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Abstract: This paper is intended to study the credit risk management problem in the context of 

online P2P lending with a focus on the Chinese P2P lending market. By studying a data from the 

Lending Club, we suggest that a fair credit evaluation system in China with refined credit 

evaluation processes is needed, and regulation of the Chinese P2P market must be strengthened. 
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I. Introduction 

 

Being considered as a financial innovation, Peer-to-Peer (P2P) lending business has been 

grown rapidly in recent years in China since 2007. Its emergence meets market’s need: instead of 

taking traditional paths, such as borrowing money from a bank or other financial service 

institutions, an increasing number of consumers are looking to their fellow consumers for loans 

via P2P websites (Herzenstein et al. 2010). Therefore, by eliminating expensive intermediaries 

and reducing transaction cost, P2P lending platforms are seen to be beneficial for both borrowers 

and lenders. According to China Peer to Peer Lending Report, by the end of 2012, the number of 

P2P lending service platforms had exceeded 200, the sum of total countable online P2P 

transactions had reached 10 billion Chinese Yuan, and the number of investors had been over 

50,000. Compared with traditional finance market, the basic size of the P2P market is not big. 

But its annual growth rate is over 300%. The report attributes the high growth rate to below 

reasons: demands of market, attraction of profit and cost, internet technology, data mining 

technology, and credit system support. With the improvement of P2P platforms, it is highly 

possible that this industry will keep the explosive growth in the future. 

 

So far, P2P industry has three types of business model. First, the platform (like ppdai.com) 

does not take part in the guarantee activities, but only do information matching for the two 

parties in the lending transaction. Second, the platform (like CreditEasy) provides principals and 

even interest guarantee. This is the mainstream in the current P2P market. The last one is a 

business model that actually belongs to securitization of credit assets. Investors can participate in 

the P2P market via various channels in different models. Therefore, there are lots of investment 

opportunities in the emerging P2P market. However, at the meantime, investors also pay 

attention to potential risks. Similar with traditional finance markets, the key point for P2P market 

is risk control. Most risk events in P2P market result from the platforms’ insufficient or 

overestimated risk control ability. According to the financial risk management report provided 

by FICO (the famous financial service company), P2P industry faces risks coming from three 

aspects: credit risk, fraud risk, and operational risk. In this paper, we only focus on credit risk 

management.  
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Compared with traditional finance industry, the current P2P market in China lacks of 

comprehensive policy and industrial supervision. It makes credit risk management become a 

challenging issue for all players in the market, including platforms, lenders, and government. 

P2P platform’s responsibility is to ensure successful transactions and to provide a health 

environment for lenders and borrowers. To achieve these goals, the key issue for P2P platforms 

is credit risk management. Good credit risk management should reflect or evaluate the borrowers’ 

credit objectively, help the lenders evaluate risk reasonably, and reduce the overall default rate 

correspondingly (Heng et al. 2007). Besides objectivity, it is also important for platforms to 

adjust borrowers’ credit information dynamically since lending transactions are conducted via 

the internet that enables credit change dramatically within a short time (Wang et al. 2013). 

Therefore, , we analyze Lending Club’s data as a successful case on credit risk management to 

demonstrate the necessary and importance of objective and dynamic credit evaluation. By 

comparing the credit evaluation differences between Chinese P2P market and American P2P 

market, we propose that establishing a fair credit evaluation system that provides objective and 

dynamic personal credit information will benefit the development of the Chinese P2P market. 

 

II. Credit Evaluation in P2P Lending Market 

 

Credit evaluation is an important element in the lending process. It directly affects basic 

characteristics of a loan, including investment decision, interest rate, lending amount, lending 

period, expected default rate, etc. Credit score is one type of credit evaluation, which “makes 

underwriting less subjective, lowers the costs of originating loans, and increases the speed and 

consistency of underwriting decisions” (Avery et al., 2000). A perfect credit evaluation process 

or credit score is supposed to reflect borrowers’ credit information fairly and objectively. 

Additionally, in the Internet environment, it is also expected to be dynamic and present accurate 

information in a prompt manner. Being objective and dynamic are two important characteristics 

of credit evaluation in the P2P lending market.  

 

Lending Club is a leading P2P company in the U.S. It accepts clients’ borrowing request 

via the internet, obtains their credit score from Experian, Trans Union and Equifax (the biggest 

three credit bureau), and allows qualified clients to request loans on its website. During the 

whole process, Lending Club does not collect clients’ credit materials, but obtains the credit 

score from the third party, who is independent of P2P platforms in the lending process. In 

addition, Lending Club presents the credit score on its platform for lenders’ reference and 

consideration. Any transactional success has no relationship with the third party’s profits. This is 

one of the keys ensuring effective transaction mechanism: the independent credit bureau with 

great credibility. In this way, borrowers’ credit scores are objective and not affected by the 

interest of P2P platform. Different with the credit evaluation method applied in the Lending Club, 

Chinese P2P platforms evaluate the borrowers’ credit by themselves. Due to the lack of 

individual credit evaluation system in China, P2P platforms have no ways to collect objective 

credit information from a third party. All the works related with collecting, evaluating, 

processing and grading borrowers’ credit information need to be done by the platforms. This 

situation leads to a huge flaw in credit risk management. For the P2P platforms, the main profits 

are the commission of successful transactions. Then, if the platforms do not have to take 

responsibility of any bed debt, they have great incentives to accomplish transactions as many as 



possible. It definitely affects the fairness of credit score and credit evaluation. Therefore, it is 

important for credit risk management in the P2P market that credit evaluation should be 

objective and independent of platforms’ interest. As mentioned above, good credit risk 

management could reduce default rate. Thus,  

 

 H1. An objective credit evaluation process or credit score helps credit risk management by 

reducing default rate. 

 

Besides using FICO score as an objective credit evaluation criterion, Lending Club also 

allocates an assigned grade to each loan. This grade is based on Lending Club’s own analysis 

that considers more details about loan transactions, such as the number of accounts on which the 

borrower is now delinquent, the number of trades opened in past 24 hours, the purpose of the 

loan request, etc. The grade reflects dynamic credit information about the borrowers. Since the 

loan transactions are conducted via the Internet, online business could have huge changes within 

a short time (Yin and Zhang 2013). The credit score provided by a third party, such as FICO 

score, cannot reflect the changes in P2P platforms in real time. The disability of being dynamic 

may significantly influence the accuracy of credit evaluation. So dynamic is another important 

characteristic of credit evaluation in the P2P platform. Thus,  

 

 H2. A dynamic credit evaluation process or credit score helps credit risk management by 

reducing default rate. 

 

III. Method and Results 

 

In this paper, we use a data set about loans provided by Lending Club. The data set 

contains detailed statistic information about 251 loans issued from 12/29/2013 to 12/30/2013 in 

the platform. For each loan, there are supposed to have 85 variables to describe its loan 

characteristics, transaction details, and the borrower’s credit information. To point out the 

importance of objective and dynamic credit evaluation in credit risk management in the P2P 

lending market, we measured the relationship between the FICO credit score/Lending Club 

assigned grade and expected default rate. In the available data, Lending Club uses credit score 

provided by FICO, which is an American public company that provides financial service 

companies with analytics and decision making service (including credit scoring) to help them 

make complex decisions. Personal FICO score is calculated based on information about payment 

history, credit utilization, length of credit history, types of credit used, and recent searches for 

credit. The classic FICO score is between 300 and 850. Since this score is provided by the third 

party with great credibility, it could be considered as an objective evaluation describing an 

individual’s comprehensive credit. According to our available data about Lending Club, the 

related statistics are presented in Table One. It shows that the borrowers commonly have high 

FICO scores, implying that Lending Club may have a threshold of the borrower’s FICO score.  

 

To investigate the relationship between objectivity of credit evaluation and default rate, 

we do a regression test in R by using FICO score as independent variable and expected default 

rate as dependent variable. From the results, we found that p-value for expected default rate is 

less than 0.001, which means the differences on expected default rate caused by FICO scores are 

highly significant. Additionally, the negative coefficient represents that the higher the FICO 



score, the lower the expected default rate. The results support our first hypothesis. The detailed 

statistics are listed in Table Two. 

 

To investigate the relationship between dynamic characteristic of credit evaluation and 

default rate, we do a regression test in R by using the Lending Club assigned grade as 

independent variable and expected default rate as dependent variable. From the results, we found 

that p-value for expected default rate is less than 0.001, which means the differences on the 

expected default rate caused by the Lending Club assigned grade are highly significant.  

Additionally, the positive coefficient represents that the higher the Lending Club Assigned Grade, 

the higher the expected default rate. The results support our second hypothesis. The detailed 

statistics are listed in Table Two. 

 

Table One: Statistics on FICO Score in Data About Lending Club. 

 Minimum 1
st
 Quartile Median Mean 3

rd
 Quartile Maximum 

FICO range low 610 685 710 713 740 825 

FICO range high 614 689 714 717 744 829 

 

Table Two: Regression Analysis for Expected Default Rate  

Independent variable Coefficient (p-value) 

FICO Score -0.004218*** (1.5e-13) 

Lending Club Assigned Grade  0.002236*** (2.2e-16) 

Significant code: *p<0.10, **p<0.01, ***p<0.001 

 

IV. Conclusions and Discussion 

 

This paper makes academic contributions to credit evaluation in the P2P market by 

pointing out the usefulness of objective and dynamic credit evaluation in credit risk management 

in the American P2P lending market. By analyzing Lending Club’s sample data set, our research 

demonstrates that making credit evaluation objective and independent of platforms’ interest 

helps the platform reduce default risk. In addition, applying dynamic credit evaluation is also 

important for the P2P platform since it provides more accurate and updated credit information 

about borrowers than the static one does. With the rapid development of the P2P market, the 

problems with credit evaluation will become more complex. In the future, the researches about 

credit risk management in the P2P lending market could discuss deeper issues. For example, 

besides evaluating individual credit history and record, P2P platforms may also need to consider 

the borrower’s social network, which provides a comprehensive picture about a social person (Li 

et al. 2013). Therefore, the researches on credit evaluation involve theories in sociology and 

psychology. 

 

This paper also has practical contributions. First, it points out the differences on credit 

evaluation applied in P2P industry in U.S. and China. Second, it specifically analyzes Lending 

Club and takes it as a classic example to elaborate the importance of applying objective and 

dynamic credit evaluation. Third, it suggests that it is necessary for the Chinese P2P market to 

make related policy and establish a credit evaluation system to enable objective credit 

information available for all P2P platforms. Based on our results, we believe that the business 

model and experience on credit risk management in P2P market in U.S. is worth of learning for 



Chinese P2P market. Establishing a fair credit evaluation system in China needs different parties’ 

efforts and cooperation. All players in the market should participate in the refined credit 

evaluation processes, such as government, supervision, P2P platforms, borrowers, lenders, etc. 

The P2P market has promising future and is an emerging industry worthy of discussion for both 

academic scholars and business practitioners. 
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