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ABSTRACT

In today’s intensive competitive world, capability of high-quality service is maintained
by firms as a source of competitive advantage which is sustainable. Well satisfied
customers are attained by firms which could provide higher quality services, which in
turn results in loyal customers. For that matter, the satisfaction of customers has become
the pivotal study of service marketing and operations management. Service firms such as
banking services, including Islamic banking service, are vital to the economy of any
country, as this sector contributes increased portion to its Gross Domestic Product
(GDP) and higher employment rate. The survival, profitability and competitive
advantage of the bank in today’s environment, lie on the bank’s ability to offer excellent
service quality. Therefore ways to provide high quality products and services to satisfy
existing and potential customers to make them remain loyal is utmost important. In spite
of the increasing numbers of Islamic Banks in the Bahraini banking industry, very little
empirical investigation has been carried out in understanding the impact of service
quality that lead to customer satisfaction and customer loyalty. The current study thus
endeavours to close the gap in the literature by focusing on the impact of service quality
on customer satisfaction and customer loyalty in the Islamic banking sector of Bahrain.
The present study has used SERVPERF model of service quality proposed by Cronin
and Taylor (1992). Quantitative method was used for the current research. A well-
structured questionnaire was personally administered by the researcher to obtain what
will be the primary data for this research. A 7 point Likert scale has been used with “1”
being strongly disagreed and “7” being strongly agreed. The study has used statistical
software SPSS 20 to organize, classify and analyse all the data collected. The results
indicated that the effect of Service Quality (SQ) on Customer Satisfaction (CS) and also
the effect of Customer Satisfaction (CS) to Customer Loyalty (CL) were statistically
significant supporting Hypothesis (H1) and Hypothesis (H3). Meanwhile, Service
Quality (SQ) had not any significant effect on Customer Loyalty (CL) rejecting
Hypothesis (H2). Furthermore, the results showed that Customer Satisfaction (CS) fully
mediates the relationship between Service Quality (SQ) and Customer Loyalty (CL)
which supported the hypothesis (H4). From the moderation analysis, it was found that
neither Gender nor Educational level of respondents could moderate the relationship
between Service Quality (SQ) and Customer Satisfaction (CS). Therefore the hypotheses
(H5) and (H6) were rejected. This empirical study adds value to the current knowledge
of Islamic banking service providers’ practices. To apply these findings to craft a
strategy for better future and concentrate on their positioning in the market and also to
offer enhanced service quality to their customers, would lead the Islamic banks in
general and Bahrain in particular to new heights of competitiveness and sustainability.
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CHAPTER ONE
INTRODUCTION

1.1 OVERVIEW

The introductory chapter of the dissertation will present the readers with an overview
of the research topic. It starts with a concise discussion of the background that will be
followed by the some important key concepts relevant to the research topic. The
problem statement part is presented which includes the research objectives, research
questions, significance and limitation of the research. An overview of the growth of
the Islamic banks in Bahrain is also presented. Finally, the outline of the dissertation

gives the reader an insight on how the dissertation is arranged in five chapters.

1.2 BACKGROUND OF THE STUDY

The pressure of present marketing environment and dynamics of the free marketing
forces have significantly revolutionized the service sector in the 90s. According to
Ayuba and Aliyu (2015) competition is one of the main reasons for this advancement.
This is due to the conflicting industrial, geographical, and regulatory boundaries,
manufacturing new products, service varieties/range, equal market chances, and
generating supplementary knowledge and system based business and management
processes.

The banking services environment, around the world, has been considerably
altered by technological, regulatory and structural factors in the final two decades of
the twentieth century (Manjunath & Aluregowda, 2013). In an environment which
tend to be (or is becoming) progressively competitive, service quality, as a vital

measure of company’s performance, keeps on compelling the consideration of



banking organizations and it stays in the limelight of service marketing writings (Chen
& Chen, 2014; Panwar, 2014). It was observed by researchers (Al-Hawari, 2015;
Lakshmi & Santhi, 2015; Sreekumar & Mahapatra, 2015) that the importance given to
service quality is mainly due to demand of greater service quality which eventually
leads to higher customer satisfaction and loyalty. Perceived quality contributes to
higher readiness to propose to others, decrease in objections and complaints, and
enhanced retention rate of customers. In the background of banking services, Peng and
Moghavvemi (2015) mentioned that service quality is primarily important as it offers
greater level of customer satisfaction and therefore it turns out to be a vital
competitive advantage. Moreover, a bank’s achievements and performances are
greatly impacted by the service quality (Pradhananga, 2014).

The global economic recession and unrest in financial markets has greatly
damaged the confidence of banking and finance sector consumers all over the world.
Banking industry has become greatly competitive in the existing business setting.
Banks are greatly realizing the need to single out themselves from the competitors, on
various criteria which can boost customer satisfaction and loyalty, since banks are
offering approximately homogenous products to the customers. The result has shown
paramount importance of customer satisfaction and loyalty for the enhanced
performance of an organization in the long run (Hallowell, 1996). With the aim of
enhancing confidence of customers in the abilities of service provider, customer
satisfaction and loyalty are the vital factors deliberated in the current literature
(Chakraborty & Sengupta, 2014; Kim et al., 2015).

The most outstanding economic and financial marvel of the twentieth century
is the development of an alternative banking system, the Islamic banking system, in

the Muslim world (Ringim & Yussof, 2014). Islamic banking can be termed as



banking activities that are in line with principles of Shariah (Islamic Law) and are led
by Islamic economic theories and practices (Teru, 2015). A rapid growth has been
witnessed by the Islamic banking and finance industry in the global financial markets
with the annual growth rate of about 15% to 20% (Nafith et al., 2014). Assets of
Islamic financial institutions have grown by an average of 19% per annum over the
past four years to reach over $1.3trillion in 2011 (Ernst & Young-The World Islamic
Banking Competitiveness Report 2012-13: 4), suggesting healthy demand for Shariah
compliant investing. Globally, Islamic banking assets are expected to grow to
$3.4trillion by 2018 (Ernst & Young-The World Islamic Banking Competitiveness
Report 2013-14: 42).

As a result of fast growth and development, Islamic banks are encountering cut
throat rivalry not only from conventional banks but also from existing and new
Islamic banks entering into the industry. Owing to rapid globalization, the competition
between conventional and Islamic banks is most likely to increase in the future. The
global market, as a result of liberalization, is quickly congregating into a single market
place. It is essential for the Islamic banks to enhance the service quality and offer
innovative products with the intention of taking benefit of the openings created by the
dynamics of globalization. Accordingly, Islamic banks are likely to witness increased
competition not only from conventional but also from within Islamic banks in future.
Therefore, an Islamic bank must develop a marketing strategy to achieve competitive
advantage and create a solid competitive position based on quality of service.

An organization’s competitiveness is impacted or measured by service quality
which is one of the vital accomplishment elements. Therefore, by delivering great
service quality, a bank can single out itself from rival banks. Over the past decade, in

the retail banking sector, service quality has remained one of the greatest enticing



areas of research (Gajera & Desai, 2013; Masarrat & Jha, 2014; Mistry, 2013,;
Malviya, 2015). Many researchers have found customer satisfaction a vital result of
service marketing (Mandal & Bhattacharya, 2013; Rainayee et al., 2013). Customer
satisfaction is lifeblood of achievement in competitive banking industry.
Saha et al. (2014) stated that customer is the King. Increased customer satisfaction is
vital in creating a loyal customer base. It was cited by Izogo and Ogba (2015) that
superior service quality would increase customer satisfaction and loyalty. It was
claimed by Peng et al. (2015) that customer loyalty is the main reason for profit and
growth stimulation and the outcome of customer satisfaction is customer loyalty. It
was established by 1zogo and Ogba (2015) that customer satisfaction is the result of
service quality. The satisfaction of the customers would result in their loyalty that
benefits a company in long run regarding market share, return on investment and
profit (Erjavec, 2014).

The role of customer loyalty is significant in an organizational sustainability
because customer retention means keeping the viability of the organization. Led by his
own loyalty and long-term cumulative experience, the longer a loyal customer of a
product/service is expected, the higher the profits earned by an organization (Singh &
Khan, 2012). It has been shown by research that the cost of retention of a loyal
customer is much lesser than that of recruiting a potential fresh customer.

Bahrain enjoys a long history in the Islamic Banking and Finance industry in
GCC nations. In the Kingdom of Bahrain, the first Islamic commercial bank, Bahrain
Islamic Bank (BIB), was established in 1979. In the Middle East region, Bahrain has
the highest number of financial institutions and banks which offer different array of
services that includes portfolio management and money market, guidance on

investment and insurance products encompassing risk transfer and capital growth. The



banking system, especially in Bahrain and the region in general, is noticing the entry
of new players and strategic alliance among the current players. Thus, the banking
sector has remained a cornerstone in the economy of the Kingdom of Bahrain.

The increasing number of Islamic Banks in Bahrain has led to a strong
competition between Islamic and conventional banks in general, and among Islamic
Banks in particular. Service quality, customer satisfaction and customer loyalty are
matters that need to be addressed by the competing Islamic banks in Bahrain using the
most contemporary techniques to strengthen the Islamic banking industry so it can

stand alongside the well-established conventional banks.

1.3 PROBLEM STATEMENT

The globalisation process has substantially influenced the contemporary banking
business. The effect is expressed, mainly in the liberalization of financial market that
will result in an increased competition. To endure in such competitive struggle, banks
ought to provide somewhat new and comparatively inexpensive alternatives to their
customers, for the reason that the competitive supremacy of a bank is greatly defined
by the level of its compliance to the needs of its customers. In this era of information
explosion, companies need new capabilities for competitive triumph in areas such as
managing relationship with customers, product advancement, product branding and
mass customisation, employee skills, inspiration, and use of information technology.
After the financial crisis of 2008, banks are witnessing sharp decline in the
demand of financial products and services, and are struggling for survival. Banking
sector is finding it difficult to sustain capital level and attract new investors’ for
increased investment. In this gloomy situation, Islamic banks proved to be a ray of

hope for the banking industry as an alternative system for the banking industry.



The necessity to become customer centred in the rapidly varying marketing
setting has never been more significant for financial service organizations and Islamic
banks than it is these days. Under the current conditions, customers are turning out to
be more demanding and progressively selective between contending financial service
providers. All Islamic banks, in a dynamic competitive market, are confronted with
difficulties of retaining current customers and enticing new customers. To keep the
existing customer base of banks is especially more vital than capturing new
customers. Moreover, customers usually carry out business with several financial
institutions, it is critical that a bank contends for the bigger share of a customer’s
wallet to achieve a share of product portfolio of a customer so as to augment and
preserve long term profitability of the organization.

The financial organizations that will develop and flourish in this competitive
setting are the ones that thrive in developing a base of loyal clients and are competent
to distinguish themselves through exceptional service quality (Araujo & Pels, 2015).
Hence, providing quality service, for enhancing satisfaction and loyalty are essentials
to the success of banks and crucial to an Islamic bank for a continuous competitive
advantage. For the future and continuous profitability of banks, customer satisfaction
and loyalty are treated as the most significant competitive elements.

Bahrain Islamic banking and finance sector complies with Shariah principles
and is one of the earliest and very well advanced systems in the world. It is yet
developing but at a fast pace. Growth for both conventional and Islamic baking has
been fuelled by liquidity in the GCC region. However, in the last few years Islamic
banking segment has grown at a greater pace as compared to the conventional
segment. An increasing desire of customers who want to transact according to Shariah

Laws has being witnessed by the Islamic Banking industry in Bahrain.



Globally, Bahrain is one of the major centres for offering the activities of
Islamic Banking and Finance. According to Central Bank of Bahrain, there are
twenty-four (24) Islamic Banks, seven (7) Islamic insurance companies (Takaful) and
two (2) Re-Takaful companies operating in the Kingdom. Bahrain, leading the Islamic
Banking industry in the GCC region, has developed as a natural and suitable place in
the Middle East region as Islamic Finance hub. The creation of legal framework for
Islamic banks was pioneered by Bahrain in the GCC region and is one of the few
markets that accommodate dual banking system.

Banking sector in Bahrain has somehow matured as a result of which
customers in Bahrain now have a solid bargaining power. There is no assurance that
what is known as excellent service, in Islamic retail banking, today may remain the
same the next day. It is crucial for the Islamic banks, with the aim of remaining
competitive in serving Islamic banking customers, to devise innovative approaches to
advance service quality for customer satisfaction that may yield customer loyalty.
Products and services being offered by Islamic banks are analogous to the
conventional banks (Aris et al., 2013). Therefore, banks need to frequently improve
their service quality to attract and retain existing customers (Ahmad & Bashir, 2014).

Islamic Banking is well-recognized in Bahrain but to the best knowledge of the
researcher, no study in the areas of service quality, customer satisfaction and customer
loyalty of any Islamic banking service providers has been done. In the light of the
above deliberations, it can be said that the current research endeavours to fill this gap
in literature, in the context of Islamic Banks of Bahrain. It is predicted that the
outcomes of the study would be of great advantage to Islamic Banks of Bahrain in

terms of retaining the existing and attracting potential customers.



1.4 RESEARCH OBJECTIVES

The objectives of this research are:

To investigate the impact of service quality on customer satisfaction.

To investigate the impact of service quality on customer loyalty.

To investigate the impact of customer satisfaction on customer loyalty.

To investigate the mediating role of customer satisfaction in the
relationship between service quality and customer loyalty.

To investigate the moderating role of gender in the relationship between
service quality and customer satisfaction.

To investigate the moderating role of education in the relationship

between service quality and customer satisfaction.

1.5 RESEARCH QUESTIONS

The main research questions for this study are as follows:

What is the impact of service quality on customer satisfaction?

What is the impact of service quality on customer loyalty?

What is the impact of customer satisfaction on customer loyalty?

Does customer satisfaction play a role of a mediating variable in the
relationship between service quality and customer loyalty?

Does gender moderate the relationship between service quality and
customer satisfaction?

Does education moderate the relationship between service quality and

customer satisfaction?



