with the top management, audit failures, the 
lack of consideration for minority shareholders’ 
interest and the excessive risk-taking by manage-
ment. With regards to these failures and since Isla- 
mic banks are exposed to additional risks (relating to 
Mudaraba investment account, risk of Sharia incom-
pliance) compared to conventional banks, an impor-
tant challenge for an Islamic bank is to improve the 
quality of its corporate governance. Corporate go-
vernance from an Islamic perspective can be de-
scribed as a system that has a critical goal which is 
to preserve stakeholder’s rights that might be ex-
posed to any type of risk as a result of organization’s 
actions (Srairi, 2015). The life cycle theory of con-
sumption developed by Franco Modigliani and Ri-
chard Brumberg in early 1950s, and further ex-
tended by Lawrance in 1995, explains that probabili-
ty of default depends on the GDP, unemployment 
rate and inflation rate (macroeconomic factors) and 
the amount of loan taken (bank-specific factor). 
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Many studies have utilized the GDP, unemployment 
rate and inflation rate as the independent variables in 
their study (Haryono, Ariffin and Hamat, 2016). 
Another study on performance analysis of Islamic 
banks in Pakistan found that strength of risk manage-
ment practices generally has a significant negative 
impact on profitability; within the risk management 
practices, risk policy and environment does not have 
statistically significant influence on profitability; the 
strength of branch network is strongly positively asso-
ciated with the profitability; growth in the economy 
and increase in interest rates generally lead to greater 
profitability; and advances and investments with re-
spect to profitability depicted insignificant relationship, 
which may be attributed to high non-performing fi-
nancing of certain banks and low yield on GOP ijara 
sukuks(Zubairi and Ahson, 2015).  

The performance and accountability of boards of direc-
tors and effectiveness of governance mechanisms con-
tinue to be a matter of concern. Focusing on differenc-
es between conventional banks and Islamic banks, 
examined the effect of (1) Shariah supervision boards, 
(2) board structure and (3) CEO-power on perfor-
mance. It is observed that Shariah supervision boards 
positively impact on Islamic banks’ performance when 
they perform a supervisory role, but the impact is neg-
ligible when they have only an advisory role. The ef-
fect of board structure (board size and board indepen-
dence) and CEO power (CEO-chair duality and inter- 

nally recruited CEO) on the performance of Islamic 
banks is overall negative (Mollah and Zaman, 2015). 

2. Methodology 

A research design is the structure for investigation and 
way of finding out the answer of research question. We 
conduct this research under the umbrella of quantita-
tive paradigm through CAMELS rating model which 
is essential to assess the soundness of financial institu-
tions through rating system which is used by federal 
and state regulators, usually known as CAMELS rating 
system. This system was adopted by national Credit 
Union Administration NCUA in Oct 1987 (Christo-
poulos, Mylonakis and Diktapanidis, 2011). CAMELS 
methodology adopted by North America Bank to know 
the financial and managerial reliability of commercial 
lending institutions. To examine the CAMELS system, 
information is required from different sources such as 
financial statements, funding sources, macroeconomic 
information, budget and cash flow projection, staff-
ing/operation. This model assesses the overall condi-
tion of the bank, its strengths and weaknesses (Canbas, 
Cabuk and Kilic, 2005). CAMELS stand for Capital 
adequacy, Asset quality, Management, Earning, Li-
quidity, and Sensitivity to market risk. CAMELS rat-
ing system is to be evaluated on the scale of one to five 
rating in ascending order (Christopoulos, Mylonakis 
and Diktapanidis, 2011).

Composite rating of CAMELS model is categorized 
from 1 to 5 and reflects as in Table 2. 

Table 2. Composite range of CAMELS rating (Heldek, 2010; Wirnkar and Tanko, 2008; Sarker, 2006)

Rating Composite range Description Meaning 

1 1.00-1.49 Strong 

Basically sound in every respect 
Findings are of minor nature and can be handled routinely 
Resistant to external economic and financial disturbances 
No cause for supervisory concern 

2 1.5-2.49 Satisfactory 

Fundamentally sound 
Finding are of minor nature and can be handled routinely 
Stable and can withstand business fluctuations well 
Supervisory concerns are limited to extent that findings are corrected

3 2.50-3.49 Fair 

Financial, operational or compliance weaknesses ranging from moderately 
severe to unsatisfactory 
Vulnerable to the onset of adverse business conditions 
Easily deteriorate if actions are not effective in correcting weaknesses 
Supervisory concern and more than normal supervision to address deficien-
cies 

4 3.50-4.49 Marginal 

Immoderate volume of serious financial weaknesses 
Unsafe and unsafe conditions may exist which are not being satisfactory 
addressed 
Without corrections, these conditions could develop further and impair future 
viability 
High potential for failure 
Close supervision surveillance and a definite plan for correcting deficiencies

5 4.50-5.00 Unsatisfactory 

High immediate or near term probability failure 
Severity of weaknesses is so critical that urgent aid from stockholders or other 
financial sources is necessary 
Without immediate corrective actions, will likely require liquidations, merger or 
acquisition

 

For sample selection of the banks for our research, 
we used criteria sampling method, that is, a type 
of non-probability sampling. All 6 Islamic banks 

are listed in a sample. Financial data of these 
sample banks are extracted from annual re- 
ports 2015. 
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Table 3. Key values related to sample banks (all values in Million Rs except branches) 

Bank name Branches Total assets Total equity Deposits Financing Profit after tax 

AlBaraka Bank 135 86.932 6.273 71.644 47.644 240 

Bank Islami  317 174.130 11.189 153.058 69.576 (196)

Burj Bank 74 17.675 4.326 12.636 6.788 (399)

Dubai Islamic Bank 200 157.0193 7.976 136.743 104.953 430 

MCB Islamic Bank 6 10.107 9.984 38 973 48

Meezan Bank 551 531.850 26.347 471.821 207.569 5.023 

Source: banks annual report (2015). 
 

3. Analysis and discussion 

As discussed above, CAMELS rating model is applied 
in this research. This model is based on certain finan-
cial ratios which are excerpt from values in the finan-
cial statements of banks. The ratios are applied on the 
data from the financial statements of 2015. Financial 
closing of banks in Pakistan stands on December 31st

every year. Data are observed from the audited finan-
cial statements of sample 6 banks.  

CAMELS rating model is based on six kinds of finan-
cial ratios. All six components of CAMELS rating 
model are rated on the basis of following criteria on the 
scale of 1 to 5. Component having rating 1 shows 
strong position, while rating 5 indicates worst position 
of a bank in the particular component. Each compo-
nent has a well thought out scale of rating based on the 
prevailing financial and economic conditions (De-
myanyk and Hassan, 2010). This rating model was 
first used by National Credit Union Administration 
(NCUA) in 1987 and has been updated in 1994 which 
was later used by number of researchers to evaluate 
financial institutions (NCUA, 1987). This rating model 
was also used by US Government through Emergency 
Economic Stabilization Act of 2008 (Heldek, 2010). 
Key ratios of CAMELS rating system to evaluate the 
rating for different banks are: 

3.1. Capital adequacy. It determines the ability of the 
bank to meet with obligation on time and other risks 
such as operational risk, credit risk, etc. (Christopou-
lus, Mylonakis and Diktapanidis, 2011). 

3.2. Assets quality. Quality of banks assets is related 
to the left side of its balance sheet. Usually top man-
agement of the bank is concerned mostly with quality 
of the loans they provided to their customers, as it 
provides earnings to the bank. Assets quality and loan 
quality are two words that have same meaning, but 
most often they are used interchangeably. Quality of 
the assets as its affects both cost to the banks and 
economies of scales for the bank (Chauhan, Ravi and 
Chandra, 2009). Assets that have low quality usually-
have higher possibility to become non-performing 

assets. Non-performing assets are usually bad debts 
that are in default or they are near to be in default. 
There is no specific standard for the banks across the 
globe that elaborates which assets to be included in 
non-performing loans, but, in Pakistan, those which are 
in default for more than three months are included in 
non-performing loans (Burki and Niazi, 2010). Lower 
asset quality ratio shows higher performance of the 
bank. 

3.3. Management. It is difficult to determine the 
sound performance of management of the bank. For 
individual institution, it is not a quantitative factor, it is, 
primarily, qualitative factor. However, to determine the 
soundness of the management, we took the ratio which 
is management expenses/total deposits. The lower the 
ratio the better is for bank, since it shows that man-
agement has good ability to handle the bank operations 
(Fethi and Pasiouras, 2010).

3.4. Earning. It is necessary for the banks to generate 
sufficient earning to stay in the market for a longer 
period of time, to make shareholders satisfied, protect 
and improve its capital (Perera, Skully and Wickrama-
nayake, 2007). ROA avoids the volatility of earnings 
linked with unusual items, and measures the profitabil-
ity of the bank. The higher the ratio, the greater is the 
profitability. ROE shows the efficiency of the bank, 
that how the bank uses its own capital in an efficient 
manner (Christopoulos, Mylonakis and Diktapanidis, 
2011). 

3.5. Liquidity management. To well manage liquidity 
of the financial institutions such as banks is a prime 
objective of its management. Liquidity is ability of a 
firm to convert its financial assets into cash most rapid-
ly or in a quick succession or we can say availability of 
the funds to pay off all its financial obligations when 
they become due.  

3.6. Sensitivity to market risk. Earnings and capital 
of financial institutions can be adversely affected by 
changes in exchange rate, interest rate, equity price or 
commodity price. Many financial institutions consider 
changes in interest rates as market risk. 
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Table 4. Evaluation under CAMELS rating system 

Component Ratio Weight 1 2 3 4 5 

C Capital adequacy 
CAR = Tier I 1+ Tier II2 / Risk weighted 
Assets*100 

20% > 11% 8% - 11% 4% - 8% 1% - 4% < 1% 

A Assets quality 
Total Non Performing Assets -Provision 
Non Performing Assets /Advances *100 

20% < 1.5% 1.5% - 3.5% 3.5% - 7% 7% - 9.5% > 9.5% 

M Management 
Administrative expenses/total earning 
*100 

25%  25% 30% - 26% 38% - 31% 45% - 39%  46% 

E 
Earnings (ROA) NP3 / average total assets 

15% 
> 1.5% 1.25% - 1.5% 1.01% - 1.24% 0.75% - 1% < 0.75% 

Earnings (ROE) NP / average equity capital  22% 17% - 21.99 % 10% - 16.99% 7% - 9.99%  6.99% 

L 
Liquidity (L1) Advances / Deposits 

10% 
< 60% 60% - 65% 65% - 70% 70% - 80% > 80% 

Liquidity (L2) Circulating Assets / Total Assets < 60% 60% - 65% 65% - 70% 70% - 80% > 80% 

S Sensitivity Total securities / Total assets 10% > 80% 71% - 80% 65% - 70% 60% - 64% < 60% 

Table 5. CAMELS rating applied to sample banks (financial year ended December 2015) 

Bank 

Capital adequacy 
Assets quality 

ratio 
Management 

quality 
Earnings efficiency Liquidity 

Sensitivity to 
market risk 

CAR Rating AQR Rating MQR Rating EE1 Rating EE2 Rating L1 
Rati
ng 

L2 
Rati
ng 

Sens. Rating 

AlBaraka 
Bank 

14.54 1 2.45 2 285.88 5 0.45 5 6.68 5 66.50 3 
18.
77 

1 17.57 1 

Bank Islami 12.34 1 2.63 2 -758.31 1 
-

0.20 
5 

-
3.02 

5 45.46 1 
49.
66 

1 35.19 1 

Burj Bank 18.06 1 0.16 1 -162.14 1 
-

1.44 
5 

-
10.4

5 
5 70.52 4 

13.
78 

1 20.32 1 

Dubai 
Islamic 
Bank 

9.75 2 0.57 1 286.58 5 0.55 5 9.23 4 76.75 4 
18.
96 

1 11.79 1 

Meezan 
Bank 

10.98 2 0.11 1 75.62 5 1.74 1 
33.6

5 
1 43.99 1 

42.
37 

1 14.46 1 

MCB 
Islamic 
Bank 

182.41 1 0.00 1 134.92 5 0.53 5 0.53 5 
2582.

05 
5 

81.
20 

5 6.17 1 

Source: author’s calculation. 
 

Components rating analysis 

1. Capital adequacy rating (CAR). State Bank of 
Pakistan (regulator central bank) has set minimum 
CAR as 14% along with the minimum capital re-
quirement (MCR) of Rs 10 billion. Table 5 reflects that 
CAR of AlBaraka Bank and Burj Bank meet criterion, 
while Bank Islami, Dubai Islamic Bank and Meezan 
Bank are below standard, and MCB Islamic Bank has 
an abnormal value. Bank Islami has amalgamated 
another bank (KASB Bank) in 2015 under a special 
scheme, due to which its results for the year 2015 are 
somewhat abnormal, whereas MCB Islamic Bank is 
established in the year 2015, and due to closure for the 
books of first year, some of its ratios are reflecting 
abnormal results. 123

                                                     
1 Tier I Capital = common stock + preferred stock + retain earnings. 
2 Tier II Capital = undisclosed reserves+ subordinate term debt + general 
provision, revaluation reserves. 
3 NPBT: Net Profit before Tax. 

2. Assets quality rating. Management of the banks is 
usually concerned with the quality of their assets due 
to its vital role in profitability. Banks having large 
amount of non-performing assets usually need to main-
tain larger provisions. Table 5 reflects AlBaraka Bank 
and Bank Islami has achieved 2 rating, while rest of 
the sample banks are at 1. This rating reflects strength 
and vision of credit risk department of bank.  

3. Management quality rating. Bank Islami and Burj 
Bank reflect 1 rating due to their negative profitability 
(i.e., net loss). Bank Islami has resulted loss due to 
acquired KASB Bank, while Burj Bank is facing nega-
tive MCR outlook for last 2 years. Rest of all sample 
banks are rated 5. This rating reflects efficient man-
agement in expense controls.  

4. Earnings quality rating. EE1 rating of all banks is 
5 except Meezan Bank which is rated as 1. EE2 rating 
of Dubai Islamic Bank is 4, while Meezan Bank is 1 
rating, while rest of the banks are rated 5. Meezan 
Bank has reflected abnormally high profits duing the 
year, thus, its rating are reflected very good.  
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5. Liquidity management ratings. Liquidity man-
agement rating of MCB Islamic Bank is 5 due to 
extra-ordinary funds parked with other banks, 
while Bank Islami and Meezan Bank are rated as 
1 in both L1 and L2, due to good management 
with circulating assets.  

6. Sensitivity to market risk rating. Sensitivity to 
market risk shows exposure of the bank assets to the 
risk associated with its investment in the marketable 
securities. All banks reflected good results due to very 
limited scope of investment opportunity available in 
Pakistan financial industry for Islamic banks.  

Table 6. Analysis of CAMELS and credit ratings  

Bank CAMELS rating 
Credit rating 

Short Long Agency

AlBaraka Bank 2.90 A1 A JCR-VIS

Bank Islami 1.80 A1 A+ PACRA

Burj Bank 1.75 A2 A- JCR-VIS

Dubai Islamic Bank 2.88 A1 A+ JCR-VIS

Meezan Bank 2.20 A1+ AA JCR-VIS

MCB Islamic Bank 3.00 A1 A PACRA

Source: SBP annual report (2015).  
 

Extracted from our findings, CAMELS rating is com-
pared with credit rating of financial institutions, which 
resulted in that CAMELS rating gives bit different 
snapshot, as compared with credit rating. Table 6 re-
flects that comparison in transparency. Credit ratings 
of sample banks are observed from annual report 2015 
published by State Bank of Pakistan.  

Conclusion 

Consolidated financial analysis of banks reflects a 
different picture, as depicted by credit rating agencies, 
although their criterion is quite varied from CAMELS 
rating system. Still, time and again questions have 
been raised regarding the credibility and reports given 
by the credit rating agencies. Hence, it is concluded 
that all of the banks are showing good progress in Pa-
kistan banking sector, however, there is a big room 
available for growth of these banks. CAMELS rating 

reflect that Bank Islami, Burj Bank and Meezan Bank 
are showing satisfactory position, while rest of the 
other banks are showing fair position. Depth analysis 
reflect that due to limited availability of secondary 
market for Islamic banks in Pakistan, growth of these 
banks is limited and there is a strong need to develop 
funds and commodity market for Islamic banks in 
Pakistan.  

Recommendations 

Regulators should devise a monitoring threat over 
credit rating agencies, as their drafted reports are not 
reliable from managerial performance perspectives. 
Secondly, regulators may define their own assessment 
criteria to monitor risk management practices in banks. 
Islamic banks should be encouraged to operate and 
expand in Pakistan, as there is a religious, as well as 
market aspect of growth for these banks.  
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