
Rational Herding in Microloan Markets

Juanjuan Zhang 

MIT Sloan School of Management

Peng Liu 

School of Hotel Administration, Cornell University

March 27, 2019



Contents

• Introduction

• Motivation

• Prosper.com

• Main analysis

• Robustness check

• Conclusion 



Introduction

• Background of microloan markets

• Have a long history (Bouman, 1995)

• Develop fast based on Internet in recent years (Nance-Nash, 2011)

• Features of microloan markets

• One borrower typically relies on multiple lenders

• The social aspect of lending is prominent

• Uncertainty of creditworthiness

• “Herding” among lenders  (Herzenstein et al. ,2011)



Introduction

• Irrational herding

• lenders passively mimic others’ choices, refer to others’ decisions as a 

descriptive social norm, or follow well-funded and hence salient listings. 

(Croson and Shang 2008; Simonsohn and Ariely, 2008)

• Rational herding

• Happens as a result of observational learning among lenders. 

(Banerjee 1992, Bikhchandani et al. 1992)



Introduction

• What strategies the supply side should undertake

• If irrational herding dominates, it pays to build early momentum because 

herding will be self-reinforcing. (Simonsohn and Ariely 2008)

• If rational herding dominates, the effects of momentum-building efforts are 

more nuanced.



Motivation

• The existence of herding

• Irrational herding or rational herding

• Borrower characteristics and rational herding



Prosper.com 

• Fast-growing (start day)

• Project stream

• Borrower creates a listing, which specifies the amount request, the borrower 

rate, and the duration.

• Borrower submit a  written statement to describe the purpose of the loan and 

provide a credit profile, which includes her debt-to-income ratio and a 

Prosper credit grade.





Prosper.com 

• Project stream

• Borrower creates a listing, which specifies the amount request, the borrower 

rate, and the duration.

• Borrower submits a  written statement to describe the purpose of the loan 

and provide a credit profile, which includes her debt-to-income ratio and a 

Prosper credit grade.

• Borrower can seek endorsements. They can also join Prosper member groups.



Prosper.com 

• Project stream

• Lender decides whether to fund a list and, if so (bid=1), the amount and the 

minimum interest rate.

• When a listing is fully funded yet still active, lenders can continue to fund the 

listing by bidding down the interest rate. 

• Once a listing expires and the requested amount is fully funded, a loan is 

created. All Prosper loans are unsecured, 36-month, fixed-rate and fully 

amortizing loans. If a listing expires without full funding, all lenders receive 

their contributions back.







Main Analysis 

• A naive test of herding

• 𝑦𝑖𝑡 = 𝛼𝑌𝑗,𝑡−1 + 𝑋𝑗𝑡𝛽1 + 𝑍𝑗𝛽2 + 𝑒𝑗𝑡

• 𝑦𝑖𝑡: the amount of funding that listing j receives during its tth day

• 𝑌𝑗,𝑡−1:  cumulative amount of funding that listing j has received by the end of day t-1

• 𝑋𝑗𝑡:  time-varying listing attributes 

• 𝑍𝑗: time-invariant listing attributes 



Main Analysis 

• Irrational vs. Rational Herding

• 𝑦𝑖𝑡 = 𝛼𝑌𝑗,𝑡−1 + 𝑋𝑗𝑡𝛽1 + 𝑍𝑗𝛽2 + 𝑌𝑗,𝑡−1𝑍𝑗𝛽3 + 𝑒𝑗𝑡

• 𝑦𝑖𝑡: the amount of funding that listing j receives during its tth day

• 𝑌𝑗,𝑡−1:  cumulative amount of funding that listing j has received by the end of day t-1

• 𝑋𝑗𝑡:  time-varying listing attributes 

• 𝑍𝑗: time-invariant listing attributes 









Robustness Checks 

• Dynamic GMM

• Fix Effects Poisson

• Multicollinearity

• Additional Covariates

• Alternative Measures of Herding Momentum









Conclusion 

• Herding does exist

• Rational herding dominates

• Obvious defects amplify a listing’s herding momentum

• Favorable borrower characteristics weaken the herding effect
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