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Abstract 
We study the relationship between Credit Risk Management and the perfor-
mance of financial institutions in South Sudan using measures of institutional 
performance and Credit Risk Management. Using the ARDL model, we es-
tablish compliance with the basel accord significantly affecting the perfor-
mance of finance institutions while monitoring corporate credit risk and risk 
management environment seem not to significantly exact influence the per-
formance of financial institutions in South Sudan. On the other hand, credit 
risk operational practices seem to negatively and insignificantly affect the 
performance of financial institutions in the country. 
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1. Introduction 

Performance is the driving force of every organization and organizations strive 
to achieve excellence in performance in all areas of operation. Adesugba & 
Bambale (2016) argue that the objective of measuring performance does not only 
cover how a business is performing but also gives an insight on how business can 
perform better. Organizational performance is organization’s capability to ac-
complish its goals effectively and efficiently using resources (Daft, 2000). Rezaei 
et al. (2018) regard organizational performance as the goals and achievement of 
a given organization. On the other hand, Ricardo & Wade (2001) noted that 
achievement of organizational goals and objectives is considered organizational 
performance. Performance is a continuous and flexible process that involves 
managers and those whom manage acting as partners within a framework that 
sets out how they can best work together to achieve the required results 
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(Armstrong, 2006). Firm performance is attained in a sequence of events that 
follow some logical flow starting from acquisition and configuration of re-
sources, developing capabilities, building competences and ultimately leading to 
superior performance. According to Hernant (2009) performance is a conse-
quence of environmental factors and the extent to which the firm is patronized 
by consumers, which in turn is a consequence of how well firm attributes like; 
location, open hours, merchandise, firm layout, service, advertising, correspond 
to consumers’ evaluative criteria for their firm choice behavior. Further, the 
firm’s decision on firm attributes, is influenced by underlying factors, such as 
local competition and local demand characteristics which enhance or diminish 
the overall performance of the firm  

Performance is the end result of activities and includes the actual outcomes of 
the organization operational process (Wheelen & Hunger, 2010). Organizational 
performance encompasses many specific areas of firm outcomes (Nwokah, 
2008). Musah (2008) indicates that organizational performance should be meas-
ured through various indicators depending on the organizational structure. In 
agreement, Kent & Weese (2000) indicated that performance of the organiza-
tions is measured by the congruence between the goals of the organization and 
the observed outcome. Other authors (Richard et al., 2009; Thang & Truong, 
2011; Morgan et al., 2003) argued that organization performance is related to 
customer satisfaction, employee satisfaction, increase of the productivity, and 
superior profit for the organization while Rezaei et al. (2018) suggest the use of 
multiple indicators in the measurement of organizational performance, which 
includes both financial and non-financial measures. At the same time with the 
emergence of the resource-based view (RBV) of the firm, the focus of perfor-
mance shifted from industry to firm specific assets (Spanos & Lioukas, 2001). 
Saleem & Khurshid (2014) identified employee motivation in the organization as 
a measure of organizational performance.  

In their study Savaneviciene & Stankeviciute (2010) indicated that whereas 
profit-oriented organizations tend to measure performance through financial 
turnover and profitability, non-profit oriented organizations cannot use such 
measure and thus focus on social benefits to measure performance. In an at-
tempt to determine performance of the firm, empirical literature points that 
several indicators have been identified as measures of performance to include 
productivity, quality, innovation, profitability, creativity, commitment, loyalty, 
decision making, participation, effectiveness, efficiency and effort. In addition to 
these indicators, Rodwell & Teo (2004) pointed out that alongside customer 
loyalty and customer base are also a measure of firm performance.  

Organizational performance has been measured using a three-item scale: re-
turn on assets, sales growth and increase in market share. Available literature 
shows the use of these indicators to measure changes in knowledge, competen-
cies and learning of organizations. Shrader (2001) and Stuart (2000), among 
others, have adopted sales growth; Goerzen & Beamish (2005), return on assets 
and Dussauge, Garrette, & Mitchell (2000), increase in market share. Firm per-
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formance is measured in terms of sales level, profitability, productivity and cus-
tomer base level.  

The efficient market hypothesis assumes that markets are rational (Yalcin et 
al., 2016). However, a stream of researchers exhibits many observed anomalies 
that are not explained by the arguments of the efficient market hypothesis. Ac-
cording to Yalcin et al. (2016), heuristics are the shortcuts and rule of thumb 
caused by data processing errors. They are quite functional to alleviate the cog-
nitive efforts for making the decision process easier which may otherwise require 
too much time and mental resources. On the other hand, heuristics sometimes 
cause inevitable biases.  

In making credit decisions, financial institutions’ credit personnel are guided 
by objective (collateral) and subjective (know your customer) considerations. 
Human beings are referred to as making decisions on the basis of their expe-
rience and intuition, instead of gathering information, which would encourage 
them to make better decisions (Shah et al., 2018). Baker & Nofsinger (2010) ob-
serve that investment decision making process is affected by psychological bi-
ases, fundamental heuristics and cognitive errors. The study will investigate the 
effect of these biases on the relationship between credit risk and performance of 
financial institutions in South Sudan.  

2. Literature 

New banking risk management techniques emerged in early 1990’s. To be able to 
manage the different types of risk one has to define them before one can manage 
the. Credit risk, interest rate risk, liquidity risk, market risk, foreign exchange 
risk and solvency risk are the most applicable risk to the banks. Risk manage-
ment is the human activity which integrates recognition of risk, risk assessment, 
developing strategies to manage it, and mitigation of risk using managerial re-
sources, but credit risk is the risk of loss due to debtor’s non-payment of a loan 
or other line of credit (either the principal or interest or both) (Campbell, 2007). 
A commercial bank is an institution that provides financial services, including 
issuing money in various forms, receiving deposits of money, lending money 
and processing transactions and the creating of credit. The important of credit 
risk management to banks cannot be overemphasis and it also form an integral 
part of the loan process. Credit risk management maximizes bank risk, adjusted 
risk rate of return by maintaining credit risk exposure with view to shielding the 
bank from the adverse effects of credit risk.  

Credit creation is the main income generating activity for the banks; however, 
this activity involves huge risks to both the lender and the borrower. A credit 
risk is the risk of default on a debt that may arise from a borrower failing to 
make required payments. In the first resort, the risk is that of the lender and in-
cludes lost principal and interest, disruption to cash flows, and increased collec-
tion costs. Credit risk according to Basel Committee of Banking Supervision 
(2001) is the possibility of losing the outstanding loan partially or totally, due to 
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credit events (default risk). Chin (2010) explains Credit risk as the possibility of 
loss due to a debtor’s non-payment of a loan or other line of credit. The default 
events include a delay in repayments, restructuring of borrower repayments, and 
bankruptcy. Credit risk can be defined as the probability that some of the bank’s 
assets will decline in value and perhaps become worthless (Rose & Hudgins, 
2005). Joan, Anthony, & Anthony (2009) view credit risk as the probability that 
some of a bans assets, especially its loans, will decline in value and possibly be-
come worthless. Since banks hold little owners’ capital relative to the aggregate 
value of their assets, only a small percentage of total loans need to go bad to push 
a bank to the brink of failure.  

Credit risk is critical since the default of a small number of important cus-
tomers can cause large losses, which can lead to insolvency (Bessis, 2002). Ade-
sugba & Bambale (2016) noted that credit risk management is of critical impor-
tance for good performance to banks. The largest and most obvious and critical 
source of credit risk for most commercial banks are loans and advances. How-
ever, other sources of credit risk exist throughout the activities of a bank, in-
cluding in the banking book and in the trading book, and both on and off the 
balance sheet; limited institutional capacity, inappropriate credit policies, vola-
tile interest rates, poor management, inappropriate laws, low capital and liquidi-
ty levels, direct lending, massive licensing of Banks, poor loan underwriting, lax-
ity in credit assessment, poor lending practices, government interference and 
inadequate supervision by the central Bank (Kithinji, 2010).  

It is worth noting that credit risk is also linked with other risks likely to affect 
the activities of the banks (for example, fluctuating interest rates and other pos-
sibly related variables). Credit risk, however, can be a function of other factors 
such as insufficient knowledge on financial risks and especially credit risk at in-
stitution level; lack of appropriate and effectively implantable credit policies, in-
adequate capital level and unstable liquidity status, laxity in credit assessment, 
and poor lending practices and procedures. Furthermore, Kithiniji (2010), 
points out that persisting credit risk gradually impacts liquidity and solvency of 
banks and may consequently lead to a total a failure.  

In their academic works, Jiménez et al. (2006); Samad (2012); Ahmad & 
Ariff (2007) pointed out a number of determinants of credit risk in banks; 
first, inefficient banks performing poor screening and monitoring of borrow-
ers will tend to have inferior portfolio,. Second; Collateralized loans have a 
high possibility of default because banks tend to trust the borrowers with se-
cured loans and hence less incentives to undertake adequate screening and 
credit assessment; third; rapid loan growth or credit expansion (over extension 
of credit) and extended passage of time for profit maximization leads to poor 
loan quality. Fourth, economic downturn (recession) as external factor affects 
the ability of individuals, institutions and other borrowers` ability to repay 
their debts thence high possibility of failure to fulfill their financial commit-
ments.  

Thus, credit risk is one of great concern to most bank authorities and banking 
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regulators hence credit risk management is critical to banks. Credit risk man-
agement is a structured approach to managing uncertainties through risk as-
sessment, developing strategies to manage it and mitigation of risk using mana-
gerial resources. The goal of credit risk management is to maximize a bank’s 
risk-adjusted rate of return by maintaining credit risk exposure within accepta-
ble parameters (as per entity’s risk appetite) which is a critical component of a 
comprehensive approach to risk management and essential to the long-term 
success of any banking organization.  

Credit risk management in banks starts with the establishment of sound 
lending principles and an efficient framework for managing the risk (Oke et al., 
2012); the Basel II Accord emphasized on credit risk management practices; 
compliance with which ensures sound approach to mitigating credit risk conse-
quently achieving improved commercial banks profitability. It also includes 
measures employed by banks to avoid or minimize the adverse effect of risk such 
as: the identification, analysis, assessment, control and avoidance, minimization 
or elimination of unacceptable risks. As a strategy, an organization may use risk 
assumption, risk avoidance, risk retention, risk transfer or any other strategy (or 
combination of strategies) in effective management of future events. Therefore, a 
sound risk management framework is crucial for commercial banks to enhance 
their profitability and guarantee survival. A sound credit risk management prac-
tices are crucial for banks so as to enhance profitability guarantee survival of 
banks (Oke et al., 2012).  

3. Methodology 

We adopt the the ARDL model in studying the relationship between heuristics 
and performance of financial institutions in South Sudan. This model is an in-
terventional method for time series models that do not clearly feature the ele-
ments of simple and standard OLS as well as Error Correction models (ECM). 
The method also works with series that are of varying integral order I (0) or I 
(1), but not I (2) and it carries more preferential weight among econometric re-
searchers because different variables assume different lags as they are fitted into 
the model Pesaran and Shin, and Pesaran et al. The traditonal ARDL model can 
be expressed in the following form:  

0 1 1

2 1 3 1

t i t i j t j k t i t

t t t

Y Ф y x z y

x z u

α β δ θ

θ θ
− − − −

− −

∆ = + ∆ + ∆ + ∆ +

+ + +
∑ ∑ ∑         (1) 

where iФ , β  and iδ  are the short-run coefficients while θ1, θ2, and θ3 
represent the ARDL long-run coefficients and the error-correction term, 1tz −  is 
replaced by the 1ty − , 1tx − , and 1tz −  terms. Lagged residuals series therefore 
become ( )1 1 0 1 1 1 2 2 1t t t tz y a a x a x− − − −− −= . 

3.1. Model Diagnostics: Serial Correlation 

After estimating our appropriate model equation using the appropriate lag, 
we carry out model diagnostics by checking for autocorrelation using the 
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Breusch-Godfrey Serial Correlation LM Test method under the null hypothesis 
that there is autocorrelation against of the alternative that errors are either 
AR(m) or MA(m), form = 1, 2, 3, ..., etc. This is a key element in the assump-
tions of the ARDL/Bounds Testing methodology of Pesaran et al. (2001). As 
presented, the P-value associated with the Chi-square statistic is way above 10% 
hence we cannot reject the null hypothesis that errors are serially independent 
(Table 1).  

3.2. Model Diagnostics: Dynamic Stability 

We employ the Recursive OLS Estimates-CUSUM Test to determine model sta-
bility. The CUSUM (cumulative sum) statistics are defined according to: 

1,CUSUM
t

i
i k

t iw +
=

= ∑  

for , 1, , 1t k k T= + − , where 2 1k p s= + +  is the minimum sample size for 
which we can fit the model. Under the null hypothesis, the CUSUMt  statistic is 
drawn from a ( )CUSUM t k−  distribution. The ( )CUSUM t k−  distribution is a 
symmetric distribution centered at 0. Its dispersion increases as t k−  increases. 
We reject the null hypothesis at the 5% significance level if ( )CUSUM t k−  is be-
low the 2.5-percentile or above the 97.5-percentile of the ( )CUSUM t k−  distri-
bution (Figure 1). 

In our study, model stability was carried using Recursive OLS Esti-
mates-CUSUM Test and our results indicates that the trend line lies within the 
boundaries as shown above. The trend line indicates that the model is stable 
(Table 2).  

From the results, we observe that compliance with the basel accord seem has 
positive and significant impact on the performance of financial institutions in 
South Sudan. Evidently, the basel accord has a positive coefficient of 0.1835 with 
a significance level close to 95%. Similarly, other variables such as monitoring  
 
Table 1. Test of serial correlation. 

Breusch-Godfrey Serial Correlation LM Test 

F-statistic 0.076038 Prob. F(2, 65) P. value 

Obs*R-squared 0.172728 Prob. Chi-Square(2) 0.0029 

 
Table 2. ARDL estimation. 

Variable Coefficient Std. Error t-Statistic Prob.* 

COMP_BASEL 0.183497 0.106128 1.729022 0.0884 

CROM_PRACTICES −0.003278 0.080428 −0.040763 0.9676 

MON_CREDITRISK 0.092073 0.102270 0.900293 0.3712 

RISKMA_ENV 0.152768 0.095811 1.594473 0.1155 

C 0.738111 0.195562 3.774301 0.0003 

Source: Author’s calculations. 
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Figure 1. CUSUM test of model stability.  
 
corporate credit risk and risk management environment do have positive effect 
on the performance of institutions, but rather insignificantly. However, it can be 
observe that credit risk operational practices negatively affect institutional per-
formances although the effect is insignificant. This implies that credit risk opera-
tional practices have the potential to slow or adversely affect the efficiency of fi-
nancial institutions especially in regards to loan structures.  

4. Conclusion  

This study was conducted to analyze the relationship between credit risk man-
agement and the performance of financial institutions in South Sudan. Measures 
of institutional performance such as compliance with the basel accord, monitor-
ing corporate credit risk, risk management environment and credit risk opera-
tional practices were applied. An ARDL model was used to examine the rela-
tionship. Our results show that only compliance with the basel accord signifi-
cantly affects the performance of finance institutions while monitoring corpo-
rate credit risk and risk management environment seem not to significantly ex-
act influence the performance of financial institutions in South Sudan. On the 
other hand, credit risk operational practices seem to negatively and insignifi-
cantly affect the performance of financial institutions in the country. Further re-
search in this area may delve into other key sectors such as agriculture and real 
estate development which are currently having the highest potential in South 
Sudan.  
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