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Foreword

The “crowd” has attracted considerable attention from many academic
fields. For good reason, crowd-based processes have gained more and
more practical relevance, for instance in problem-solving or in finance. In
this book volume on the economics of crowdfunding, Douglas Cumming
and Lars Hornuf have gathered an impressive group of contributors
exploring various facets of the phenomenon.

The definition of crowdfunding is comprehensive: Cumming and
Hornuf include reward-based and donation-based crowdfunding, equity
crowdfunding (crowdinvesting), and marketplace (peer-to-peer) lending
within the scope of the investigations presented here. Given the early
stage of the evolution of these processes, going for breadth is a compel-
ling choice.

The chapters in this volume cover a wide set of topics. In Chap. 1, the
editors provide an insightful overview of the literature regarding dona-
tion- and reward-based crowdfunding, crowdinvesting, and crowdlend-
ing models. The first part of the book then turns to the role of
crowdfunding for small companies and start-ups. Leboeuf and
Schwienbacher discuss in Chap. 2 the role of crowdfunding as a novel
financing tool for small enterprises and explore which types of firms are
most likely to benefit from widely available crowdfunding. Vismara
(Chap. 3) addresses informational inefficiencies in crowdfunding mar-
kets and identifies various forms of signals as possible solutions to these

vii
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problems. Lambert, Ralcheva, and Roosenboom (Chap. 4) take a close
look at the relationship between the entrepreneur who seeks to obtain
financing and the crowd, and at the informational asymmetries that may
ultimately limit the efficacy of crowdfunding. Hainz (Chap. 5) then turns
to cases of fraudulent behavior in the context of crowdfunding. Coming
to grips with such cases and possible underlying incentives for fraud will
be an important factor in strengthening crowdfunding as a new financing
tool.

Market structure aspects are studied by Fenwick, McCahery, and
Vermeulen in Chap. 6, while Mollick studies the impact of reward-based
crowdfunding on entrepreneurship in Chap. 7, employing surveys of
Kickstarter funders. The backers of projects are also at the focus of Chap.
8 where Bayus and Kuppuswamy analyze dynamics over the project
funding cycle.

The final three chapters cover regulatory aspects of crowdfunding.
Bradford (Chap. 9) presents an analysis of regulation in the USA, while
KlIshn (Chap. 10) explores the European regulatory environment. Amour
and Enriques (Chap. 11) compare regulation in the USA and the
UK. Given that countries are by now almost competing to set attractive
boundary conditions for financing via the crowd, these country-level and
comparative assessments should be highly relevant to policy makers and
researchers alike.

For any academic or practitioner who wants to have a quick and thor-
ough start into the fascinating and complex economics of crowdfunding,
this volume is an excellent point of departure. The collection of articles
tackles the phenomenon of crowdfunding comprehensively. Final answers
as to how important crowdfunding will be as a novel financing instru-
ment in the future will still have to be explored. Presently, the contribu-
tions assembled here cover major research questions, summarize the
existing literature, and offer first insights regarding regulatory responses.
The editors and the authors have undertaken an important step toward a
better understanding of a fascinating and multifaceted phenomenon.

Max Planck Institute for Innovation and Dietmar Harhoff
Competition, Munich, Germany July 2017



Preface

This book studies crowdfunding as a new financing tool in the entrepre-
neurial finance ecosystem. The analyses in the book serve multiple pur-
poses. From an academic perspective, the book attempts to give a topical
overview over the recent scholarly literature on crowdfunding. While five
years ago, very few academics started to shift their attention toward this
new topic, by the end of the decade almost no finance and certainly no
entrepreneurial finance conference goes without research findings in
crowdfunding. Even entire conferences have been dedicated to crowd-
funding. On February 8, 2013, the Crowdinvesting Symposium took place
for the first time at LMU Munich and on October 17, 2013, the Berkeley
Crowdfunding Symposium discussed the latest research on crowdfunding.
Journals like Entrepreneurship Theory and Practice as well as Small Business
Economics have dedicated special issues to crowdfunding. From a practi-
tioners’ perspective, this book summarizes what works in crowdfunding
and what does not. Portal owners and entrepreneurs looking for funding
might use the insights provided here to structure their campaigns effec-
tively. Investors learn from empirical studies about their own behavior
and potentially avoid making costly mistakes. Finally, from a policy-
maker perspective, the book provides evidence whether crowdfunding
should be fostered or prohibited as a new financing tool. To address these
questions in a rigorous and state-of-the-art manner, we have gathered
some of the most well-known scholars in the field.
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The book tackles four broad topics. The first three are economic in
nature and investigate what we have learned so far about start-ups, por-
tals, as well as backers and investors in the crowdfunding realm. These
topics are covered by 19 outstanding management, finance, and econom-
ics scholars. Thereafter, based on the economic evidence, four outstand-
ing legal scholars have investigated how crowdfunding is currently
regulated and potentially ought to be regulated in the future. Their focus
is on the USA, the European Union, as well as individual member states
such as the UK and Germany.

Moreover, to make the book more readable and consistent, we decided
on the following simple terminologies. Crowdfunding encompasses four
major business models. The donation-based crowdfunding model involves,
for example, the funding of philanthropic and research projects. Under
this model, backers donate money to support a project without expecting
compensation. This differs under the reward-based crowdfunding model
in which backers are promised tangible or intangible perks, such as a sup-
porter T-shirt or having their name posted on the campaign website. At
times, the reward-based model of crowdfunding may resemble a pre-
purchase, such as when backers fund a product or service they wish to
consume and which is still to be developed by the entrepreneur. Under
these models, the crowd is referred to as backers, because they do not
invest but donate their funds or pre-purchase a product or service.
Popular examples are video games (e.g., Star Citizen) or the Pebble smart-
watch. Portals include, for example, Crowdfunder.co.uk, Indiegogo,
Kickstarter, and Startnext.

Crowdinvesting—which is also referred to as investment-based crowd-
funding, securities crowdfunding, or equity crowdfunding—is a subcat-
egory of crowdfunding and refers to an alternative form of external
finance for firms in countries that permit the solicitation of the general
public. The solicitation often takes place without or with a “light” version
of a securities prospectus (e.g., JOBS Act Title III in the USA or the
Small Investor Protection Act in Germany). The crowd participates in the
uncertain future cash flows of a firm via equity, mezzanine, or debt
finance. The crowd is referred to as investors, as they make a financial
decision and do not consume a product. Portals include, for example,

Companisto, Crowdcube, Republic, Seedrs, Seedmatch, and WiSeed.
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Crowdlending is another subcategory of crowdfunding where loans are
extended to an individual or firm at a fixed interest rate. The crowd is
referred to as lenders. Unlike in the crowdinvesting domain, repayment
by the borrowers starts immediately. Portals include, for example,
LendingClub, FundingCircle, and Auxmoney.

Toronto, Canada Douglas Cumming
Bremen, Germany Lars Hornuf
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Introduction

Douglas Cumming and Lars Hornuf

Crowdfunding has experienced tremendous growth and developed into a
global multibillion-dollar business over the course of the last five years.
The most successful segment of the nascent market is crowdlending,
which is also referred to as peer-to-peer lending or marketplace lending,
and had an estimated global market volume of USD 25 billion in 2015
(Massolution 2016). Although more recent figures on the overall market
volume are not yet available, market growth has most likely continued
during the years 2016 and 2017. The portal Lending Club alone reported
to have funded loans worth USD 31 billion by the end of 2017. The

other market segments are considerably smaller and are comparable in

D. Cumming
Schulich School of Business, York University, Toronto, ON, Canada
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Business Studies & Economics, University of Bremen, Bremen, Germany

Max Planck Institute for Innovation and Competition, Munich, Germany
Center of Finance, University of Regensburg, Regensburg, Germany

CESifo, Munich, Germany

© The Author(s) 2018 1
D. Cumming, L. Hornuf (eds.), 7he Economics of Crowdfunding,
https://doi.org/10.1007/978-3-319-66119-3_1



2 D. Cumming and L. Hornuf

30
25.10

W
[\
[oe]
W

8]
N
(o]

[\

wn

[=)

' 081 040 024
<& < < < < < <
SHEEN AN S O

& O g 9 & & N
S o i RS & X &
o S & S N 3
X & o & &
Qo° N ®’ <&

Fig. 1.1 Global crowdfunding market by segment volume, USD billions in 2015

size. According to Massolution (2016), donation-based crowdfunding
reached a global volume of USD 2.85 billion, reward-based crowdfund-
ing USD 2.68 billion, and crowdinvesting USD 2.50 billion in 2015.
New segments such as royalty-based crowdfunding, hybrid forms of
crowdfunding, and token presales or Initial Coin Offerings exhibit rela-
tively small market volumes (Fig. 1.1).

Depending on the jurisdiction under which platforms are operating,
their business models often cut out traditional financial intermediaries.
On the upside, this might reduce transaction costs and make financial
services more cost-efhicient. Furthermore, crowdlending portals may be
well equipped to develop credit risk models that are geared to high-risk
loans. They may thus provide a better assessment of high-risk customers
than traditional financial intermediaries that used to refuse certain indi-
viduals and businesses access to mainstream financial services. Put differ-
ently, crowdfunding portals have identified the inability of traditional
banks to extend loans as a business opportunity and consequently seek to
fill the existing funding gaps. At the same time, many crowdfunding mar-
kets lack financial intermediaries that screen and monitor borrowers.
Portals have regularly no skin in the game and consequently have little
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incentives to consider the performance of their investors. Under the new
US crowdinvesting rules, the funding portals and their directors are even
prohibited to have any financial interest in the issuer. From a macroeco-
nomic and systemic risk perspective, this might be a desirable setting, as
no crowdfunding platform can become too big to fail.

Moreover, all crowdfunding platforms cater per definition to two-
sided markets. This means that platforms need not only attract borrow-
ers, start-ups, or charity beneficiaries but also individuals who are willing
to donate or put their money into a risky investment. Thus, if platforms
intend to operate in the market over a considerable period of time, they
should, in line with Rochet and Tirole (2003), have good incentives to
serve the interest of all market participants including the investors.
Whether the owners and managers of a crowdfunding platform intend to
operate a long-term business or rather engage in fly-by-night operations
is ultimately an empirical question. However, some caution is warranted.
Opver the course of one and a half years, the Chinese crowdlending plat-
form Ezubao, for example, had attracted a total of USD 7.6 billion from
around 900,000 investors. In January 2016, it became obvious that the
portal operated a Ponzi scheme and senior executives had spent consider-
able amounts of investors’ money on private expenses, making very little
real investments.

Platforms are not the only market players that engage in fraud. Several
project creators in reward-based crowdfunding have been identified as
being scams (Cumming et al. 2016). For example, the Kobe beef jerky
campaign was just about being completed, when Kickstarter stopped the
USD 120,309 going to the fraudsters’ bank account. Whether the crowd
is well positioned to identify scams is not clear. Mollick and Nanda
(2015) find, for a sample of theater projects, that the financing decisions
of the crowd and professional funders are quite consistent and that there
is no difference in the quality of projects that receive funding by the
crowd and those funded by professionals. On the other hand, crowd-
funding platforms lack some of the features that Surowiecki (2004) iden-
tified as being important for the ‘wisdom of the crowd’ to emerge.
Although the crowd might be a diversified enough group to distinguish
valuable projects and scams, the decision-making process of backers and
investors on the various Internet platforms is hardly independent and
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might also be driven be irrational herding. Some early contributions from
the crowdlending realm indicate that investors can, however, also engage
in strategic and rational herding (Herzenstein et al. 2011a).

If operations did not already fall under existing securities or banking
laws, policy makers have so far taken a wait-and-see approach or imple-
mented a light form of regulation that is to be adapted once regulators
have learned more about the functioning of crowdfunding markets. The
reason for the reluctant approach of many regulators is that they also
understand the potential of serving underbanked individuals and small
businesses that are at the core of economic growth. Large groups of the
population might for the first time receive funding that was not available
to them but should have been from an economic efficiency standpoint.
Furthermore, crowdfunding also has a democratizing element in the
sense that investors get access to a new asset class that was not available to
them before.

In recent years, the academic literature has also shown a growing
interest in crowdfunding. Some segments have received attention ear-
lier than others, which was mostly due to data availability and the
relevance of the respective crowdfunding segments. As noted in the
Preface of this book, crowdfunding consists of four different business
models. The funding of philanthropic and research projects is known
as the donation-based crowdfunding model, where backers donate
money to a project without subsequently receiving a monetary com-
pensation. Still, backers may derive utility from the act of donation,
for which Andreoni (1989) coined the term warm-glow effect. In an
early study, Saxton and Wang (2014) analyzed data from Facebook
Causes. They evidence that in the Internet traditional economic expla-
nations are less important for charity-giving decisions than social net-
work effect explanations are. Moreover, they revealed that health-related
causes were most appealing to donors. Crowdfunding platforms that
return donations in the event of not meeting capital goals tend to lead
to larger contributions in total according to simulations (Wash and
Solomon 2014) and empirical evidence (Cumming et al. 2015).
Further, donors often invest very early or very late in crowdfunding
and projects are more likely to be completely funded if donors invest
early (Solomon et al. 2015).
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Under the reward-based crowdfunding model, backers are promised a
product or a perk. In a seminal article, Mollick (2014) examined the
delivery rate in reward-based crowdfunding campaigns. Using data from
Kickstarter, he found that most project creators intend delivering the
product they promised, but many deliver it with a considerable delay.
Crowdinvesting, which is also referred to as investment-based crowdfund-
ing, securities crowdfunding, or equity crowdfunding, is an Internet-
based form of external finance for firms. Solicitation of investors often
takes place without or with a ‘light’ version of a securities prospectus.
Investors participate in the uncertain future cash flows of a firm via
equity, mezzanine, or debt finance. In one of the first articles on the
topic, Ahlers et al. (2015) examine the effectiveness of signals that start-
ups use to induce investors. They find that retaining equity and providing
more detailed information about risks are interpreted as effective signals
by the crowd. In another seminar article, Agrawal et al. (2015) find that
local funders are less responsive to information about the cumulative
funds raised during a crowdinvesting campaign. They further evidence
that this effect is largely driven by investors during the early phase of the
campaign who have an offline social relationship with the creator.

Crowdlending is another form of crowdfunding where loans are
extended to an individual or firm at a fixed interest rate. Under this
model, the crowd may adequately be referred to as lenders. Unlike in the
other crowdfunding models, repayment often starts immediately. In one
of the first articles, Lin et al. (2013) find that female borrowers secure
financing more often than men. Moreover, Herzenstein et al. (2011b)
show that a detailed loan description positively affects the probability of
financing. Recently, Iyer et al. (2015) have highlighted that soft factors
together with the rating category of the loan enable lenders to infer
approximately one-third of the variation in the creditworthiness indi-
cated in the borrower’s credit score. While a complete overview of the
literature on crowdlending goes beyond the scope of this introduction, a
worthwhile summary of the most important articles for the different
crowdfunding segments is provided by Dorfleitner et al. (2017, 85ff.).

While this book gives an overview of the current state of crowdfunding
research and partly develops it further, we also want to provide a glimpse
on what we believe are future research topics. First, while rigorous research
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has developed in all segments of crowdfunding, little research exists that
takes a comparative stance. For example, one might ask whether firms
fare better when they are funding new projects through reward-based
crowdfunding, crowdinvesting, or crowdlending. On the other side of
the coin, it is not yet clear whether it is more efficient for backers to invest
in a firm, to extend a loan, or to receive a product that can later poten-
tially be resold or consumed. Second, while scholarly literature has looked
at funding success, not much is known about the ultimate success of a
venture. Future research might thus ask whether crowdfunding creates
sustainable firms and what the relevant success factors are to that respect.
Third, little is known about the motives of backers and investors. While
pure or impure altruism most likely plays a role in donation-based crowd-
funding, the warm-glow effect might to some extent even exist in crowd-
investing and crowdlending. Given that some investors might
systematically lose money from these investments and still decide to sup-
port this type of ventures for non-monetary reasons, it raises interesting
policy questions that ought to be answered in the future. The authors in
this book already answer some of them.
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Crowdfunding as a New Financing Tool

Gaél Leboeuf and Armin Schwienbacher

2.1 Introduction

The lack of access to finance is well recognized as being one of the main
difficulties for many start-ups, especially risky and innovative ones
(Carpenter and Petersen 2002). While much of this difficulty stems from
the severe information asymmetries and agency costs that many start-ups
face, others may be due to the lack of fit with the investors’ investment
objectives. When external finance is required, selecting the right form of
finance is crucial for successfully developing an entrepreneurial activity,
and this choice involves different trade-offs, owing to different pros and
cons for each type of financing source (Cosh et al. 2009). For example, in
general, start-ups with an intermediate level of growth prospects are not
eligible for venture capital finance, as managers seek investments in risky
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but high-growth companies. These start-ups may then receive funding
from business angels or friends and family. Similarly, while most tradi-
tional start-ups rely on bank loans (Robb and Robinson 2014), candi-
dates for bank loans need to provide collateral and sufficient cash flows to
sustain interest payments, two elements that research and development
(R&D)-intensive start-ups typically do not have.

The digital revolution, combined with social media and structured
crowdfunding platforms that act as intermediaries between fund seekers
(entrepreneurs) and small fund providers (the crowd), offers new oppor-
tunities to raise capital to develop a company or launch a project, and
sometimes even to finance risky R&D expenditures in existing entrepre-
neurial companies (Belleflamme et al. 2014; Mollick 2014). Internet-
based crowdfunding now allows even small entrepreneurs to raise funds
from a large crowd, as communication costs have virtually disappeared
with the Internet. In countries with a lack of sufhicient seed and start-up
capital such as angel finance and friends and family, crowdfunding has
the potential to help fill the funding gap because it allows nonqualified
individuals to also invest in innovative start-ups (Hornuf and
Schwienbacher 2017). In the case of reward-based crowdfunding, the
amount of funds collected during the campaign may further offer valu-
able feedback on the market prospects of the product being produced by
the entrepreneur (Chemla and Tinn 2016; Schwienbacher 2014).

While research on crowdfunding still offers a largely incomplete pic-
ture of the phenomenon, existing studies indicate that crowdfunders par-
ticipate for very different reasons and that these reasons also vary across
the different types of crowdfunding. Moreover, entrepreneurs launching
a crowdfunding campaign may self-select to do so, as crowdfunding may
not be the best choice for all entrepreneurs. Therefore, in this chapter we
argue that while crowdfunding may fill a funding gap, specific types of
entrepreneurs are more likely to benefit, as they are better able to match
crowdfunders’ preferences for participating in a crowdfunding campaign
and reap the benefits of crowd participation.

In this chapter, we first discuss how crowdfunding fits into the tradi-
tional financing cycle of small businesses and start-ups. We then raise the
question as to whether crowdfunding solves a specific funding gap, a nec-
essary condition to justify crowdfunding as a viable source of entrepre-
neurial finance in the long run. Finally, we elaborate on the type of
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entrepreneurial activities and entrepreneurs who are more likely to benefit
from crowdfunding. Many of these issues are covered in more detail in
subsequent chapters.

2.2 The New Financing Cycle

Start-ups get financed under what is commonly described as the so-called
financial growth-cycle paradigm, proposed by Berger and Udell (1998).
This paradigm largely considers a linear relationship between sources of
funding and stages of development, in which the type of funding is a
function of the start-up’s stage of development. In this framework, each
funding source is characterized by its relative capacity to deal with infor-
mation asymmetries and moral hazard and, most crucially, by its funding
capacity in terms of size. Start-ups at their initial stage may rely on friends
and family, bootstrap finance, and business angels, all of which may pro-
vide limited amounts of capital. For larger amounts, venture capital funds
may be tapped, as they often make staged investments of several millions
of dollars or euros. Much larger and more developed companies may go
public through an initial public offering as a means to raise money on a
regulated, public stock market. These firms, however, are already at a
more mature stage, with lower technological and market risks, and thus
are prone to less information asymmetry problems. Bank finance may be
available for any amount (Schwienbacher 2013) but is not suitable for
start-ups exhibiting high levels of information asymmetry or moral haz-
ard problems or start-ups with a lack of collateral and insufficient reve-
nues to support interest payments.

A first-order question is where crowdfunding is situated in this frame-
work. We suggest that the answer depends largely on the type of crowd-
funding considered. Reward-based crowdfunding more closely resembles
supplier finance, while crowdlending resembles bank finance, an equity-
based crowdfunding angel (Hornuf and Schwienbacher 2016), and, to a
lesser extent, venture capital finance (and perhaps even an initial public
offering on smaller stock market segments, such as the Marché Libre in
Paris or the Alternative Investment Market in London, though only for
some outliers for the time being). Indeed, recently, some start-ups have
raised several millions of euros on equity-crowdfunding platforms in
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Germany, making it a potentially credible alternative to venture capital
(Hornuf and Schwienbacher 2017). Donation-based crowdfunding may
at times resemble bootstrap finance, insofar as bootstrap finance some-
times involves relying on “free” resources. Considering these distinctions,
crowdfunding typically fits with early stage and expansion-stage finance
in terms of stage of development.

Still, crowdfunding needs to fill a funding gap to be a viable source of
funding (for a general discussion on funding gaps in the context of entre-
preneurial finance, see Cressy 2002). If it only substitutes for another
source such that it merely crowds out the existing source without offering
some specific benefits (either lower transaction costs or reduced contrac-
tual inefficiency), its economic value is limited. Research, however, sug-
gests that this is not the case. While crowdfunding may generate its own
transaction costs and risks (Griffin 2013; Hazen 2012; Hildebrand et al.
2016; Mollick 2013), it may provide efhcient funding for some types of
entrepreneurial initiatives. One possible source of gains is the extra infor-
mation obtained in reward-based crowdfunding campaigns on possible
demand for the product (Chemla and Tinn 2016; Schwienbacher 2014).
In this type of crowdfunding, the entrepreneur typically produces the
product as a reward so that it resembles “prepurchasing.” Then, the crowd-
funding campaign gives a better view of market demand, similar to a
market analysis—except that, here, individuals do not simply claim to be
willing to buy the product but already prepurchase it, making it a more
credible source of information than a simple market analysis. Moreover,
under an all-or-nothing funding model, risk may be reduced for the
entrepreneur, because the threshold level for undertaking the project pro-
vides a call option to the entrepreneur, who will then not undertake the
project if demand does not cover costs (Cumming et al. 2016). This
model reduces operational risk of the project because no financial resources
have been engaged yet; they are only engaged if enough demand is secured
during the reward-based crowdfunding campaign. Relatedly, Hakenes
and Schlegel (2014) show that in equity-based crowdfunding, investors
are willing to reveal private information about their interest to invest if the
campaign is run under the all-or-nothing funding model, as then they are
guaranteed that their commitment will be canceled in case of lack of suf-
ficient interest by other potential investors. The generation of valuable
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information through the aggregation of individual preferences is often
referred to as a manifestation of “wisdom of crowds,” which leads to infor-
mation that cannot become available with traditional sources of finance.

Crowdfunding may further help entrepreneurs access venture capital
funds. Recent studies show that successful crowdfunding campaigns tend
to attract follow-up funding more easily in the form of venture capital. In
the subsample of projects that raised more than USD 100,000 on
Kickstarter or Indiegogo, Shafi and Colombo (2016) find that these
entrepreneurs were significantly more likely to raise venture capital. This
means that crowdfunding is a valuable first step in attracting the atten-
tion of larger investors, if necessary.

A final reason for the possible viability of crowdfunding as a distinct
source of entrepreneurial funding involves the lack of seed capital avail-
able in the economy, as often argued in Europe, due to the lack of angel
finance. In this case, crowdfunding may help reduce the gap between
available seed capital and availability of valuable investment opportuni-
ties. Hornuf and Schwienbacher (2017) argue that this point makes
equity-based crowdfunding even more important in Europe than in the
United States. Considering these different arguments, it seems plausible
that crowdfunding is helping fill a funding gap.

2.3 The Crowd as Financier

In this section, we take a closer look at the crowd as fund provider. The
crowd represents a pool of potential funders, each with a different profile
and expectations but sharing the same willingness to finance a project or
an entrepreneur. While some members may be part of a specific commu-
nity of fans sharing common interests and preferences (especially for art
and music projects), most often these individuals do not know one
another. In what follows, we discuss some profiles of crowdfunders for
the different crowdfunding types (donation-/reward-based crowdfund-
ing, crowdinvesting, and crowdlending) and their motivation to
participate in crowdfunding campaigns. Then, we discuss mechanisms
offered by crowdfunding to investors to evaluate their decision to back a
project or a proposed investment opportunity, including risk sharing,
herding behavior, and informational cascade.
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2.3.1 Profiles and Motivations of Crowdfunders

The main objective of an entrepreneur who relies on crowdfunding is to
raise capital from a large number of small investors. While donation- and
reward-based crowdfunding can only rely on nonprofessional partici-
pants (fans, donors, or consumers), crowdinvesting and crowdlending
offer promises of possible capital gains and dividends (for equity) or
interest payments (for loans), thus enabling professional investors to par-
ticipate as well.

An important distinction between professional and nonprofessional
participants is that the main goal of nonprofessional participants is not
purely based on profits (Bretschneider et al. 2014; Cumming and Johan
2013). For example, the backers of a Kickstarter campaign may contrib-
ute to prepurchase an object (a consumption decision), to help a known
entrepreneur (support of an entrepreneurial initiative), to support a cause
they believe in (charity), or to obtain recognition by being part of a group.
Conversely, professional investors need to generate profits from their
investing activities, especially if they manage capital for clients, even if
they may follow other goals such as promoting socially responsible invest-
ments and economic development. These latter goals will generally be of
second order, however.

It is important to distinguish between donation- or reward-based
crowdfunding and crowdinvesting and crowdlending. In donation-
based crowdfunding, backers do not receive any reward from their con-
tribution. In reward-based crowdfunding, backers may be eligible to
receive a reward, depending on the promises made by the entrepreneur
and the amount pledged during the campaign. Entrepreneurs offer
greater rewards for higher contributions. In contrast, in crowdlending
and crowdinvesting, entrepreneurs offer crowdfunders the possibility to
earn financial returns and, thus, to become an investor. The possibility
to earn financial returns is more likely to attract more traditional inves-
tors, including professional investors; for example, AngelList offers a
program for professional investors, while Lending Club recently started
with a pension fund. Table 2.1 illustrates the main motivations crowd-
funders pursue based on their profile (professional or nonprofessional
investors) and on the type of crowdfunding (donation-/reward-based
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Table 2.1 Differences in motivation between professional and nonprofessional
investors

Donation- and
reward-based

crowdfunding Crowdlending and crowdinvesting
Professional - Financial returns (with or without
investors secondary objectives, such as

supporting entrepreneurial
activities, networking, and
portfolio diversification)

Nonprofessional Reward, warm glow, Financial returns, supporting
investors altruism, entrepreneurial activities, fun to
recognition, invest/participate, recognition,
reciprocity, reciprocity, identification

identification
Note: Adapted from Bretschneider et al. (2014), Cumming and Johan (2013)

crowdfunding or crowdinvesting/crowdlending). While professional
investors tend to limit contributions to profit-generating crowdfunding
types (crowdlending and crowdinvesting), we find nonprofessional par-
ticipants in both categories (profit-generating and donation-/reward-
based). Although we know that warm glow, altruism, recognition,
reciprocity, and identification have an impact on the decision to partici-
pate, the main motivation of investors is compensation in the form of
either expected final returns or the promised reward (Cholakova and
Clarysse 2015).

The overall number of backers may also affect the ultimate level of
benefits accruing to individual backers. Belleflamme et al. (2015) discuss
the different ways that network effects may affect the overall utility from
participating in a crowdfunding campaign. Such network effects may
occur between groups (cross-group effects between entrepreneurs and
crowdfunders) and within a single group (within-group effects between
entrepreneurs themselves or crowdfunders themselves). In the first case, a
network effect may arise across projects of a same category, as more
crowdfunders on the platform may attract more entrepreneurs (more
crowdfunders means greater funding capacity overall), which in turn may
attract even more crowdfunders (more entrepreneurs means a greater
variety of projects). The second case considers network effects within the
group of crowdfunders. Two opposing effects may occur. On the one
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hand, more crowdfunders may make it more attractive for other indi-
viduals to join the platform because projects are more likely to be funded
and, thus, successful; on the other hand, more crowdfunders can mean
more competition for a limited number of rewards or securities. This
negative impact is most likely to be severe in crowdinvesting, in which a
limited number of securities are sold. Whether network effects have a
positive or negative impact on group participation depends on the type
of platform and its structure.

Next, it is possible to distinguish profiles of investors/backers accord-
ing to their behavior in and active contribution to the project. Lin et al.
(2014) classify crowdfunders into four groups: active backers, trend fol-
lowers, altruistic backers, and the crowd. Active backers are those who
invest early during the campaign in many projects and are less sensitive to
the number of backers who have already invested in a project. Trend fol-
lowers invest later in projects and are more sensitive to the number of
backers who have already committed; they wait to see how funding
dynamics evolve. Altruistic backers invest for reasons other than invest-
ment success; thus, they are the typical backers in donation-based crowd-
funding. Finally, the broader crowd encompasses backers with no typical
behavior of the three former groups.

It is also worth noting the presence of another class of backers: peers.
Indeed, many entrepreneurs in crowdfunding campaigns are also backers
in other projects (Zvilichovsky et al. 2015). When supporting projects of
others before starting their own campaign, entrepreneurs increase their
chances to succeed. Through reciprocity, entrepreneurs are likely to
receive pledges for their own project from other entrepreneurs they

helped before starting.

2.3.2 Risk/Return Balance and Assessment
of Investment Opportunities

Although the backers may be motivated by various reasons and the
amount involved may be rather low in crowdfunding, the crowd remains
responsive to the relationship between risk and success (or return) of the
project. Cumming et al. (2016) show that the crowd responds to both
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the level of the funding goal and the funding model used. By funding
model, the authors are referring to the two important models “all-or-
nothing” and “keep-it-all.” They investigate the context of Indiegogo, an
international crowdfunding website on which entrepreneurs can choose
between the two models. If a project requires a higher goal, the crowd
could view the project as having larger fixed costs and thus having a lower
chance to gather the amount required. In the same way, if an entrepre-
neur chooses the keep-it-all funding model, the project can be under-
funded (as the entrepreneur receives the money even if the funding goal
is not achieved), and the risk borne by backers is higher from the increased
risk of never receiving the reward or any return on their investment.

Moreover, the crowd has other mechanisms to assess the quality (and
the likelihood of success) of a crowdfunded project. As with any tradi-
tional investment, crowdfunders have access to the basic information
provided directly by the entrepreneur on the crowdfunding platform
(e.g., business plan, legal information). Depending on the platform, the
information may be closely audited and formatted or, in contrast, exhibit
great heterogeneity among projects. Still, Mollick (2013) finds that the
crowd evaluates the quality of a project by using the same signals as ven-
ture capitalists. In addition, despite the persistence of traditional biases in
investment decisions such as the home bias (Hornuf and Schmitt 2016;
Lin and Viswanathan 2015), crowdfunding allows a significant reduction
in gender and geographic bias (Agrawal et al. 2011; Mollick and Robb
2016). Compared with traditional venture capital financing, the geo-
graphic distribution is larger in crowdfunding (less limited to some spe-
cific areas such as the Silicon Valley), and recent studies show more
women leading crowdfunding campaigns. Moreover, the crowd is able to
evaluate the project quality at least as accurately as experts, with the
advantage of providing good evaluation of the target market because,
most of the time, members of the crowd are not only investors but also
the final users (Mollick 2013).

As participation of others is often visible in real time during the crowd-
funding campaign, a backer considering participating can estimate the
willingness of others to support the same project. Alternatively, for
crowdfunding platforms trying to reduce herding behavior by hiding pre-
vious participations, comments and/or testimonials are a good indicator
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of crowd support. This leads to specific dynamics during the campaign in
which the contribution of one individual is determined by the behavior
of others. In this context, two effects may affect the decision to pledge:
the number of previous backers and their reputation. First, the number
of backers provides a good signal of the support gained from the crowd.
According to Kuppuswamy and Bayus (2017), the crowd will be more
prone to participate if the number of previous backers at the time of
investment is already high. Second, some backers may decide to disclose
their identity, while others keep their pledge anonymous. If an opinion
leader or an informed backer decides to disclose his or her pledge, he or
she will act as a certifier and attract other backers, in turn increasing the
probability of campaign success (Parker 2014; Ralcheva and Roosenboom
2016). By aggregating both standard financial information and soft
information about borrower quality, Iyer et al. (2015) show that the
crowd can assess the risk of a project and predict failure at least as accu-
rately as a traditional bank scoring system.

2.4 The Entrepreneur as Fundraiser

Most of the big successes in crowdfunding are closely linked to high-tech
firms. Three-dimensional printers, virtual reality glasses, and smart
watches are the most famous crowdfunded projects. Nevertheless, crowd-
funding has existed for a long time, and nonprofit organizations were the
first to use it as a financing source. With their reliance on altruism, char-
ity, or warm glow, tapping a large crowd was the best way to collect sig-
nificantamounts of money to finance their activities. When Internet-based
crowdfunding began appearing at the end of 2000 as a result of the digital
revolution, the first firms to use it were overwhelmingly cultural firms
(e.g., film, music, games), which were then directly followed by design
and technological projects. Today, crowdfunding has become an option
for every kind of start-up. When a project may have global impact, some
platforms offer a worldwide audience. For local projects, other platforms
are available and target a specific country (or even a specific region) or
industry (platforms specialized in music, clean technology, real estate,
and even restaurant).
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The first goal for an entrepreneur using crowdfunding is to raise fund-
ing, but other motivations may also be at play (Gerber et al. 2012). For
example, by using reward-based crowdfunding, an entrepreneur can raise
funding but also test the market for the future product. A lack of support
for the project may indicate a too narrow market for the final product.
Another advantage of a crowdfunding campaign is the ability to use a
cheaper marketing campaign. By taking advantage of the platform’s pop-
ularity and traffic, a new product will have an initial audience and will
benefit from a word-of-mouth effect to reach the most likely customers.

Another motivation is the willingness to replicate the successful experi-
ence of others (Gerber et al. 2012). However, using an Internet platform
to present a project publicly may also have some drawbacks. During a
traditional funding process involving banks, angel investors, or venture
capital funds, an entrepreneur can easily try to find other investors (e.g.,
another bank or venture capital fund) in case the first attempt fails. For
example, if a bank rejects a loan request, the entrepreneur can approach
another bank. Restricted by the confidentiality of bank businesses, this
second bank will not know about the first rejection or the changes the
entrepreneur made to his or her project presentation (business plan) in
response to the received feedback from the first attempt. In the case of
venture capital and angel finance, entrepreneurs typically contact many
investors at the same time to attract attention from a few of them. In
crowdfunding, entrepreneurs almost never get a second chance to make a
first good impression. The Internet is decentralized by nature, and any
information becomes rapidly replicated on many other websites, even if
this information originates from a single source. When something
becomes public on the Internet, it is very difficult to remove all traces of
that information. This rule also applies to crowdfunding campaigns.
First, many crowdfunding platforms keep track of previous campaigns
launched and often allow access to the presentation page of all previous
projects, even failed ones. Second, even when the platform removes (or
limits access to) the information about a past failed attempt, plugging the
name of the project leader into a search engine will sometimes bring to
the surface many external sources of information that may disclose the
entrepreneur’s history. Though requiring some effort on the part of the
investor/backer, the reputation of the entrepreneur leading the project
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may play an important role in a second campaign success. For these rea-
sons, entrepreneurs who experience a first success are more likely to
launch second campaigns. These findings are also in line with theories on
entrepreneurial self-confidence (Bandura 1982; Hayward et al. 2010).
After a first success, the self-confidence of the entrepreneur will increase,
and he or she will more likely reenter with a new project. However, an
entrepreneur who undergoes a first failure will lose self-confidence and be
less likely to undertake a second crowdfunding campaign. Nevertheless,
recent studies show that the campaigns launched by entrepreneurs with a
first success tend to underperform the first campaign by attracting fewer
backers and collecting less money (Leboeuf 2016; Yang and Hahn 2015).
These studies argue that when the first campaign is successful, people
assume that many of the interested backers have already participated in
the new venture. However, when an entrepreneur launches a second cam-
paign shortly after the first, new participants (i.e., other than those who
participated in the first campaign already) may represent a smaller frac-
tion of the backers. Thus, the surprise effect becomes less pronounced,
making any “hype” related to the second campaign less likely.

For the entrepreneur with a first failed crowdfunding experience, the
stigma of failure (Landier 2006) plays a central role in how the nonpro-
fessional crowd will assess the opportunity to invest in a crowdfunding
campaign. Even if the number of backers and the amount pledged are
higher than those during the first attempt, and even if the entrepreneurs
try to mimic successful campaigns in terms of characteristics (e.g., size,
funding model, campaign duration) and disclosure (e.g., length of text,
number of pictures provided), the probability of success of the second
campaign will be lower than any first campaign (Leboeuf 2016). Most of
the time, these efforts are insufficient to overcome the negative reputa-
tion gained from the first failure.

A vibrant stream of research on the entrepreneurial perspective of
crowdfunding investigates the extent to which entrepreneurs rely on their
relatives, close friends, and social networks, often labeled as “social capi-
tal” and proxied by the number of LinkedIn and Facebook connections
of the entrepreneur. These studies show that the success of a crowdfund-
ing campaign strongly relies on the entrepreneur’s capability of mobiliz-
ing his or her social capital (Agrawal et al. 2011, 2015; Colombo et al.
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2015; Mollick 2013; Vismara 2016). Moreover, this stream of literature
shows that the entrepreneur’s willingness to keep the crowd updated by
posting new comments and updates during the campaign helps raise
more funds (Ahlers et al. 2015; Block et al. 2017). Thus, good prepara-

tion and continuous involvement during the campaign are crucial.

2.5 Concluding Remarks

In this chapter, we demonstrate that crowdfunding is a legitimate fund-
ing source for different types of entrepreneurs and that it fills a funding
gap, ranging from seed capital to later-stage funding, depending on the
type of crowdfunding considered. Moreover, this new form of funding is
able to attract nontraditional investors thanks to its specific properties
and mechanisms. A greater number of people may be more easily tempted
to participate because of the small amounts involved for each backer,
though this may also lead to herding behavior and self-implication due to
the disintermediated nature of crowdfunding.

However, crowdfunding still needs to demonstrate strengths to become
a sustainable funding model for entrepreneurs. First, it needs to increase
the trustworthiness for investors (Cumming and Johan 2013) by reduc-
ing information asymmetry in the mechanisms of the various types of
crowdfunding (to avoid investor concerns about where their money goes,
under which legal form, liquidity issues that may arise, and so on) and by
tackling the risks of fraud (false projects, wrong usage of the funds
received by the entrepreneur) (James 2013). Second, the platforms need
to keep in mind that they face nontraditional investors and that perhaps
they should not engage in too much due diligence when the crowd is
perfectly capable of assessing the value of a project (Mollick and Nanda
2015). That is, platforms need to prevent the risks of fraud but not the
project’s market risks.

Crowdfunding is now at a specific point in time in terms of develop-
ment. During its first decade, crowdfunding experienced tremendous
growth and developed under light regulation (leading to a high degree of
freedom of actions and active experimentation). In addition, the crowd-
funding market is still highly decentralized across many platforms and
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many mechanisms. This form of decentralized development is similar to
the situation the Internet faced upon its establishment some decades ago.
Today, however, the Internet is mostly centered on big players (often
called GAFAM, or Google, Apple, Facebook, Amazon.com, and
Microsoft) that control much of the market and are suspected of reduc-
ing freedom (e.g., Google filters search results, Facebook censors some
messages posted by users, Apple is highly restrictive of application devel-
opers, and Microsoft licenses prohibit some usages of its own software).
A threat to crowdfunding as it is known today is the overregulation of the
market and the overconcentration of platforms that will begin appearing
as the market starts consolidating. An increase of regulations will mechan-
ically enhance participants’ protection; however, by tightening the restric-
tions imposed on investor profiles, overregulation may lead to a negative
effect on investors’ freedom. Concentration, for its part, will lower trans-
action costs at the price of reducing options for entrepreneurs to tap the
right crowd. Fewer platforms mean fewer choices for specialized or local
platforms. The next big challenge for crowdfunding will be to find a suit-
able equilibrium as it begins consolidating as a market.
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Signaling to Overcome Inefficiencies
in Crowdfunding Markets

Silvio Vismara

3.1 Introduction

George Akerlof, Michael Spence, and Joseph Stiglitz received the 2001
Nobel Prize in Economics for their work in information economics
(Akerlof 1970). Previously, most economic studies simply ignored infor-
mation asymmetries and assumed that markets would behave substan-
tively the same as markets with perfect information (Stiglitz 2000, 2002).
The signaling theory (Spence 1973, 2002) is perhaps the most widely
used approach to study markets with incomplete and asymmetrically dis-
tributed information in finance, entrepreneurship, and management
(Bergh et al. 2014; Connelly et al. 2011). Essentially, proponents send
signals, or observable actions that provide information about unobserv-
able attributes and likely outcomes, to reduce the gap between stakehold-
ers’ knowledge of them and their enterprise.
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This theory is particularly adaptive to the study of crowdfunding mar-
kets. The signal’s effectiveness also depends on the characteristics of the
receiver, and specifically its costs of accessing and processing information.
Crowdfunding decreases the costs of access to information, but targets
receivers (i.e., the “crowd”) with presumably high information-processing
costs. Crowdfunding platforms allow fundraising from a pool of online
backers, and must cope with collective action problems, as crowd-funders
have neither the ability nor the incentive to devote substantial resources
to due diligence. This might be so because they have invested meager
amounts, making due diligence economically inefficient. Moreover, it
might be individually efficient for crowd-funders to conduct due dili-
gence if they invest higher amounts and consequently expect higher
returns. However, they still cannot coordinate who pays for the due dili-
gence due to collective action problems, or they simply have incentives
for a free ride. This may generate a reluctance to invest in crowdfunding
projects, with potential investors willing to do so only if compensated by
a discount, which could eventually produce an Akerlof-type market fail-
ure, resulting in vanishing markets because the only equilibrium price
would be zero. It is particularly important for the future of these markets
to demonstrate signals’ validity, as once receivers have received a signal
and have used it to successfully make an informed choice, they are more
likely to attend to similar signals in the future.

In this chapter, I first briefly position a study of signals in crowdfund-
ing within the broader literature on signaling in entrepreneurial finance.
Second, I deliver a theoretical discussion and define signals in crowd-
funding, including examples of penalty and handicap signals, and dif-
ferentiate them from passive characteristics and cheap talk. I propose a
taxonomy of signals that matches the senders—namely, such organiza-
tions as firms and nongovernmental organizations (NGOs), and indi-
viduals, both proponents and fellow crowd-funders—and receivers, such
as backers, lenders, and investors. Existing studies are classified in this
taxonomy based on the definitions of reward- and donation-based crowd-
funding, crowd-investing, and crowd-lending (Chap. 1). Third, I provide
a review of the few studies on signal certification and post-signal perfor-
mance, and suggest that such studies are central in identifying effective
signals. I conclude by identifying future research directions.
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3.2 Signaling in Entrepreneurial Finance

In a Modigliani-Miller world without informational asymmetries, tax
bankruptcies, or agency costs, capital structure is irrelevant to a firm’s
total value. However, capital structure matters in the real world, and
companies in need of new financing face an important question regard-
ing how to overcome information asymmetries with potential backers.
Self-financing is a source of entrepreneurial capital that is less subject to
problems caused by information asymmetries, as entrepreneurs contrib-
ute their own money. However, the ability to rapidly grow will be con-
strained with these limited resources if external sources of capital are not
used. When a firm determines a need for external funds, it must then
gain access to capital markets.

The existence of asymmetric information in capital markets means
that external investors might not adequately assess their investment proj-
ects. This effect is most important in the case of a small and innovative
business, due to a lack of reliable information about its actual status and
performance. It is indeed difficult to provide convincing signals regarding
an innovation project’s quality, although this is a key growth determinant
in any new technology-based firm. Many discussions have revolved
around the unsuitability of debt for early stage financing (Stiglitz and
Weiss 1981). Debt holders bear a downside risk, but do not share the
upside of successful innovation. Further, debt-financing prospects are
limited for start-ups, as most of their resources are intangible and tend to
have limited salvage value because of their highly specific nature (Hubbard
1998).

For these reasons, most entrepreneurial finance literature focuses on
external equity (Carpenter and Petersen 2002). This represents a bias, as
evidence indeed exists that even early stage entrepreneurial firms rely
extensively on bank debt (Cassia and Vismara 2009; Robb and Robinson
2014; Hanssens et al. 2016). Broadly, start-ups raise funds from multiple
sources (Hanssens et al. 2015), and central to the present study, new
forms of debt capital are quickly developing for entrepreneurial firms;
one such form is the mini-bond. It is currently unclear whether the trad-
ing of mini-bonds will primarily occur in traditional, regulated markets
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(e.g., ExtraMOT in Italy) or new crowdfunding platforms (e.g.,
Crowdcube in the United Kingdom). Cumming and Vismara (2016)
note that it is unclear as to what will happen when or if interest rates
increase, making traditional bank lending less appealing than at present.
Another form of debt capital for entrepreneurial firms includes crowd-
lending, a debt-based transaction between individuals and existing busi-
nesses (mostly small firms), with many individual lenders contributing to
one loan. The study of these financing mechanisms offers a promising
way to contribute to entrepreneurial finance literature.

Information asymmetry, and its related adverse selection problems in
an entrepreneurial setting, is particularly pronounced due to the difh-
culty that entrepreneurs face in conveying their new ventures’ quality to
firm outsiders, resulting in potentially severe agency issues and moral
hazard problems. Young technology firms’ dilemma involves potential
investors’ problems in evaluating the focal firm’s prospects, as the cost of
exchange increases when a firm cannot be reliably evaluated (Williamson
1985). Many public policies have limited such problems by adopting an
explicit goal to develop risk capital markets for small firms. For instance,
several stock exchanges have established market segments dedicated to
small firms with lower listing barriers (Vismaraetal. 2012). Crowdfunding
markets are, to some extent, another extreme of loosely regulated public
markets.

3.3 Signals in Crowdfunding

Problems in information asymmetries are more severe in crowdfunding
than in other entrepreneurial finance markets. Projects on the capital
demand side are typically proposed by first-time entrepreneurs, which
might actually be favorable, as this might confirm that this new activity
acts to close funding gaps. Individuals with previously no access to finan-
cial resources can now gain access for the first time. To this extent, crowd-
funding may help democratize entrepreneurial finance. On the capital
supply side, crowd-funders are less equipped to overcome information
asymmetry, as they lack the experience and capability to evaluate differ-
ent opportunities, as well as the incentives to do so, due to fixed costs that
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limit the opportunities to perform ex ante due diligence and ex post moni-
toring. Signals play a crucial role in such a context.

Signals are an economic actor’s activities—not passive characteris-
tics—that positively relate to an unobserved attribute that an exchange
partner values, and whose cost inversely relates to the quality of the sender
(i.e., some signalers are in better positions than others to absorb associ-
ated costs).! Differential costs provide the basis for a selection process
whereby receivers can use the signal to select a sender from among a
larger set of signalers. Effective signals are those that create a separating
equilibrium, in which low-quality firms find it more costly or risky to
signal than high-quality firms. A costly signal, but one that is not differ-
entially so for imitative signalers, does not create a separating equilib-
rium. When signaling costs are the same for different quality groups, this
generates a pooling equilibrium, by which receivers are left unsure as to
which signals to believe; one cannot prevent low-quality providers from
imitating the signals of high-quality providers under such conditions. To
be effective, dishonest signals should not pay off.

The same rationale applies to risk, which is the danger of being caught
for false signaling. To be effective, the risk must be stronger for lower-
quality senders. Penalty costs are a form of negative feedback that could
serve as a substitute for signal costs. Signal costs differ in that they occur
by implementing the signal, whereas penalty costs occur only from false
signaling. Ownership stakes offer a conventional example. Retained
equity is typically interpreted as a signal of entrepreneurial intentions,
and strongly correlates with the probability of success in an initial or
follow-on offer in stock markets (Leland and Pyle 1977). Consistent with
corporate finance literature, if growth is the primary goal of crowd-
funders committed to long-term goals, then they should be expected to
retain control of a firm after an offering. As confirmation of this informa-
tion’s importance, the percentage of equity offered is clearly reported on
the home page of projects posted on crowdfunding platforms. Ahlers
etal. (2015) and Vismara (2016) demonstrate that previous results from
different financial settings hold in equity crowdfunding, in that a larger
percentage of equity offered by founders reduces the probability of equity

crowdfunding campaigns’ success.
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A related type of signal, based on bonding mechanisms, is handicap
signaling. For example, lockup clauses are used in initial public offerings
(IPOs), which produce liquidity costs for the firm’s original shareholders.
Insiders in high-quality firms are more willing to “lock in” to the firm’s
ownership, thereby signaling their commitment. The handicap is more
burdensome in low-quality firms, thus creating a separating equilibrium.
A similar bonding option comes from the structure of tax incentives in
the United Kingdom. Benefit occurs in an enterprise investment scheme
(EIS) when shares are held for at least three years from the date of issue;
otherwise, the tax relief will be withdrawn. Opting for such a mechanism
provides a form of a priori confirmation, whereby the signaler will self-
damage if the signal proves to be false.

Stiglitz (2000) highlights two broad information types in which asym-
metry is particularly important: information about quality and informa-
tion about intent. High-quality firms intend to act in a manner that
receivers desire, while low-quality firms do not. However, intentions are
credible signals only when they are binding, and repercussions occur if
the signal’s senders do not follow through on their intended behavior. As
signalers and receivers have partially competing interests, lower-quality
signalers have an incentive to deliver false signals to entice receivers to
select them. Examples of such “cheap talk” come from the IPO markets
(Farrell and Rabin 1996; Almazan et al. 2008). It is unsurprising that
IPO prospectuses are enticing, as these are created with a perspective
toward promoting newly listed ventures. Entrepreneurs and hired inter-
mediaries are indeed keen to create prospectuses that illuminate their
firms.> With few exceptions, all companies going public declare that they
raise capital to pursue positive net present value (NPV) projects (Paleari
et al. 2008). Unfortunately, many of them use IPO proceeds to repay
debt and rebalance their capital structures. A similar example of cheap
talk in crowdfunding could include the exit intentions (e.g., IPO acquisi-
tions) that proponents declare at listing, which will not suffer costs in the
case of different post-campaign behavior.

Table 3.1 illustrates a taxonomy of signals that matches the senders—
such organizations as firms and NGOs, and individuals, both proponents
and fellow crowd-funders—and receivers, such as backers, lenders, and
investors. Subsequently, existing studies are classified in this taxonomy
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Table 3.1 Taxonomy of signals in crowdfunding

Crowd-
Crowdfunding lending Crowd-investing
Receiver/sender Backers Lenders Investors
Organizations NGOs ? NO NO
Firms Burtch et al. Linetal. Ahlers et al.
(2013), (2013) (2015),
Burtch et al. Ralcheva and
(2014), Roosenboom
Ordanini (2016), Vismara
et al. (2011), (2016)
Individuals Proponents Mollick Hildebrand NO
(2014), et al.
Kuppuswamy  (2016)
and Bayus
(2014)
Crowd- Burtchetal. Collier and Moritz et al.
funders (2013), Hampshire  (2015), Hornuf
Colombo (2010), and
et al. (2015), Yum et al. Schwienbacher
Kuppuswamy  (2012) (2017), Vismara
and Bayus (2017)
(2014)

along the definitions of reward- and donation-based crowdfunding,
crowd-investing, and crowd-lending (Chap. 1). The proponent in crowd-
investing is by definition a company, but reward- and donation-based
campaigns are mostly launched by individuals. The governance and orga-
nizational implications of the capital-raising process through crowdfund-
ing arguably differ (Cumming et al. 2016b).

It can be noted before proceeding that signals benefit the sender by
reducing information asymmetries with the receiver; however, signals
may also provide intrinsic, substantive value. It is beyond the scope of
this chapter to quantify and discern the purely information-based certifi-
cation effect from signals’ intrinsic, substantive values (Colombo et al.
2016).°

Finally, while signaling theory provides the best theoretical lens
through which to study crowdfunding of the motivations discussed in
this chapter, other theories may complement our understanding of these
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markets. Bergh et al. (2014) propose that sense-making (Weick 1995)
and the information-processing theory (Thomas and McDaniel 1990)
have the advantage of using a behavioral perspective that could overcome
the signaling theory’s rational-actor assumption. These two concepts
could help decipher why a signal assumes different meanings among
receivers, or how different signals interact.

3.3.1 Signals from Proponents to Crowd-Funders

This section reviews various papers that focus on the determinants of
crowdfunding campaigns’ success, as summarized in Table 3.2. Some of
these studies explicitly focus on signals, while others more broadly
describe the factors associated with crowdfunding campaigns’ increased
chances of success. Studies on donation- or reward-based crowdfunding
argue that motivations other than potential monetary returns are impor-
tant for funders. Research on donation-based crowdfunding communi-
ties draws from extensive literature on charitable giving (e.g., Burtch
etal. 2014) and public goods (e.g., Burtch et al. 2013; Kuppuswamy and
Bayus 2014). This literature examines principles that are unlikely to apply
to investors in financial markets, such as crowd-investing or crowd-
lending. Cholakova and Clarysse (2015) and Vismara (2016) coherently
discover that offering rewards to investors does not increase crowd-
investing campaigns’ probability of success.

Different motivations to bid are likely to require different signals.
Mollick (2014) used a sample of reward-based projects posted on
Kickstarter to demonstrate that a founder’s number of social network con-
nections positively associates with the capital raised for a project.
Belleflamme et al. (2014) documented that entrepreneurs use their social
networks and established platforms on the Internet to directly interact
with the crowd. Colombo et al. (2015) examined the same platform to
discover that the founder’s social capital plays a crucial role in attracting
backers in a campaign’s early days, which consequently mediates the offer’s
success. Social capital’s role in donation-based crowdfunding has also been
confirmed (Ordanini et al. 2011). However, research is still lacking on the
role of entrepreneurs’ social capital in a crowd-investing context.
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Table 3.2 Empirical evidence from crowdfunding studies

Signal/type of Crowdfunding Crowdfunding

crowdfunding (donations) (rewards) Crowd-investing
Early A high number A high number Early contributions are
investments  of of fundamental in increasing
contributions  contributions  success of funding; positive
in the early in the early correlation (Vismara 2017)
days of days of
offering offering

increases the  increases the
probability of  probability of
crowdfunding crowdfunding

campaigns’ campaigns’
success success
(Burtch etal.  (Colombo
2013) et al. 2015)

Other investors Prior investors Raising Contributions in the early
negatively substantial days of offering are
affect later amounts of fundamental in attracting
participants; capital in the other investors (Vismara
likely early daysofa 2017)

connected to  campaign is a
the idea of predictor of
self-relevance  success in a
(Burtch et al. "success
2013) breeds
success”
self-reinforcing
pattern
(Colombo
et al. 2015)

Venture quality ? Social capital A positive correlation exists
and between venture quality
preparedness  (specifically, human and
are associated  intellectual capital) and

with an success (Ahlers et al. 2015).
increased Consistent evidence exists
chance of for the strong positive
project success, impact of intellectual
suggesting property rights protections
that quality in equity crowdfunding'’s

signals play a success (Ralcheva and
role in project  Roosenboom 2016)
outcomes

(Mollick 2014)

(continued)
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Table 3.2 (continued)

Signal/type of Crowdfunding Crowdfunding
crowdfunding (donations) (rewards) Crowd-investing

Social capital ? Both personal  Public profile investors attract
social contacts other investors (Vismara
and those built 2017). A founder's greater
within number of social connections
crowdfunding  will increase the probability
communities of an equity crowdfunding
may be campaign'’s success (Vismara
vehicles to 2016)
attract seed
financing
(Colombo
et al. 2015).

Between two
founders that
linked their
Facebook
profiles, the
one with more
Facebook
friends has a
higher
probability of
success;
nevertheless,
having no
Facebook
account is
better than
having few
online
connections
(Mollick 2014)

Top ? ? The number of TMT members
Management positively relates to
Team (TMT) campaign outcome,
size reflecting perception by

outside investors as a
positive signal of a firm's
ability to cope with market
uncertainty (Ahlers et al.
2015; Vismara 2017)

(continued)
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Table 3.2 (continued)
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Signal/type of Crowdfunding Crowdfunding
crowdfunding (donations)

(rewards)

Crowd-investing

Geography

Campaign
duration

?

A charitable-
giving project
is more
influential the
longer it lasts
(Burtch et al.
2013)

play an
important role
in
crowdfunding
efforts’ success
(Mollick 2014).
Investment
patterns over
time are
independent of
the geographic
distance
between the
entrepreneur
and investor,
even if the role
of family and
friends is quite
important in
early stages. It
can be
considered that
this study has
been made on a
crowdfunding
platform for
musical artists,
orin a particular
environment
(Agrawal et al.
2011)

Duration
decreases the
chances of
success, possibly
because longer
durations are a
sign of a lack of
confidence
(Mollick 2014)

Geography may A location in a larger city

positively impacts funding
success (Ralcheva and
Roosenboom 2016). The
geographic distance
between the start-up and
investors, as well as learning
effects and sniping, do not
affect the backers’
willingness to pay (Hornuf
and Neuenkirch 2017)

A negative correlation exists
between duration and
success, possibly because
duration is fixed and can
only change during the
campaign; it can be shorter
if it is already successful, or it
can be extended in some
cases (Vismara 2017)

(continued)



40 S. Vismara

Table 3.2 (continued)

Signal/type of Crowdfunding Crowdfunding

crowdfunding (donations) (rewards) Crowd-investing
Number of ? Correlation of  The number of investors
investors 0.10 (with p should correlate with an
< 0.05) equity crowdfunding
between the campaign'’s probability of
number of success (Ahlers et al. 2015).

Target size

Awards,
grants, or
patents

backers and a
crowdfunding
campaign'’s
success
(Mollick 2014)
? Increasing goal
size is
negatively
associated
with success
(Mollick 2014)

The mean of the number of
investors is much higher for
successful projects (Ralcheva
and Roosenboom 2016)

The mean target amounts of

successful projects are
significantly higher than
unsuccessful ones (Ralcheva
and Roosenboom 2016).
Campaign characteristics
play a meaningful role in
backers’ willingness to pay.
Both the funding goal and
pre-valuation serve as signals
for potentially lucrative
investments, as an increase
in these variables is
associated with a higher
premium (Hornuf and
Neuenkirch 2017)

The most economically

significant impact to reach
success, according to our
specifications, is associated
with previously winning a
grant or an award (Ralcheva
and Roosenboom 2016). No
evidence exists for grants/
awards' positive impact,
possibly due to the sample size
(Ahlers et al. 2015). Vismara
(2017) discovers an impact for
patents held at listing

(continued)
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Table 3.2 (continued)

Signal/type of Crowdfunding Crowdfunding

crowdfunding (donations) (rewards) Crowd-investing
Presentation ? Such signals as  Posting an update
and updates videos and significantly and
frequent positively affects the
updates are number of investments
associated made by the crowd and

with greater
success, and
spelling errors
reduce the
chance of
success
(Mollick 2014)

the investment amount
collected by the start-up.
This effect does not occur
immediately in its
entirety; rather, it lags
behind the update by a
few days. The positive
effect increases with the
number of words in the
update. Regarding the
update’s content, a
positive effect can be
attributed to updates
about new funding and
business developments, as
well as updates on
promotional campaigns
operated by the start-up
(Block et al. 2017). Investors
making investment
decisions consider
information updates on a
portal website, other
investors’ comments, and
more sophisticated
investors’ investment
decisions. They refrain
from investing when
observing withdrawals
(Hornuf and Schwienbacher
2017)

(continued)
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Table 3.2 (continued)

Signal/type of Crowdfunding Crowdfunding

crowdfunding (donations)

(rewards)

Crowd-investing

Privacy

Nonfinancial

motives

Reducing access
to information
controls
induces a net
increase in
fundraising,
yet this
outcome
results from
two competing
influences:
treatment
increases the
willingness to
engage with
the platform (a
4.9% increase
in the
probability of
contribution)
and
simultaneously
decreases the
average
contribution (a
USD 5.81
decline) (Burtch
et al. 2014)

The results
indicate that
nonfinancial
motives play
no significant
role, both in
the decision to
pledge and to
invest in the
project for
product-based
campaigns
(Cholakova
and Clarysse
2015)

?

The results indicate that
nonfinancial motives play no
significant role, both in the
decision to pledge and to
invest in the project for
product-based campaigns
(Cholakova and Clarysse
2015)

(continued)
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Table 3.2 (continued)
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Signal/type of Crowdfunding Crowdfunding

crowdfunding (donations)

(rewards)

Crowd-investing

Due diligence The data
further
indicate that
the
application of
due diligence
generally has
a strong,
positive
influence on
the
fundraising
success rate
and amount
in the
platform,
controlling for
all services a
platform
offers
(Cumming

et al. 2017)
Equity /

retention

indicate that
the application
of due
diligence
generally has a
strong,
positive
influence on
the
fundraising
success rate
and amount in
the platform,
controlling for
all services a
platform offers
(Cumming

et al. 2017)

The data further The data further indicate that

the application of due
diligence generally has a
strong, positive influence on
the fundraising success rate
and amount in the platform,
controlling for all services a
platform offers (Cumming
et al. 2017)

A larger percentage of equity

offered by founders will
reduce the probability of
equity crowdfunding
campaign success (Ahlers
et al. 2015; Vismara 2016)

Ahlers et al. (2015) used a sample of 104 projects from the Australian

Small Scale Offerings Board (ASSOB), a business-matching platform, to
identify which characteristics of the business (e.g., risk factors or pre-
planned exit intentions) and of its top management team (e.g., its size or
level of education) affect the probability of a proposal’s success. The use
of insider equity is a widely explored version of this signaling type in
strategy literature. Insiders affirm their strategies’ potential in the stock
market via their own investments; financial commitment reflects their
private knowledge, and their willingness to assume risk serves as a bond
to suffer personal loss if the firm does not perform well. Thus, managerial
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ownership serves as an important signal, wherein a separating equilib-
rium is created not by differential signal costs, but by differential penalty
costs; Ahlers et al. (2015) and Vismara (2016) discover supportive evi-
dence. Finally, other possible signals currently under research or to be
investigated include quality and the length of the text describing the proj-
ect, video, quality of reward, and pictures.

3.3.2 Other Types of Signals

The previous section addressed signals from proponents to crowd-funders.
Another way to create a separating equilibrium would be to involve a
third party in the signaling process that is willing to assume the costs of
signaling. Sociological evidence (Podolny 1993) notes that reputable
actors enhance the prestige through which one is viewed; similarly, third-
party endorsements have been studied as signals of a firm’s quality to
uninformed external investors. The underlying idea includes prestigious
players that highly value their reputations, and will carefully guard against
tarnishing it. The third party in this case bears the signaling costs, as it is
their reputational capital at stake.

Afhliation with a prestigious underwriter or venture capitalist has been
shown to be associated with better firm performance in an IPO context
(Beatty and Ritter 1986; Carter and Manaster 1990; Carter et al. 1998;
Megginson and Weiss 1991; Migliorati and Vismara 2014). The IPO
literature has also considered other financial intermediaries involved in
going public, such as top-quality auditors (Beatty 1989), universities
(Bonardo et al. 2011), and rating agencies (Khurshed et al. 2014), but
has discovered that they are less effective certification mechanisms.
Crowdfunding investors cannot rely on reports issued by financial ana-
lysts or on such formal intermediaries as IPO underwriters. One possible
exception includes certifications by pre-crowdfunding investors. Ralcheva
and Roosenboom (2016) find that offerings in Crowdcube backed by
venture capitalists have a higher probability of success, but it is difficult
to discern whether the substantial benefit delivered by such an afhliation
increases the chance per se, or if this occurs due to a reduction in infor-
mation asymmetries. Further, it is indiscernible whether the affiliation
with a venture capitalist is the firm’s action or characteristic.
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Signals delivered by other investors become essential with a lack of
third-party endorsement. Their bids are clearly observable, or highly vis-
ible to potential investors, and costly; if investors bid for low-quality
projects, they earn low or no returns. As information cascades
(Bikhchandani et al. 1992) among investors play a prominent role in
finance (Welch 1992), they are likely to do so in crowdfunding. IPOs
with a high level of institutional demand in the first days of bookbuilding
also see high levels of bids from retail investors in the later days (Khurshed
etal. 2014).

Regardless of whether regulatory differences across platforms are sig-
nals, or the countries themselves, entrepreneurs select where to list as a
signal. For instance, the platform structure may denote a “keep-it-all”
versus “all-or-nothing” choice as a signal. Two papers use the similarities
and differences between German crowdfunding platforms to deliver new
insights: in an exploratory study of 23 interviews in Germany, Moritz
et al. (2015) report that investors’ decision-making processes in crowd-
investing are influenced by other market participants. Most new ventures
posted on the Companisto platform use prior investors’ statements as
external credentials in the ventures' presentation videos. Hornuf and
Neuenkirch (2017) analyze the pricing of cash flow rights in start-up
companies using a unique data set of 44 crowd-investing campaigns on
Innovestment. In contrast with all other European crowd-investing por-
tals, Innovestment operates a multi-unit, second-price auction in which
backers themselves can specify the price of an investment ticket. They
exploit this unique auction mechanism to analyze backers’ willingness to
pay for cash flow rights, and discover that campaign characteristics, inves-
tor sophistication, progress in funding, herding, and stock market volatil-
ity influence backers’ willingness to pay in an economically meaningful
manner, while geographic distance, learning effects, and sniping at an
auction’s end have no effect.

Vismara (2017) contributes to this nascent literature by extending the
study from signals sent by project proponents, to encompass the signal-
ing dynamics between investors. Some of these studies predict previous
bids’ positive effect on the campaigns’ outcome. Reciprocity, a shared
identity, the desire to support a cause, and social image are their primary
motivations. In contrast, if individuals primarily care about the end result
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(i.e., the provision of goods), they are less likely to help in the actual or
perceived presence of other supporters. Theory predicts that pure altru-
ism leads to crowding out, with each new contribution decreasing the
appeal of subsequent contributions. Hence, the likelihood of bidding
would negatively relate to the number of previous backers. Depending on
the perspective and empirical setting, some non-crowd-investing studies
discover a positive linear effect of other community members’ funding
decisions on individual contributions (e.g., Colombo et al. 2015), while
others discover a negative effect (e.g., Burtch et al. 2013, 2015) or a non-
linear relationship (e.g., Kuppuswamy and Bayus 2014). In their work,
Kuppuswamy and Bayus (2014) use a sample of Kickstarter projects to
reveal that a project’s additional backer support negatively relates to its
past backer support, but this effect subsides as the project-funding cycle
approaches its closing date.

Hornuf and Schwienbacher (2016) derive an additional key difference
between reward-based crowdfunding and crowd-investing. While propo-
nents in the former raise as much as possible, crowd-investing involves a
maximum number of shares that entrepreneurs are willing to sell. They
also note that the funding goal itself might be a signal sent by the founder.

3.4 Signal Confirmation and Post-Signal
Performance

Most crowdfunding studies have investigated signals as determinants of
campaigns’ success. The next step involves demonstrating why it is
optimal for high-quality firms to signal, and why low-quality firms
would not. A confirmation mechanism enables a determination of
whether the beliefs in the signal are indeed realized for both the signal
sender and receiver. Further, a signal’s value is confirmed if the senders
subsequently outperform their peers who did not send the signal.
Beliefs, in other words, must be confirmed by subsequent experience
(Spence 2002). A test for separating equilibrium consecutively requires
moving beyond the receiver’s reaction to a signal, as well as studying
whether the expectation associated with a signal’s presence is confirmed,
with post-signal findings (Colombo et al. 2016). These arguments
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can also be found in the theoretical literature on signaling theory and
market equilibria. For example, Cadsby et al. (1990) note how high-
quality firms can exploit the opportunity to use a signal to break a
pooling equilibrium and generate a separating equilibrium in financial
markets. In this section, I first discuss the theories proposed to explain
the IPOs’ long-term performance, and then summarize the few
papers on the long-term performance of firms that raised funds via
crowdfunding.

Companies tend to perform below the market’s benchmark during the
first few years after an IPO. This anomaly was first identified by Ritter
(1991), and numerous international studies have thus far conducted con-
sequent research. Literature, starting with Jain and Kini (1994), has most
recently even pointed to post-issue underperformance, in terms of oper-
ating measures. The explanations proposed for this phenomenon revolve
around three primary theories (Khurshed et al. 2003): (1) market timing;
(2) window dressing; and (3) asymmetric information.

The first explains underperformance in terms of a timing decision in
entering the market, whether exogenous or endogenous to the floated
company. One exogenous reason involves the “window of opportunity”
theory (Loughran and Ritter 1995), which states that companies go pub-
lic or generally raise equity capital not when the growth prospects are
good and financing is required, but when the control shareholder finds it
optimal. The incentive to go public is particularly strong in periods in
which a specific sector indicates large market ratios. For instance, con-
sider the Internet bubble in the late 1990s, or the recent consideration
reserved for the energy share market. Market timing may otherwise
endogenously originate in the issuing company so it is inclined to go
public at a time of maximum performance, namely, when it can exploit
the market’s favorable valuation.

The window-dressing theory is similarly based on this consideration,
in that, before the IPO, companies are subject to strong incentives to
“embellish” their balance sheets. These firms may evoke “creative”
accounting in the form of earnings management, which leads to greater
pre-IPO profitability that cannot be maintained post-issue. This results
in deteriorating post-issue operational performance due to a simple mean
reversion effect (Fama 1998).
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A third reason for long-term underperformance arises from the asym-
metric information theory, which discusses the opportunism (moral haz-
ards) derived from changes in ownership structure at the time of
IPO. Indeed, the decision to go public increases agency costs by dispers-
ing the share ownership. Therefore, this changes the relationship between
the principal (shareholders) and agent (manager). This decline in perfor-
mance could be caused by both an ex ante adverse selection effect by
companies that decide to go public (Leland and Pyle 1977) and ex post
opportunistic behavior (Jensen and Meckling 1976), such as the com-
pany management’s pursuit of private benefits once public (perquisite
consumption).

Some papers have investigated crowdfunding after campaigns have
closed. Mollick’s (2014) study of Kickstarter finds that less than 5% of
projects fail to deliver their products, and 75% deliver with a delay. Small
projects are more likely to fail in delivering rewards, while the propo-
nent’s characteristics do not affect the probability of a project’s success.
Cumming et al. (2016a) offer examples of documented cases of fraudu-
lent behavior in reward-based crowdfunding in the United States.

By providing a first market assessment of the project and evidence of
connection with active supporters, firms are expected to benefit from a
successful crowdfunding campaign, not only with the product, but also
in the financial market. However, the only available study thus far on the
“success after the success” in (reward-based) crowdfunding is that by
Mollick and Kuppuswamy (2014).*

Signori and Vismara (2016) first quantify the return on investments in
equity crowdfunding. The authors use an augmented dataset with com-
bined information from Crowdcube, Crunchbase, and the Companies
House to study a population of 212 successfully funded initial equity
offerings on the crowdfunding platform Crowdcube from their 2011
inception to 2015. This study reveals that 10% of these firms failed, while
30% pursued one or more seasoned equity offerings, either in the form
of private equity injection (10%), follow-on offerings in the same plat-
form (22%), or as targets in a merger or acquisition (1%). The expected
annualized return for an initial crowdfunding investor is 8.8%), implying
an annual value creation of GBP 25 million. Among the determinants of
post-campaign outcomes, the presence of nonexecutives, patents, and tax
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incentives are associated with seasoned offerings, while none of the com-
panies initially backed by professional investors have subsequently failed.

One way to identify whether equity crowdfunding closes an important
funding gap is to look at insolvency rates; if these are comparatively high,
this might provide evidence that these firms should not have initially
received funding. Hornuf and Schmitt (2016) discover that, on average,
firms started crowd-investing campaigns three years after their establish-
ment. The authors further note that equity crowd-funded campaigns
have somewhat higher survival rates in the United Kingdom than in
Germany. Nevertheless, 70% of the German campaigns funded between
September 1, 2011, and December 31, 2015, were still operating as
active businesses four years after the campaign ended.

I conclude this review on post-campaign outcomes with a few sug-
gested research directions. Can we differentiate whether signals refer to
campaign success (i.e., successful funding) and venture success (i.e., a
successful exit with no insolvency)? What is crowdfunding’s impact on
different performance indicators, such as exits, employment, patents,
angel or VC finance, or sales growth, among others?

3.5 Conclusions

The cornerstone of entrepreneurial finance is that properly functioning
financial systems can reduce the information and transaction costs in a
world in which writing, issuing, and enforcing contracts consumes
resources; information is asymmetric; and its acquisition is costly. Recent
financial innovations, such as crowdfunding markets, promise to be a
step in this direction, and signaling theory provides a privileged angle by
which to investigate these markets. The present manuscript has proposed
a taxonomy of signals in crowdfunding that will hopefully guide future
research on this topic. Specifically, I again stress that among the future
directions identified in this study, an analysis of post-signal performance
is central not only to the correct use of signaling theory, but to the future
of crowdfunding markets. As crowdfunding’s ultimate goal is to build an
enduring business, a successful campaign is therefore a beginning, and
not an end.
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Notes

1. In this section, I adopta strict definition of “signal” coherent with Spence’s
original economic model. Literature has used less strict definitions, and
has also included an actor’s inherent characteristics. When I review the
current literature on signaling in crowdfunding in the next section, I will
specifically identify how individual papers address signals.

2. I discuss the window-dressing theory later, in the section on signal confir-
mation and post-signal performance, in which I draw conclusions on the
parallelism between crowdfunding offerings and initial public offerings by
discussing the evidence and theories on IPOs’ long-term performance. I
provide a definition and examples of cheap talk in this section that con-
form to Stiglitz’s original economic model; literature has used less strict
definitions. When I review the current literature on signaling in crowd-
funding in the following sections, I will specifically identify how individ-
ual papers address signals.

3. Additionally, some papers take a comparative perspective across platforms
(Cumming and Zhang 2016; Cumming et al. 2017), or focus on specific
topics, such as gender issues (Mohammadi and Shafi 2017; Vismara et al.
2017).

4. A survey of 158 successfully funded Kickstarter projects reveals that
approximately 18% of the respondents raised outside risk capital in the
forms of venture capital (VC) or business angel (BA) investing, while 8%
through additional reward-based crowdfunding campaigns. The propo-
nents specific industry experience and the presence of “a substantially
complete business plan before fundraising” are the main predictors of out-
side funding (Mollick and Kuppuswamy 2014, 12).
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The Crowd-Entrepreneur Relationship
in Start-Up Financing

Thomas Lambert, Aleksandrina Ralcheva,
and Peter Roosenboom

4.1 Introduction

After raising USD 2.4 million from a crowdfunding campaign on
Kickstarter in 2012, Oculus VR, LLC, a California-based manufacturer
of a virtual reality headset, generated large media attention when only
two years later it got taken over by Facebook for USD 2 billion in cash
and stock.! Many of the original backers were not only surprised but also
disappointed by this outcome. The Oculus Rift enthusiasts, who backed
the project on Kickstarter, expected “something else” from their partici-
pation in the crowdfunding campaign, as testified by this backer: “Maybe
I was naive [about Oculus]. I thought it was more just like someone
doing it for a hobby and just wanted to do something fun for the com-
munity. I didnt know it was going to turn into a USD 2 billion deal.”
On Kickstarter, one of the biggest pre-ordering/reward-based
crowdfunding portals, backers are not entitled to the company’s revenues
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or profits. Nevertheless, many of the Oculus supporters felt “betrayed.”
In this case, participation in a crowdinvesting campaign, in which entre-
preneurs sell shares of their start-up companies to investors through the
Internet, would have allowed the backers to benefit from the acquisition
of the company.

For the crowd of contributors, participating in a crowdfunding cam-
paign may be a valuable social activity, as it is associated with a community-
based experience that generates community benefits for contributors
(Belleflamme et al. 2014). The case of Oculus, however, like many other
cases reveals that the nature of these community benefits may vary
between crowdfunding vis-a-vis crowdinvesting. Backers in crowdfund-
ing campaigns mostly derive consumption value from their experience,
while crowdinvesting offers an investment experience to investors who
are primarily interested in the financial prospects of the start-up.
Understanding the characteristics and motivations of the crowd and how
they influence funding success is important. Indeed, crowdfunding and
crowdinvesting have both demonstrated potential in financing start-ups
as shown by their startling rise. In 2015 alone, the global crowdfunding
market raised more than USD 34 billion, thus doubling the amount of
USD 16.2 billion raised in 2014.%

In this chapter, we first discuss the characteristics and motivations of
the crowd and how they relate to success in crowdfunding. In particular,
Belleflamme et al. (2014) look more closely at the relationship that the
entrepreneur builds with his or her crowd by modeling the entrepreneur’s
choice between crowdfunding, which includes the pre-ordering scheme,
and crowdinvesting. Their model stresses the role and importance of
community benefits in order to “tap” the right crowd for funding success;
that is, understanding the motivations of the crowd given the capital
requirements. Their main finding is that entrepreneurs prefer the pre-
ordering scheme if the amount of capital they need is relatively small as
compared to the market size and prefer crowdinvesting otherwise.

An interesting implication of their theoretical framework is that the
crowd—entrepreneur relationship is also subject to the typical asymmetric
information problems of start-up financing well documented in the case
of venture capital and business angel financing (see also Agrawal et al.
2014; Belleflamme et al. 2015). First, before the financing takes place,
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the crowd often lacks the necessary information to assess the true ability
of the entrepreneur or the intrinsic quality of the start-up or product,
which could lead to an adverse selection problem. In other words, portals
only manage to attract low-quality entrepreneurs because high-quality
entrepreneurs anticipate that they will not be identified as such by the
crowd. Second, after financing takes place, the crowd may also find it dif-
ficult to induce ex post effort on the side of the entrepreneur: delays in
product delivery are commonplace, and outright frauds are the most
extreme cases though much less frequent (Mollick 2014). These are forms
of moral hazard. Both adverse selection and moral hazard may stifle
welfare-enhancing transactions between the crowd and the entrepreneur.
Belleflamme et al. (2014) further show that the choice of the “right” busi-
ness model (crowdfunding vs. crowdinvesting) is one important decision
entrepreneurs need to make in order to overcome these potential market
failures. In particular, they demonstrate that when quality uncertainty
and information asymmetry are prevalent, entrepreneurs are induced to
opt for crowdinvesting.

In the second part of this chapter we continue our discussion on how
these two typical asymmetric information problems affect the crowd-
entrepreneur relationship in the crowdinvesting context. We focus on
crowdinvesting because it represents the business model for which infor-
mation problems are inherently the most significant. We argue that
entrepreneurs in crowdinvesting may want to supplement their crowd of
contributors with other types of contributors to mitigate information
asymmetry concerns. In particular, the decision to take on board a sophis-
ticated investor (business angel or venture capitalist) or to make use of a
syndicate of investors is an important strategy to reduce them. First,
sophisticated investors with their expertise, knowledge and skills provide
quality signals that contribute to mitigating the adverse selection prob-
lem entrepreneurs resorting to crowdinvesting face. Second, once invest-
ment has taken place, sophisticated investors are in a better position to
bear the cost of monitoring entrepreneurs and to write investment con-
tracts setting special decision-making rights (e.g. veto power on firm
decisions, appointment of directors), reducing in turn moral hazard
problems. Third, because these sophisticated investors co-contract with
the crowd on the same terms without being compensated for their efforts,
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they may find it less attractive to engage in ex ante expertise and ex post
monitoring. This would in turn limit the benefits for the crowd. We close
the second part with a discussion on how syndication, in which a lead
investor has face-to-face interaction with the entrepreneur and is com-
pensated using carried interest, further mitigates information problems
of early stage investments.

4.2 Tapping the Crowd to Get Financed*

Crowdfunding is an umbrella term that refers to different business mod-
els allowing entrepreneurs to raise capital: crowdfunding (including pre-
sales), crowdinvesting (including profit sharing) and crowdlending. For
each business model, better understanding the characteristics of the
crowd of contributors—being either backers, investors or lenders—is
crucial for entrepreneurs and portal managers because it determines
crowdfunding successes and failures. One such important characteristic
is the so-called community benefits that the crowd enjoys by participat-
ing in the crowdfunding mechanism. These extra benefits are likely to
vary across business models. Because entrepreneurs perceive all business
models as different, a key issue is to understand what drives entrepreneurs
to choose among the different business models.

Belleflamme et al. (2014) build a stylized model to address this ques-
tion. They consider an entrepreneur who intends to “tap the crowd” to
meet a certain capital requirement for setting up her start-up and there-
fore starting production. For unmodeled reasons, the entrepreneur has
not been successful in attracting sufficient external finance to cover this
amount of capital. In their model, the entrepreneur can choose between
two business models that dominate nowadays, namely crowdfunding and
crowdinvesting. To make the comparison as clear as possible, the authors
assume, without loss of generality, that (1) launching a crowdfunding
campaign or a crowdinvesting campaign is equally costly for the entrepre-
neur, and (2) participating in one or the other business model is a priori
the same for the crowd.

By “freezing” the cost and the participation dimensions, the authors
want to focus on another dimension of crowdfunding that they see as cru-
cial, namely the relationship that crowdfunding allows the entrepreneur to
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establish with the crowd. The key argument developed in their article is
that this relationship differs across business models. That is, when choosing
one or the other business model, the entrepreneur also chooses what she
can learn about the crowd and what she can extract from them through the
pricing of her product.

Indeed, the crowdfunding model that the authors develop is based on
pre-ordering: the backers are consumers who have a strong taste for the
announced product and who therefore decide to pre-order it, that is, they
pay for it before it is actually produced.’ The entrepreneur can reward the
crowd in various ways, but what matters is that these rewards (called
community benefits) increase the backers’ willingness to pay for the
product. It is assumed that this increase in willingness to pay is propor-
tional to the backers’ taste for the product, which means those consumers
who like the product the most are also those who value the rewards the
most. As a result, this business model allows the entrepreneur to segment
her product consumers into two groups: the backers who signal them-
selves as high-paying consumers (and whose willingness to pay is further
enhanced by the value that they attach to the rewards), and the other
(regular) consumers who wait for the product to be put on the market
before considering to buy it. The entrepreneur is, thus, able to price-
discriminate between both consumer groups, which gives her the oppor-
tunity to raise her profits, as she is assumed to be in a monopoly position
for her product.® However, the optimal price discrimination scheme may
not be feasible if the initial capital requirement is too high. The obliga-
tion to finance the capital through pre-sales puts a constraint on the price
that can be charged to those consumers who choose to pre-order the
product. Therefore, the profitability of this crowdfunding model decreases
with the size of the capital requirement.

The alternative business model (crowdinvesting) that the authors con-
sider is based on profit sharing.” Crowdinvesting (here profit sharing) dif-
fers from crowdfunding based on two dimensions. First, the nature of
contributions and compensations is different: instead of pre-ordering the
product, the crowd is invited to directly provide a fixed sum of money to
the entrepreneur and is promised a share of the future profits in exchange.
Second, contributors also enjoy community benefits but it is assumed here
that these benefits are independent of the contributor’s taste for the prod-
uct. This assumption makes sense as the crowd is seen here as investors,



62 T. Lambert et al.

who may well decide to finance the start-up without purchasing the prod-
uct. The implications of these differences are the following. On the minus
side, the entrepreneur is no longer able to segment the crowd and to single
out the high-paying consumers. On the plus side, all individuals value
community benefits in the same way, which makes it easier for the entre-
preneur to capture this extra value. Moreover, this ability to capture the
value that the crowd attaches to community benefits is not impaired by
the size of the capital requirement.

The comparison of the profits that the entrepreneur can achieve under
the two business models yields the main result of the analysis: the entre-
preneur prefers the pre-ordering model when the capital requirement is
relatively small and the profit-sharing model otherwise. The intuition
behind this result has been outlined earlier: pre-ordering allows the entre-
preneur to practice price discrimination, which should give her a higher
profit than in the profit-sharing scheme (in which she is bound to set a
uniform price for her product). However, price discrimination is con-
strained, and hence less profitable, when the initial capital requirement
grows larger than some threshold. Above this threshold, the profit-sharing
model, which allows the entrepreneur to turn all individuals into inves-
tors, becomes the best option.®

Belleflamme et al. (2014) report consistent results when they intro-
duce some uncertainty about the true quality of the product, which may
only be known after production has taken place. In this case, both the
entrepreneur and the crowd face the same (lack of) information. In
another extension, the authors introduce information asymmetry
between the entrepreneur and the crowd about product quality and find
that information asymmetry tends to favor profit-sharing schemes. Since
the uncertainty about product quality directly influences the decision
(utility) of consumers to pre-order the product or not, the entrepreneur
is constrained when she tries to screen backers and to induce them to pre-
order. However, the inability of the crowd to ascertain the quality of the
product constrains the entrepreneur less when she tries to attract inves-
tors. Indeed, under profit sharing, investors (who eventually may not
consume) care about product quality only insofar as it affects the expected
profitability of their investment.

These theoretical underpinnings have implications for both entrepre-
neurs and portal managers. First, they highlight the importance of self-
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revelation mechanisms in the course of the crowdfunding process. Since
entrepreneurs cannot ex ante identify consumers with a high willingness
to pay for their product, entrepreneurs may opt for pre-ordering as a
screening device that induces high-paying consumers to reveal themselves
as such.” For example, the singer Verity Price managed to crowdfund her
first album by appealing to her fans through her own website. While her
album is now released on the market at a price of ZAR (South African
Rands) 116, at the time of the crowdfunding campaign her fan base pre-
ordered it at ZAR 150—that is, about 30% more of what regular con-
sumers pay today.

Second, the crowd enjoys community benefits arising from the crowd-
funding experience, the nature of which varies with the business model
considered.'® Under the crowdinvesting (pre-ordering) mechanism, com-
munity benefits are linked to the consumption experience. This can be
understood as the feeling of belonging to the entrepreneurial initiative, or
the feeling of being part of a group of special/privilege consumers of the
product. For example, backers may participate in the ideation and design
of the product, as in the case of Pebble, whose creator announced the fol-
lowing during the Kickstarter campaign: “Without further ado, I'd like
to present the Voter’s Choice color ... Orange! It won with almost 2000
out of more than 10,000 qualified votes.”"! Another post by Pebble’s cre-
ator further testifies the involvement of backers in the ideation of the
product: “Today, we'd like to announce that your enthusiasm has helped
convince us to move the entire Pebble roadmap forward and bring you a
brand new feature. Bluetooth 4.0—inside every Pebble! All Pebble
watches will support Bluetooth 2.1 (as before) as well as Bluetooth 4.0
(Low Energy).”'* In addition, Mollick (2014) points out the importance
of updates and comments to create and maintain a relationship between
the entrepreneur and the crowd in Kickstarter. Under the crowdinvesting
(profit-sharing) mechanism, community benefits are, however, related
more to the investment than the consumption experience since the crowd
might not eventually be consumers of the product. Indeed, investors
derive value of having financed and thus contributed to the very existence
of the start-up or product. An investor on FundedByMe, a Stockholm-
based crowdinvesting portal, comments: “Most of all I want experience
from different lines of business and to observe the operations from a close
distance. It becomes interesting in a different way when you have some of
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your own money in it. [...The] dream is that at least one of them [proj-
ects] would turn out to be a big success.”

Third, Belleflamme et al. (2014) highlight that choosing the “right”
business model crucially depends on the ability of the entrepreneur to cor-
rectly estimate her capital needs. The authors predict that pre-ordering
(profit sharing) is preferred when the capital needs of the entrepreneurs are
low (high). This is consistent with empirical observations: From data pro-
vided by Crowdcube and Kickstarter, two market leaders in crowdinvesting
and crowdfunding respectively, one easily understands that entrepreneurs
resorting to crowdinvesting collect on average more capital than those rely-
ing on crowdfunding (including pre-ordering). At the time of writing, suc-
cessful entrepreneurs on Crowdcube raised on average GBP 421,707
(approx. USD 554,123), whereas entrepreneurs on Kickstarter generated
on average USD 8,086." A similar insight applies to the target goal.

Fourth, Belleflamme et al. (2014) show that when the uncertainty and
information asymmetry regarding the quality of the product are high,
investors tend to favor profit sharing over pre-ordering schemes. This
implies that profit sharing may be more suitable for early stage ventures,
as they inherently suffer from more information asymmetries and because
pre-ordering typically requires more developed projects/products at the
time of the campaign—namely, the existence of a prototype or even the
existence of the very product. In what follows we address these
information-related concerns in crowdinvesting and discuss potential
remedies; in particular, the need in some circumstances to tap other types
of investors beside the crowd.

4.3 Tapping Other Types of Investors

4.3.1 Crowdfunding and the Information Problems
of Start-Up Financing

The inherently uncertain nature of crowdfunding campaigns and the lack
of information surrounding start-ups make it particularly difhicult for the
entrepreneurs to gain the crowd’s trust in order to be successful in raising
their funds. However, information problems are less pronounced in the
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cases of crowdfunding and crowdlending than in the case of crowdinvest-
ing for several reasons. First, crowdfunding proponents believe in the
“wisdom of the crowd” and its ability to efficiently make collective invest-
ment decisions. Research on reward-based crowdfunding has indeed
found support for the “wise” crowd argument, for example, theater proj-
ects on Kickstarter selected by the crowd perform as well as projects
selected by experts (Mollick and Nanda 2015). Second, crowdfunding
portals worldwide advertise the capital campaigns raise as a strong signal
of quality. Mollick (2014) argues that projects which have already
attracted funding from backers more easily accumulate further funding
success through a so-called Matthew Effect (“success breeds success’;
Merton 1957). Similar dynamics seem to be dominating crowdlending
portals (e.g. Prosper), in which well-funded borrowers attract more lend-
ers, who in turn infer the creditworthiness of borrowers by observing
peer-lending decisions (“observational learning”; Zhang and Liu 2012).
Also, by taking into account observable soft information, lenders in this
market substantially outperform unobservable credit scores in terms of
predicting default (Iyer et al. 2016). Third, in crowdfunding and
crowdlending, the relationship between the entrepreneur and the crowd
is more transactional by definition: backers in crowdfunding receive their
products and/or rewards shortly after the fund-raising, while borrowers
in crowdlending hold a fixed claim and thus receive interest and their
money back."

In contrast, in crowdinvesting, contributors (i.e. investors) make an
investment decision that makes them a residual claimant in typically
early stage companies, a large proportion of which fails.”® The investors
have to rely on the entrepreneur to share part of her subsequent revenues
or profits (in the case of revenue or profit sharing) and only see some of
their money back when there is a dividend paid or an exit event such as
the sale or public offering of the venture (in the case of equity).'®
Information problems are thus inherently more pressing in crowdinvest-
ing. One can distinguish two main information problems. The first is
that of hidden information or adverse selection, which occurs before the
financing takes place (ex ante).'” To mitigate this problem, some crowd-
investing portals perform an elaborate screening, in the process of which
each venture undergoes due diligence, to assess whether it meets the
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necessary quality standards. For example, from a sample comprising
about 70% of Canadian portals over the years 2013-2016, Cumming
and Zhang (2016) find a positive association between due diligence and
funding success. The authors conclude that active due diligence (i.e.
background checks, site visits, credit checks, cross checks, monitoring
accounts and third-party proof) represents an important value for portals
in limiting the number of lower-quality projects.'® The second informa-
tion problem is that of hidden action or moral hazard, which occurs after
investment has taken place (ex post). After the capital raising the entre-
preneur can decide to invest the money in a way that does not benefit the
backers or the entrepreneur might not keep her promises. Some portals
reduce moral hazard by playing a monitoring role after the investment or
by facilitating information disclosure of firms to investors after invest-
ment. For example, in the case of Seedrs, a crowdinvesting portal in the
United Kingdom, the portal acts as the nominee shareholder on behalf of
investors and offers some degree of investor protection under the sub-
scription agreement they have with each company that crowdfunds on
their portal. Symbid, a Dutch crowdinvesting portal, offers a monitoring
function on which company information is provided on a regular basis to
investors who invested in that company.

Last, many leading crowdinvesting portals rely on third parties to miti-
gate either the ex ante or the ex post information problem. In particular,
they introduce a mix of different types of investors (both naive and
sophisticated investors) or have a syndicate of investors among whom a
lead investor engages in due diligence and monitoring on behalf of the
other investors (and gets compensated for that). The following sections
aim at discussing the role and importance of sophisticated investors and
syndicates in the crowdinvesting context, respectively.

4.3.2 The Role of Sophisticated Investors

As technology and online networks continue to develop, sophisticated
investors such as business angels and venture capitalists are starting to
turn to crowdinvesting portals to gain access to relatively new steady deal
flow and even invest alongside the crowd. Crowdinvesting portals are
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compelling to both business angels and venture capitalists, as they lever-
age technology to offer a wider range of investment opportunities and to
facilitate more efficient information transfer, as compared to traditional
means for sourcing deal flow."” The structure and standardized format of
crowdinvesting campaigns allow for much quicker due diligence process
and provide the necessary information to ease the investment decision
process. Crowdinvesting portals are also a competitive marketplace that
requires entrepreneurs to publicly demonstrate their potential and the
strength of their team.

Although these traditional investors find interest in crowdinvesting,
the reverse is also true: traditional investors play a key role in the online
solicitation of funds for early stage ventures by yielding entrepreneurs
both ex ante and ex post benefits. First, the important role of these more
sophisticated investors comes into play when the question is raised as to
whether the crowd alone is able to deal with the high levels of uncertainty
and information asymmetry. Being more informed and experienced,
sophisticated investors have the ability to lower the risk of funding, in
that the projects they invest in are likely to be perceived by the crowd of
naive contributors as higher-quality and, thus, less risky investments.
Empirical research has already addressed the role of traditional investors
in crowdfunding campaigns’ outcomes. Block et al. (2017) document
that the strategic release of updates about receiving funding from busi-
ness angels or venture capitalists attracts additional investors, and also has
a positive effect on the amount of funding accumulated during crowdin-
vesting campaigns launched on the German portals Seedmatch and
Companisto. Ralcheva and Roosenboom (2016) show that companies
are more successful in raising their target amount on the UK-based portal
Crowdcube when they are backed by a business angel. These more sophis-
ticated investors have done the needed screening and due diligence before
deciding to invest in a given company, which is an action small armchair
(crowd)investors can easily free ride on. Other studies consider informa-
tion cascades and confirm that investors indeed follow more informed
and sophisticated fellow investors with public profiles when deciding in
which campaigns to invest (see Hornuf and Schwienbacher 2017, for
evidence from German portals; Vismara 2016, for evidence from
Crowdcube).
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Second, crowdinvesting can lead to moral hazard, meaning that the
actions of the entrepreneur may change to the detriment of the crowd
after the investment has taken place. Traditionally, business angels and
venture capitalists deal with moral hazard problems via investment con-
tracts. These investment contracts give them special decision-making
rights, such as the right to appoint one or more directors on the board
and the right to veto company decisions (e.g. the issuance of additional
equity, large investments and the sale of the company or its assets).
Moreover, business angels and venture capitalists often sit on the board of
directors to monitor what the entrepreneur does with the money they
invested. In contrast, none of the (naive) investors engaging in crowdin-
vesting feel individually compelled to start monitoring the entrepreneur
or write an investment contract. This is because they would have to bear
all the costs involved in doing so but would only benefit to the extent of
their fractional ownership in the firm, leaving the vast majority of the
benefits from their efforts to be shared among the other non-monitoring
investors, who would simply free ride on their efforts. By attracting a bal-
anced mix of both naive and sophisticated investors, entrepreneurs might
be able to at least partially address these crowd’s concerns, as sophisti-
cated investors are very likely to engage in monitoring activities. Business
angels and venture capitalists alike have strong incentives to invest time
and resources in systematically reviewing the progress of their portfolio
companies, as they not only put their wealth at stake but also face serious
reputational consequences in case their investees fail. At the same time,
they are more experienced and have high expertise in monitoring, from
which the portion of naive investors can reap significant benefits. What
is more, once traditional investors have invested in a company, they pull
their resources (industry knowledge, networks and services) to help their
investee companies succeed (Gorman and Sahlman 1989). At the time of
writing, there are only a few studies that look into the ex post perfor-
mance of crowdinvesting campaigns and the role of sophisticated inves-
tors. One early study is that of Signori and Vismara (2016) who examine
the expected return on investments of 212 successful equity raisings on
Crowdcube and find that in one out of ten cases investors lose their
money soon after the offering. However, the authors report that none of
the companies backed by a business angel or venture capitals have
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subsequently failed. This suggests that the monitoring and value-adding
role of traditional investors positively impacts subsequent performance.
In a study of the realized return on investments on German crowdinvest-
ing portals, Hornuf and Schmitt (2016) find that investors’ returns have
been meager (even negative according to their calculations from the
entire German crowdinvesting market between 2011 and 2015) when
compared to the earnings of venture capital funds and the average profits
of a well-diversified crowdlending portfolio. Questioning the viability of
the crowdinvesting market in Germany, Hornuf and Schmitt (2016)
observe, however, that many German portals have now established pool-
ing contracts encouraging the coexistence of the crowd and venture capi-
tal funds to overcome these performance issues.

4.3.3 The Role of Syndication

There are many crowdinvesting portals that have been successful in
attracting a crowd of different types of investors (e.g. AngelList,
Crowdcube, Crowdfunder, MyMicrolnvest, SyndicateRoom; see
Table 4.1 for a list of (selected) examples of existing types of portals with
a description of the type of investments they offer). While there is evi-
dence that business angels and venture capitalists actively engage in
crowdinvesting, on portals such as Crowdcube (UK-based) and
MyMicrolnvest (Belgium-based), they usually co-invest with the crowd
on the same terms, which means that they do not get compensated for
bringing in their knowledge and expertise. This could, in turn, reduce
their incentives to get sufficiently involved in ex post mentoring and
monitoring, and hence limit the benefits for the other investors. However,
some portals have thought of a unique portal design feature, which
enables them to address this issue by formalizing the relationship between
the entrepreneurs and the different types of investors. For example,
SyndicateRoom (UK-based) facilitates a syndicate-like crowdinvesting,
which necessitates the involvement of an experienced business angel in
every round of investment. On such type of portals, individuals, business
angel groups and/or venture capital funds can form syndicates and invite
other investors to participate in their deals. AngelList, a US-based



70 T. Lambert et al.

Table 4.1 List and description of selected crowdinvesting portals

Portal

Description

AngelList

Crowdcube

Crowdfunder

MyMicrolnvest

Seedrs

SyndicateRoom

US-based website for start-ups that facilitates syndicate
investments by accredited investors, among other things.
Syndicates are brought to the portal and led by experienced
angel investors who have vetted the target investment and
personally invest in the deal they offer, thus demonstrating
their confidence in the investment’s potential. AngelList has
over 200 syndicate leads who are actively bringing deals to
the portal. Source: https://angel.co/

UK-based crowdinvesting portal that offers individuals
(everyday investors as well as professional investors) the
opportunity to invest in start-up, early stage and growth
businesses through equity and debt investment options.
Source: https://crowdcube.com/

US-based crowdinvesting portal that connects
entrepreneurs to investors online. It manages the
Crowdfunder VC Index Fund, which invests into start-ups
backed by top VCs at their same terms. Selected Fund
investments are then shared with their online investor
network. Source: https://www.crowdfunder.com/

Belgium-based crowdinvesting portal that offers
investment opportunities after validating the submitted
portal projects, for which legal information and due
diligence have been completed. In the majority of cases,
one or several professional investors participate in the
financing. It issues Participative Notes upon investment
which mirror a loan or a participation in the capital of the
underlying company in economic terms and give the
owner the right to the same return (interest in case of
loans or capital gains in the case of shares). Source:
https://www.mymicroinvest.com/

UK-based crowdinvesting portal that facilitates equity
investments by friends, family, customers, angels and
other independent investors for early stage businesses.
Investors receive protection through a unified nominee
structure. Source: https://www.seedrs.com/

UK-based crowdinvesting portal that promotes an investor-
led crowdfunding model by necessitating the
participation of an experienced business angel in every
round of investment. These lead investors play an active
role in evaluating the strengths of the deals they back
and invest their own money. Individual investors are
offered to invest alongside these angel investors on the
same economic terms. Source: https://www.
syndicateroom.com/



https://angel.co/
https://crowdcube.com/
https://www.crowdfunder.com/
https://www.mymicroinvest.com/
https://www.seedrs.com/
https://www.syndicateroom.com/
https://www.syndicateroom.com/

The Crowd-Entrepreneur Relationship in Start-Up Financing 71

investor matchmaking website, offers investment syndicates in which
start-ups raise money from accredited investors investing alongside
prominent angel investors. Even Crowdcube, a portal focused on build-
ing a large base of small investors, is currently introducing different roles
(e.g. a lead role) for investors.

Crowdinvesting syndicates are particularly useful for reducing both
the ex ante and ex post information problems we discussed earlier. Here
a (professional) lead investor posts a deal on the portal seeking the crowd
to co-invest in the company together with her. The lead investor has face-
to-face interaction with the entrepreneur and is compensated using car-
ried interest (i.e. a share of the profits of the investment in excess of the
amount that the lead investor contributes) by the crowd of investors for
value-adding and monitoring services (such is the case of AngelList). This
“carry” plays a key role in that it provides strong motivation for the lead
investors to put in the hard work of correctly evaluating the entrepre-
neurial venture and helping it raise the funds it needs.

In the world of early stage equity financing, syndicates have been tra-
ditionally used by venture capital firms to make investments together
with other venture capital firms, thus sharing a joint pay-off. There are
many benefits associated with venture capital syndication. For example,
syndication can be used as a mechanism to resolve information asymme-
tries and combine knowledge and expertise to make better investment
decisions (Lerner 1994). In addition, by forming syndicates venture capi-
tal firms are able to pull together more capital, but also share the high risk
inherent in early stage investments. Business angels use similar tools to
overcome the information problem and benefit from an improved deal
flow. They organize themselves in angel groups or business angel net-
works in order to collectively evaluate and invest in entrepreneurial
ventures. These groups and networks offer several advantages: they make
larger investments possible, while at the same time reducing the burden
for individual angels; they provide more visibility, which results in receiv-
ing superior deal flow; and they usually include the most sophisticated
and active investors, which allows for superior decision-making (Kerr
et al. 2014). In other words, syndication encourages information flows
and provides opportunities for investors to source high-quality deal flow,
to benefit from additional due diligence and diversify their portfolios.
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This syndicate system may prove to be especially effective in crowdin-
vesting in that it encourages information transfer from the more knowl-
edgeable and sophisticated investors to the more naive-type investors
composing the crowd. More importantly, crowdinvesting syndicates con-
fer strong incentives for lead investors to conduct thorough due diligence
and active monitoring.”® Agrawal et al. (2016) coin syndication the “killer
app” of crowdinvesting because they can potentially augment the role of
professional investors, thus allowing for more efficient capital allocation
and enhancing aggregate economic activity.

4.4 Conclusion

In this chapter, we have examined some key features of the crowd and
how they relate to success in crowdfunding and crowdinvesting. In both
business models, the crowd of backers/investors enjoys some extra utility
(the so-called community benefits) over more traditional investors/cus-
tomers. The nature of these community benefits varies across business
models: community benefits are linked to the consumption experience
under crowdfunding and to the investment experience under crowdin-
vesting. Belleflamme et al. (2014) unveil that this difference in the nature
of community benefits is key in determining the entrepreneurial choice
of business model. They show, consistent with empirical observations,
that when the initial capital requirement is relatively small, entrepreneurs
favor crowdfunding and resort to crowdinvesting otherwise.

Their theoretical framework has several entrepreneurial implications.
One implication, well illustrated by the case of Oculus, is the importance
for the entrepreneur to select the right business model given what she can
learn about/from the crowd and what she can extract from the crowd
through the pricing mechanism. Another key implication is that the
crowd—entrepreneur relationship is not foreign to the typical asymmetric
information problems of start-up financing and that when information
asymmetries are more pressing, entrepreneurs tend to opt for crowdin-
vesting, rather than crowdfunding or even crowdlending, in which the
crowd—entrepreneur relationship is by nature more transactional.
Crowdinvesting may thus necessitate complementing entrepreneurs’
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relationship with the crowd by implementing various mechanisms miti-
gating more acute information problems. In particular, we have high-
lighted that the backing of sophisticated investors and the formation of
a syndicate of investors do reduce information asymmetries regarding
pre- and post-campaign outcomes.

Notes

1. See, for example, “Facebook to Buy Virtual Reality Firm Oculus for
USD 2 Billion” by Reed Albergotti and Ian Sherr, Wall Street Journal,
March 25, 2014, “Facebook Plays Platform Catch-Up with USD
2 Billion Oculus Deal” by Hannah Kuchler and Tim Bradshaw, Financial
Times, March 26, 2014, or “Facebook Buys VR Startup Oculus for
USD 2 Billion” by Cade Metz, Wired, March 25, 2014.

2. “When Crowdfunding Goes Corporate: Kickstarter Backers Vent over
Facebook’s Oculus Buy” by Victor Luckerson, Time, March 26, 2014.

3. These numbers of the crowdfunding market are sourced from the
Massolution Crowdfunding Industry Report (2015), available at: heep://
reports.crowdsourcing.org/index.php?route=product/product&product_
id=54 (last consulted on July 12, 2016).

4. This section partly draws from Belleflamme and Lambert (2014).

5. Cumming et al. (2015) consider different types of crowdfunding models
(i.e. Keep-It-All vs. All-Or-Nothing) and show that they allow to allo-
cate the risk differently between the crowd and the entrepreneur.
Without loss of generality, the discussion in Belleflamme et al. (2014)
does not account for this variation of crowdfunding models.

6. We have here a form of behavior-based price discrimination as consum-
ers self-select into one group and are then charged a specific price cor-
responding to their choice; see Fudenberg and Miguel Villas-Boas (2006)
for a general analysis of behavior-based price discrimination and
Bellelamme and Peitz (2015) for a textbook treatment.

7. See also Sahm et al. (2014), who slightly correct the analysis on profit
sharing and, thereby, simplify it.

8. Ellman and Hurkens (2015) also examine a crowdfunding model that
allows the crowd to pre-order the product and in which entrepreneurs can
commit to produce only if aggregate funding exceeds a defined threshold.
Yet, in their model, pre-ordering does not confer any additional commu-
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14.

15.

16.
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nity benefit. Their objective is to determine the optimal crowdfunding
mechanism in the presence of two conflicting forces: a high threshold
allows the entrepreneur to set higher prices for high-type buyers, while a
low threshold raises the probability of production. Kumar et al. (2016) also
model threshold choice, but they consider a continuum of consumers.
See Chemla and Tinn (2016) whose model emphasizes the importance
of learning about demand as an essential reason why entrepreneurs
engage in the pre-ordering mechanism.

Community benefits do not have to be confused with the rewards that
are often offered by entrepreneurs to the participating crowd. Rewards
simply represent, in both business models, a materialization of these
community benefits.

See  https://www.kickstarter.com/projects/597507018/pebble-e-paper-
watch-for-iphone-and-android/posts/273665 (last consulted on July 11,
2016).

This quote is also stressed by Agrawal et al. (2014). See https://blog.get-
pebble.com/2012/05/08/and-one-more-thing/ (last consulted on July
11, 2016).

See www.crowdcube.com and www.kickstarter.com/help/stats (last con-
sulted on July 11, 2016).

In most cases the products/rewards promised by the entrepreneur are
delivered (see Mollick 2014) in part because a failed delivery history
would also establish a negative reputation of the entrepreneur which
decreases funding success when returning to raise money on Kickstarter
(Li and Martin 2016).

According to the Small Business Administration (SBA), only about 50%
of businesses survive five years or longer. See hteps://www.sba.gov/sites/
default/files/advocacy/SB-FAQ-2016_WEB.pdf (last consulted on
November 28, 2016).

Such an exit event might only occur several years after the original invest-
ment, if at all. Hornuf and Schmitt (2016) report that until the end of
2015 only seven start-ups that equity crowdfunded in Germany offered
exit opportunities to their investors.

The problem of adverse selection, introduced by Akerlof (1970), can be
illustrated with a simple example. Assume the venture is of either a low-
quality (worth USD 100) or a high-quality type (worth USD 200).
Investors know that there is an equal chance that they are dealing with a
low-quality or high-quality venture but cannot distinguish between the
two. In that case, backers would rationally price the venture at the aver-
age value of (50%*USD 100+50%* USD 200=) USD 150. This implies
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an undervaluation of USD 50 for the high-quality venture and an over-
valuation of USD 50 for the low-quality venture. As a result, low-quality
ventures would quickly start to flood the market for early stage finance,
which in the extreme case could lead to a market breakdown where no
venture successfully gets financed.

18. Portals are of course not the only actors capable of mitigating such infor-
mation asymmetries. We refer to Ahlers et al. (2015), Ralcheva and
Roosenboom (2016) and Vismara (2016), among many others, whose
work focuses on entrepreneurs and stresses the role of certification and
quality signals.

19. Traditionally, both business angels and venture capitalists would use their
personal connections and networks, and attend local start-up events or
dedicated start-up conferences as means to access new potential invest-
ment opportunities. The typical way to source vital information would be
through various documents and/or face-to-face communication.

20. Hildebrand et al. (2016) consider incentive effects for group leaders on
the crowdlending portal Prosper. Their results suggest that similarly to
crowdinvesting, group leaders on Prosper much more carefully screen
and choose the listings to be funded when they have sufficient “skin in
the game.”
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Fraudulent Behavior by Entrepreneurs
and Borrowers

Christa Hainz

5.1 Introduction

The crowdfunding market is a child of the digital revolution and, although
still in its infancy, it is growing rapidly. Prosper.com, one of the first
crowdfunding platforms to engage in peer-to-peer lending, was founded
in 2006. Just like new products new markets have to demonstrate that
they satisfy needs that would otherwise be unmet. The need addressed by
crowdfunding platforms is to bring supply and demand of capital
together.! As funding decisions involve significant risks, the platforms
need to build up the reputation that transactions take place in a fair and
trustworthy manner. Otherwise investors are not willing to invest.

To build up this reputation it is important to limit fraudulent behav-
ior. From other financial markets we know that fraud has severely nega-
tive repercussions on the market. There is evidence from the United
States that households in states that are also home to firms involved in
corporate fraud cases reduce their stock market participation (Giannetti
and Wang 2016). In Germany the so-called Neuer Markt (a stock market
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for small- and medium-size innovative growth firms) was dissolved in
2003 only a few years after its launch in 1997. One of the main reasons
was that some major corporate scandals, such as misstatement of turn-
over and insider trade, eroded its reputation (Burghof and Hunger 2004).
A similar effect could occur in the crowdfunding market in case of fraud.
As the market is still very young, the negative effects of fraud cases might
be very strong and potentially unfold a destructive power. Fraud by plat-
forms will exert similar negative externalities.

In this chapter we investigate fraud by borrowers and entrepreneurs.
Fraud has many different faces. We use the definition provided by
Cummings et al. (2016, 4) for reward-based crowdfunding and formu-
late it for crowdfunding in general. The investor must verify that the fol-
lowing five different elements are present in order to prove fraud on the
part of a firm: (1) the firm must have made a false statement related to a
material fact, (2) the firm must have known that the statement was
untrue, (3) it must have been the firm’s intention to deceive the investor,
(4) the investor must have reasonably relied on the statements of the firm,
and (5) the investor must have been injured, which is most likely the case
if funds are lost.?

We will begin this chapter by taking an economic perspective on
fraudulent behavior. We use the sketch of a model with asymmetric
information to highlight the role of uncertainty and discuss mechanisms
to reduce the underlying incentives problem. We then review the existing
evidence on potentially fraudulent behavior in the three different crowd-
funding markets and highlight their limitations. We subsequently discuss
those factors that influence the detection of fraud and conclude by offer-
ing some policy implications.

5.2 Asymmetric Information and Fraud

The behavior of agents and the relationship between agents and their
principals is studied in contract theory. The idea underlying the models
in contract theory is that the agents, or in the case of financial services the
firms represented by their managers, have better information than their
principals, the financiers; and that the former use the information asym-
metry for their own benefit. The contract theoretical models deal with
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fraudulent behavior without calling it fraud. As the definition of fraud
has shown, the challenge is to demonstrate that an agent’s behavior is
fraudulent and that the agent took his actions by intent. Contracts can
specify variables that can be observed and verified. However, the agent’s
behavior cannot be stipulated in a contract because it cannot be observed
and verified. At the point in time at which the contract is written there is
uncertainty about the outcome of a project. In the context of finance this
means that the capital that is invested in a project does not generate a
return with certainty, but that there is a distribution of returns. The ulti-
mate return is, in contrast to the agent’s behavior, observable and verifi-
able and therefore can be the subject matter of a contract. We will discuss
two problems of fraud depending on the point in time when it takes
place; the agent can deceive the principal before or after the contract is
concluded.

5.2.1 Adverse Selection

At the point in time before the principal and the agent enter into a con-
tractual relationship the principal cannot observe the agent’s type, that is
whether the agent has a high- or low-risk production technology. The
agent’s type will influence the distribution of the returns and ultimately
returns are observable.

An example of adverse selection from crowdfunding is Kobe beef jerky.
In a Kickstarter campaign Magnus Fun Inc. offered Kobe beef jerky
shortly after the import of Kobe beef to the United States was allowed,
but still heavily regulated. The original goal was to raise USD 2,374. In
fact more than 3,000 backers offered over USD 120,000. A team of
filmmakers detected inconsistencies in the figures of Magnus Fun Inc.
and the campaign stopped briefly before it would have been completed
and the money of the principals could have been lost.?

5.2.2 Moral Hazard

The second problem of asymmetric information arises after the contract
is concluded because the agent cannot commit to a certain behavior, such
as investing the money as promised or exerting effort in managing the
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project. This problem can be referred to as moral hazard.* By exerting
effort the agent increases the probability that the project generates a high
return, enabling the agent to make payments to its principal. Similarly
the agent can divert the funds instead of investing them appropriately,
meaning that the project stands a relatively low chance of proving
successful.

There are two fraud cases from crowdfunding that can serve as exam-
ples for moral hazard. Jen Hintz raised USD 26,000 on Kickstarter for
FibroFibers, an indie yarn-dyeing business. In reality she did not spend
the money on her business, but instead used it to finance her move from
North Carolina to Massachusetts. Another example comes from
GoFundMe. A mother raised money for paying the cancer treatments for
her daughter. The daughter, however, was healthy and the money was
spent otherwise (Fredman 2015).

We want to use the following simple model to illustrate the moral
hazard model for the crowdlending market. Therefore the contracting
parties are called borrower and lender. We study credit contracts in which
borrowers first receive credit and then decide on where to invest the
money. If the borrower invests the money in the proposed project the
probability of success, that is of being able to repay the loan, is py. If he
does not invest the money as proposed, but uses it for his own purposes,
he will get a private benefit & with certainty, but the project will never
succeed. The borrower has a return of X'in the case of success and zero in
the case of failure; returns are assumed to be verifiable. Furthermore, we
assume that investment / is efficient from a social welfare perspective only
if the borrower decides to invest the money instead of taking the private
benefit, that is py X — 7> b. However, the choice of the borrower is not
observable and causes a moral hazard problem. We assume that the bor-
rower possesses assets totaling the amount of A that can be liquidated by
the lender in the case of failure. Thus, the borrower’s liability is limited to
A (<]). The payofs are depicted in Fig. 5.1. It is worth noting that in the
case of investing as proposed, the payoff might be 0 whereas it is certainly
0 in the case of fraud. Thus, for the investor it is impossible to distinguish
between fraudulent and non-fraudulent behavior in this case because the
agent’s investment decision is not observable. But the lender gets an
imperfect signal as to the borrower’s behavior. Therefore, the contract
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Do not Invest 0 +b

Fig. 5.1 Moral hazard model for the crowdlending market: payoff structure

terms are the means of solving the moral hazard problem; they must be
set such that they give the borrower an incentive to behave
non-fraudulently.

The principals offer a contract {R; A} to the borrower, in which R is the
repayment in the successful state and A is the liability in case of default.
Although crowdfunding contracts do not specify collateral, borrowers are
liable with all their assets in case of default and A measures the borrower’s
liability.’ In order to solve the moral hazard problem, the credit contract
must satisfy an incentive compatibility constraint (1), which states that
the net payoff for the borrower must be higher when investing in the
project than when taking the money and spending it on for its own pri-
vate benefit. When investing the money the borrower will be successful
with probability py, generating a return of Xand repaying R to the lender.
If the project fails, the borrower will lose all of his assets totaling the
amount of A. When the borrower spends the money for its own benefit,
he gains a private benefit of 4, but will certainly lose its assets A.

Pu(A+X—-R)+(1-p,)(A-A)=A-A+b (1)
Py (X—R+A)>b )

This equation helps us to understand the problems that may arise
because a project is credit financed. As we assumed that py X — 7 > b,
nobody would undertake a fraudulent project with its own means.
However, if it is possible to find a lender that provides a loan, the bor-
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rower does not have to bear all the costs of his (non-)investment and
therefore may have an incentive to take the money from the lender and
spend it on its own purposes, getting a private benefit of 4. Equation (2)
states the condition a credit contract has to fulfill so that the borrower
will opt for the investment. Comparative statistics provide interesting
insights. The higher the private benefits from diverting the funds, the
higher the incentive to opt for diverting the funds. On the other hand,
the more profitable the investment project, that is the higher the proba-
bility of success py and the return in case of success X, the lower the
incentive to divert the funds. Most importantly, the terms of the credit
contract influence the borrower’s incentives. The higher the repayment R
and the lower the liability A, the more attractive it is for the borrower to
divert the funds. The lower the liability of the borrower, the more diffi-
cult it will be to write an incentive-compatible contract. Here it is impor-
tant to bear in mind that the lower the difference between (R—A), the
higher the incentive not to divert the funds and invest them as
proposed.

Ultimately there are two ways to address problems of asymmetric
information. The first way is to reduce the information asymmetry. The
second way is to write a contract that gives the borrower an incentive not
to exploit its information advantage. The simple model above has shown
that in the case of moral hazard the difference between the repayment in
the case of success and failure, that is (R—A), should be low.

In the banking context, reducing information asymmetry after the
contract is signed is reached by monitoring the borrower. To this end the
borrower has to document the development of his business regularly by
showing balance sheet and other data to the loan officer. However, moni-
toring imposes a fixed cost on the bank, making it unattractive for small
loan sizes. For microcredit new contractual forms have emerged as a
result. The first microfinance bank, the Grameen bank in Bangladesh,
initially only granted microloans to groups of borrowers with joint liabil-
ity. The idea was to exploit the knowledge that individual borrowers have
about their peers. Thus borrowers would exert pressure on their peers to
repay the loan because otherwise the well-performing borrowers would
have to repay for their defaulting peers.
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The microfinance loans have another important feature to improve
incentives. Borrowers can build up a credit history. A good credit history
gives them access to future loans and the size of those loans increases over
time. This means that default leads to a loss of reputation. In our simple
model above this could be captured as a higher liability whereby borrow-
ers do not lose physical assets, but their reputation. The same mecha-
nisms exist when a borrower and a bank have a longer-term relationship
and when information-sharing devices exist in a credit market.

We have just discussed the mechanisms that could solve the moral
hazard problem. Similar mechanisms exist for adverse selection. For
crowdfunding to be successful it must develop ways to solve the problems
created by asymmetric information, as otherwise it will attract fraudulent
projects that are not financed by financial intermediaries that have mech-
anisms in place that solve these problems. An adverse selection problem
therefore exists between different lenders, that is, between platforms and
more generally between the more traditional financial market and the
crowdfunding platforms. In the end there are several adverse selection
problems, one between the lender and the borrower and another one
between different lenders.

5.3 Empirical Evidence on Fraud

No systematic evidence on cases of fraud in crowdfunding has been col-
lected to date. We will provide some evidence on (what we will call)
performance problems in the three different areas of crowdfunding, such
as non-deliveries and defaults.

5.3.1 Reward-Based Crowdfunding

Reward-based crowdfunding differs in several aspects from crowdlending
and crowdinvesting. Firstly, it does not necessarily give a monetary payoff
to the backers, but does provide them some other reward, such as the
product or a giveaway which, for example, may be a documentary of how
a product is made or a project t-shirt. Perhaps as a result it is often not
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perceived as an investment by the backers. Legal scholars argue that the
backers’ motivation to provide money is not to finance the development
of the product, but rather to buy rewards or goods. This argument is
illustrated by the Pebble Smartwatch project in which most backers (96
percent of the 68,929) pledged at least USD 99 which was the threshold
above which one obtained the product. If backers wanted to see the
Pebble Smartwatch to be developed, the fraction of contributions below
the threshold should have been (much) higher. From a legal point of view
the parties enter a contract for the design and manufacture of a specific
good. But the important difference to other contracts for purchasing
products on- or off-line is that the goods in reward-based crowdfunding
have not been produced at the point in time the contract is concluded
(Moores 2015).¢ This means that there is more uncertainty involved
when purchasing a good via reward-based crowdfunding, which might
often not be fully acknowledged by the parties of the contract, and par-
ticularly by the buyer.

Mollick (2014) studies data on performance problems on Kickstarter.
He uses data on Kickstarter projects from its start in 2009 until July
2012. During that period over 23,000 projects were successfully funded
on the platform (which equals a 48.1 percent share of all proposals sub-
mitted). To see how the projects perform over time the author analyzes
the final outcome of the 471 projects in the categories of Design and
Technology, which had specified delivery dates before July 2012. Among
these 471 projects 381 had outcomes that were clearly identifiable.
Within this group there were 14 projects that failed (or 3.6 percent)
either issuing a refund (3 projects) or stopping to respond to backers
(11). However, among the better-performing projects delivery on time is
not the rule, as only 24.9 percent of the projects were not delayed.
Another 33 percent did not deliver as promised until the end of the sam-
ple period. The projects with a delay (126 projects or 33 percent) deliv-
ered on average 2.4 months later.”

These figures provide some evidence on the performance problems in
reward-based crowdfunding. However, the reasons underlying these
problems can be manifold and range from intentionally deceiving inves-
tors to slipping into such deception, or even a mixture of both.® Fraud is
only one possible explanation. If a project grants a refund, technical
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problems are more likely to explain non-delivery than fraud. If an indi-
vidual stops responding, it could well be that “he ran away with the
money.” This happens in 2.9 percent of the cases in the sample. It is
important to bear in mind that these projects operate under greater
uncertainty than traditional sales, as products have not been produced at
the point in time when they are sold. As a result, Mollick (2014) finds
that delays are more likely if products are promised as compared to
giveaways. The other factors increasing the risk of a delay are the size of
the project and the degree of overfunding. These findings may provide
some indication that performance problems increase with the complexity
of the project as the latter results in uncertain outcomes.

Alternatively, one could look at fraud directly. The challenge here is
that fraud—in contrast to delivery—is not readily observable. Cumming
et al. (2016) search for fraud cases for projects on the two most popular
platforms (Kickstarter and Indiegogo) in nine countries during the period
2010-2015. They not only collect data from the websites of the two plat-
forms but complement it by searching for fraud cases themselves. They
find only 207 fraud cases (which corresponds to a rate of 0.01 percent).

The figures on fraud cases (0.01 percent) and non-deliveries (about 3
percent when deducting the refunds from the non-deliveries) could act as
lower and upper bounds for fraudulent behavior in reward-based crowd-
funding. As fraud is not readily observable, the fraud cases that this figure
is based on are only the tip of the iceberg (we will discuss the detection of
fraud cases below). By contrast, non-deliveries will exaggerate fraudulent
behavior because in an uncertain world non-fraudulent projects also fail.

5.3.2 Crowdlending

There are no figures on fraud in crowdfunding available to date. However,
default rates are observable and are used for research. Just as for non-
deliveries there are many different reasons that lead to a default, and one
of them is fraud.

To determine the performance of a loan it is optimal to study loans
that have matured. Therefore the evidence on loan performance is mostly
on loans that were granted relatively early in the life of the platforms and
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have matured already. Iyer et al. (2015) provide a very rich analysis of
peer-to-peer lending on prosper.com (henceforth Prosper). They use data
for the period February 12, 2007 until October 16, 2008. All loans are
unsecured personal loans, with a duration of three years and a fixed inter-
est rate. During this period 194,033 funding proposals were listed, of
which 17,212 were eventually funded (representing 8.9 percent).

The following Table 5.1 from Iyer et al. (2015) provides data on default
for the loans that received funding (funded listings). Default occurs when
the loan is three or more months late at the end of the three-year loan
term. For the entire loan portfolio the default rate is 30.6 percent. Not
surprisingly, the default rate depends strongly on the credit category of
the borrower. Credit categories are assigned by the platform based on the
borrower’s credit score from Experience ScoreX PLUS; they are observ-
able for the lenders. The (Experian ScoreX Plus) credit score uses numer-
ous hard financial variables in its default prediction model. In the lowest
credit category (HR) over half of the borrowers (51.6 percent) default on
Prosper. But even in credit category AA with the best borrowers the
default rate is 14.7 percent.

Table 5.1 Default rates and

Funded
expected repayments on listings
Prosper _—

Mean SD

Loan outcomes
Annual lender interest rate  0.166 0.068

Default dummy 0.306
Credit category HR 0.516
Credit category E 0.424
Credit category D 0.356
Credit category C 0.318
Credit category B 0.305
Credit category A 0.234
Credit category AA 0.147
Fraction of loan repaid 0.797 0.334
Credit category HR 0.625 0.406
Credit category E 0.708 0.377
Credit category D 0.762 0.352
Credit category C 0.793 0.334
Credit category B 0.798 0.329
Credit category A 0.852 0.292
Credit category AA 0.910 0.235

Source: lyer et al. (2015, 1559)


http://prosper.com
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When considering these figures one has to make several qualifications.
The loans were granted in the United States just before and during the
great recession. This means that borrowers faced a significant macroeco-
nomic shock with a doubling of the unemployment rate. The following
figure shows developments in the rate for repayments that are overdue for
over 30 days among the three major peer-to-peer lending platforms in the
United States over time. This rate is measured on a daily basis and there-
fore is much lower than default rates in Iyer et al. (2015). Moreover, this
rate is calculated taking the delinquencies relative to the loans outstand-
ing at a platform.” However, the graph shows some interesting dynamics
over time. A short while after the start of the platforms, which was when
the financial crisis hit the real economy, the default rates increased con-
siderably. But in 2010 they fell again and have not changed dramatically
since. It is also interesting to note that although delinquency rates vary
strongly between the different platforms, the differences are much lower
now than in the first few years. Not only the macroeconomic conditions,
but also changes in the way borrowers and lenders interact on the plat-
form in terms of which kind of information borrowers are required to
reveal, for instance, could explain this development.

To put the figures from Iyer et al. (2015) into perspective, one might
compare them to the delinquency rates reported by commercial banks to
the Federal Reserve Board (see Fig. 5.2). Here again the rates are com-
puted as the ratio of delinquent loans to total loans. The highest delin-
quency rates of around 10.5 percent were observed among residential real
estate loans in 2010. The delinquency rate among credit card loans
peaked as early as 2009 at 6.8 percent. By comparison, the current delin-
quency rates (first quarter 2016) are 4.8 percent for residential real estate
and 2.2 percent for credit card loans (Federal Reserve Board 2016). Of
course, these figures depend on the whole population of borrowers and
how it is composed of borrowers of different creditworthiness. Borrowers
in the high-risk loan categories of Prosper are most likely to find it very
difficult, or even impossible, to obtain loans in the formal banking sector.
Indeed, borrowers at Prosper have lower average credit scores than the
general population (610 versus 680, with higher numbers indicating
higher creditworthiness). The detailed data from Prosper makes it possi-
ble to compare default rates for individual loan categories. Here the
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default rate of 14.7 percent of the best borrowers is higher than the aver-
age figure in the market. Thus borrowers at Prosper were less likely to
repay than their credit rating may have suggested. But we do not know
whether the default happened by intent, or whether the borrowers slipped
into difficulties repaying the loan.

When interpreting this finding we have to acknowledge that the
potential lenders only observe the loan category (as reported in the table),
but not the actual credit score. However, the lending rate the borrowers
are willing to accept may be another important measure from which one
can infer the lenders’ risk evaluation of the loan. It is worth noting that
borrowers on Prosper had to announce the interest rate they are willing
to accept until 2009 when interest rates were determined in a (Dutch
style) auction. Iyer et al. (2015) compare different measures for risk and
find that the predictive power of this announced interest rate outper-
forms that of the credit score: the interest rate is 45 percent more accurate
in predicting default than the credit score. This result provides evidence
that the lenders in peer-to-peer lending make informed choices. They not
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only use the hard financial information contained in the credit category
(which is based on the credit score), but they also have soft information
about the borrower that helps them to predict how the loan will perform.
The results also indicate that soft information is particularly helpful for
evaluating the future performance of the borrowers in the lower credit
categories. The most important piece of soft information that influences
the lenders’” evaluation is the maximum interest rate a borrower posts that
s'he is willing to pay.'

Knowing the risk they are taking, lenders should be compensated for
the risk they are bearing. To calculate the expected repayment one needs
to know what the lenders would receive in case of default. If a borrower
does not repay for four months or more, his/her loan is sold to a collec-
tion agency. The proceeds from selling the loan are distributed among the
lenders. As shown in the Table 5.1 in the “fraction of loan repaid” col-
umn, which is calculated from the probability of repayment and the
recovery value Prosper gets from selling defaulting loans to a collecting
agency, the lenders in expected terms get 79.7 percent of the principal.
Thus, in expected terms, the defaults are too high and the recovery rates
too low to be compensated by an interest rate of 16.6 percent. The puz-
zling result of this analysis is that while the lenders seem to be quite good
at rating the risks of loans in relative terms, they do not get enough com-
pensation in absolute terms.

5.3.3 Crowdinvesting

Compared to the other two forms of crowdfunding, crowdinvesting is
relatively new. Unlike for the two other forms, we do not have any evi-
dence from the United States as Title III of the JOBS Act, which sets the
rules for crowdinvesting, did not take effect until May 2016. But there is
some evidence about the performance of firms financed by crowdinvest-
ing from the United Kingdom and Germany. Again, there are no studies
on fraudulent behavior in this market.

In the United Kingdom, the world’s first and largest platform for
crowdinvesting, Crowdcube, was launched in 2011. By the end of 2015
318 equity offerings had been successfully funded. Signori and Vismara
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(2016) study 212 initial offerings, the other offerings were left out because
they were too small or were follow-up campaigns. Out of these firms 22
have failed (10.4 percent). Such a failure rate may not seem too surprising
among start-up firms. An investment in the crowdinvesting market
would pay off if the losses could be offset by high returns on successful
firms. The figures available seem to suggest that this is indeed the case.
For the 64 firms (30.2 percent) that are involved in an equity deal after
raising equity by Crowdcube, the average return on the deal is 63.5
percent.

Hornuf and Schmitt (2016) provide similar figures for Germany, but
unlike Signori and Vismara (2016), they calculate actual returns. For
nearly the same period of time, September 2011 until December 2015,
303 campaigns were started on German equity crowdfunding platforms.
210 of these campaigns successfully obtained funding, 54 did not reach
their funding goal and publicly available information is missing for 39
campaigns due to the intransparency of the platform. Among the firms
financed, 85 percent are still operating three years after their incorpora-
tion. This is a higher rate than for the general population of start-ups in
Germany for which the survival rate is 70 percent. This may be due to the
fact that crowdinvesting platforms screen firms and select which firms are
allowed on the platform. Through this process the majority of “appli-
cants” is denied access to the platform (Hornuf and Schwienbacher

2018).

5.4 Fraud and Detection

Data on fraud is scarce because it is not readily observable. The number
of fraud cases observed depends on the prevalence of fraudulent behavior
and on the probability of fraud being detected; and there is even an inter-
action between the two processes (Wang 2013).

The model outlined in Sect. 5.2 shows the parameters that influence
whether an agent chooses a fraudulent project. Basically, the higher the
private benefit of diverting the funds are relative to the net return of a
project, the more likely fraud is to occur. This formulation does not take
behavioral aspects into account like preferences for truthfulness or self-
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concept maintenance (Gibson et al. 2013; Hornuf and Haas 2014)."
Although the behavioral aspects might change the trade-offs for part of
the population, and thereby the number of fraud cases, the comparative
statistics of the model still provide important insights. The model has
shown that the net payoff received by the agent in cases with success rela-
tive to failure influences the choice. Thus, it depends on the contract, in
the case of crowdlending on the loan contract, what the incentives are.
Ultimately the contract should be such that the agent’s payoff in case of
success is high relative to the case of failure. In the contracts offered by
banks or microfinance organizations, this is achieved through the collat-
eralization of physical assets, through social collateral, group contracts or
reputation effects.

Thus, the challenge for crowdfunding platforms is (1) to reduce infor-
mation asymmetries themselves and (2) to offer contracts that give incen-
tive for non-fraudulent behavior. To reduce asymmetric information,
either the platform itself or the principal (the backer, the lender or the
investor depending on the type of crowdfunding) needs to collect infor-
mation about the agent. There seem to be very different attitudes towards
the involvement of the platforms depending on the type of crowdfunding
in question. In crowdinvesting platforms screen firms ex ante and reject a
large share of the proposed offers (Hornuf and Schwienbacher 2018). For
potential investors too, the widespread availability of information made
possible by the digital revolution provides new possibilities for screening
and monitoring projects (for more details see, Morse (2015) and Vismara
(2017), in Chap. 3 of this book). Agents, for instance, can describe their
projects on the platform and even show videos of their products.'?
Ultimately, there is a lot of soft information in their appearance: text
features, for instance, can help to predict default (Gao and Lin 2015).
However, as research shows which features are more often used by failing
or fraudulent projects, the dishonest agents can adjust their behavior
(Morse 2015).

The design of the contracts plays a crucial role for the agent’s incentives.
This is demonstrated for crowdlending on Prosper. Hildebrand et al.
(2017) study the incentives of group leaders in lending. On Prosper every-
body can become a group leader or member. The group leader has the
right to allow new members into the group and to deny access. Moreover,
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the group leader can request additional information from members, as
well as reviewing the members’ new listings. The group leader used to be
able to decide whether to offer its service for free or to demand a reward.
These rewards were eliminated by Prosper at some point in time. The
authors use this change in the platform’s policy and show in a difference-
in-difference-analysis that the rewards had adverse effects on group leader
incentives, leading to higher default rates (and lower interest rates). This
example demonstrates how important the policies of platforms are for the
outcomes of the contracts that are concluded.

We have acknowledged that evidence on fraud cases is scarce. This
should be due to the fact that fraud has not been detected to date. The
wave of corporate scandals in the United States since the turn of the mil-
lennium inspired researchers to investigate corporate fraud. Dyck et al.
(2013) estimate that the probability that a firm in the United States com-
mits fraud is 14.5 percent. In their estimation they use the fact that after
the demise of the auditing company Arthur Anderson, firms had to
change their auditor. In these firms three times more fraud cases were
detected. Based on these figures, the authors conclude that three out of
four fraud cases remain undetected; and they use this figure to estimate
the total fraud from observed fraud.

The relationship between detected and undetected fraud cases depends
on whether there are incentives for reporting fraud. Therefore it is instru-
mental to know who reports fraud cases. Dyck et al. (2010) study a sam-
ple of 216 corporate fraud cases taking place between 1996 and 2004 in
the United States. They find that the SEC and auditors account for 17
percent of the detected cases, debt and equity holders for 3 percent, short
sellers for 11 percent, equity holders’ agents (analysts and auditors) for 24
percent, employees for 17 percent, non-financial-market regulators for
13 percent and the media for 13 percent. The crowd is missing in the
enumeration, but might be relevant as the following example suggests:
“[...] Mythic: The Story of Gods and Men was a 2012 Kickstarter cam-
paign for a videogame. Research by potential backers revealed that the
creators plagiarized nearly all of the components of the campaign. With
this information revealed to the public, the project creator withdrew the
campaign before reaching the funding goal and backers did not lose any
money” (Moores 2015, 4006).
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Generally, the incentive to report fraud will depend on the cost of
gathering the information relevant for detecting fraud and the rewards
that could result from a legal obligation, from a residual claim or from
reputation. On the one hand, one would argue that the widespread avail-
ability of information, in particular for firms that operate mainly online,
which is often the case for firms seeking crowdfunding, implies that the
(monetary) costs of gathering information are low. On the other hand,
the return on exerting this effort for the individual investors is also low if
they have invested a small amount, which is often the case. Thus, there is
a coordination problem between the large number of investors. Unless
there are other mechanisms, like reputation, which increase the benefit of
a single investor, incentives for fraud detection should be low among
investors. As crowdfunding firms differ in many respects like size, age and
sector from the larger corporations, some of the groups listed above that
may possibly detect fraud like non-financial-market regulators or equity
holders’ agents might simply drop out as potential fraud detectors.

5.5 Conclusions and Policy Implications

Although fraud certainly exists in crowdfunding, evidence is scarce. This
chapter discusses the incentive to engage in fraud and identifies that the
terms of the underlying contract influence the incentives. The reduction
of information asymmetries can also help to limit fraud. The fact that we
observe hardly any fraud cases may be due to low incentives to detect
fraud. Although the costs of gathering information leading to the detec-
tion of fraud in crowdfunding might be lower than in the corporate
world in general, the benefits could be lower as well. If only a small
amount of money is at risk, the low costs in absolute terms might be high
in relative terms.

As the crowdfunding markets are young, they need to establish a repu-
tation for being a “fair market place.” Therefore, market-based mecha-
nisms that try to avoid fraud are essential. One important measure is
suggested by the financial analysts’ roundtable: “Crowdfunding platforms
must develop and adopt disclosure standards that make identifying and
tracking issuers easy. Such standards may include unique identifiers for
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both individuals and companies that seek financing, and they should
require issuers to provide full legal names and brief biographies of all
principals” (Conrad et al. 2016). This may help to reduce asymmetric
information between different platforms and between other financial ser-
vice providers more generally; and thereby makes collecting information
cheaper. It also allows the agent to build up a reputation as a trustworthy
contracting party that acts as social collateral. Another important aspect
is that platforms need to carefully design the rules that determine how
contracts are formed and the incentives they provide for different groups
of participants. Finally, a potential drawback of transparency must be
mentioned: “The problem with uncovering success cues is of course once

they are disclosed, their predictive power disappears” (Morse 2015, 469).
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Notes

1. Note that crowdfunding platforms usually do not offer services tradi-
tional financial intermediaries like banks offer (e.g. screening or moni-
toring in the case of crowdlending).

2. Cumming et al. (2015) provide an overview on the literature on finan-
cial market misconduct in general.

3. See http://money.cnn.com/2013/06/17/technology/kickstarter-scam-kobe-
jetky/ and htep://www.digitaltrends.com/cool-tech/biggest-kickstarter-
and-indiegogo-scams/.

4. We do not study the third problem of asymmetric information, costly
state verification. It arises after the returns of the project to be financed
are realized. The entrepreneur could claim that the project was not prof-
itable although it was and he diverted the project’s return of this own
purposes.

5. In countries with a well-functioning legal system the claims can be
enforced. The crowdlending platform Prosper, for example, sells its out-
standing debt to a collection agency (see Sect. 5.3.2).

6. Note that there might be a tension between timely delivery and the qual-
ity of the product (Moores 2015).
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7. The literature does not always acknowledge this difference. For example,
Moores (2015, 402) gives the following reference to Mollick (2014):
“Recent figures suggest that less than five percent of crowdfunding proj-
ects result in fraud” (highlight by CH).

8. 'The mini drone Zano raised EUR 3 million on Kickstarter in the United
Kingdom. When they stopped responding Kickstarter asked a journalist
to investigate the case. He found that the firm was surprised by its large
funding success and the huge demand. At the same time the firm did not
describe the state of development properly initially (Nezik 2016).

9. Note that therefore we cannot directly compare the default rates.

10. Prosper changed the design and now determines the interest rates itself.

11. Other behavioral economic effects are not modeled either. Schwartz
(2015, 560) argues that “Crowdfund investors with negative returns will
not simply have Josz their money, but rather they will have spenz it (at
least in part) on nonpecuniary benefits, including entertainment, politi-
cal expression, and community building.” While investors may derive
utility from these benefits, they may also suffer from being deceived.

12. This gives rise to another type of fraudulent behavior, namely stealing of
ideas, as the example of a smartphone case selfie-stick shows that was
posted on Kickstarter and copied by a Chinese manufacturer (Horwitz
2016).
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Fintech and the Financing of SMEs
and Entrepreneurs: From Crowdfunding
to Marketplace Lending

Mark Fenwick, Joseph A. McCahery,
and Erik P.M. Vermeulen

6.1 Introduction

Bank lending to small and medium sized enterprises (SMEs) has changed
dramatically since the time of the financial crisis of 2008. That shouldn’t
be too surprising. Banks™ lending capacity shrank between 2008 and
2013 due to higher risk aversion in a time when economic growth had
slowed. The higher sensitivity to external market shocks led to changes in
the supply of short- and long-term financing to SME borrowers. In the
Netherlands, for example, we observed a 6-8% year-on-year decline in
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bank loans to SMEs and the highest loan rejection rate in Europe (OECD
2013). SMEs continue to face numerous obstacles in borrowing funds
because they are small, less diversified, and have weaker financial struc-
tures. Moreover, ample evidence suggests that smaller companies face
greater perceived and actual constraints than larger firms. Collectively,
they have been considered unfavorable borrowers due to their difficulty
in providing high-quality collateral or their relative opaqueness with
respect to their creditworthiness (Boot et al. 1991; Ayadi and Gadi 2013).

In recent years, policymakers and researchers have increasingly begun
to explore the impact of the recent financial crisis on the rationing of
credit. The effect, in the case of SMEs, was on the reduction income
reflected in their balance sheet and overall collateral levels. Not only did
small businesses look less creditworthy, but they also faced greater per-
ceived and actual constraints than larger firms and that this would play a
critical role in the narrowing of available finance options (European
Central Bank 2015). Also, data on small business credit scores, such as
PAYDEX, indicate that lending to small business is lower than before the
financial crisis (Mills and McCarthy 2014). While bank loans remain of
vital importance for small businesses, changes in lending standards have
placed significant demands on banks focused in the SME, prompting a
significant decline in small business credit. The literature suggests that
regardless of the change in credit conditions in 2014, lending standards
remained comparatively tight and interest rates high for SMEs in coun-
tries hard hit by the financial crisis (OECD 2016).

There are a number of specific, efficient strategies that have been devel-
oped and demonstrated to alleviate credit rationing. In general, these
strategies involve three types of mechanisms. First it is clear that the pres-
ence of information asymmetries and principal/agent problems may
induce sellers of financial service to offer products that, due to monitor-
ing problems, leave potential borrowers without access to credit. Past
studies show that banks’ local network ties and relationships have reduced
the uncertainties and mitigated some of the risks opportunism associated
with bank lending to SMEs. Moreover, this literature has emphasized
how enabling environmental initiatives may have actually reduced infor-
mation asymmetries by establishing effective monitoring techniques.
Second, the use of collateral gives the SME with a serious credit problem
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an incentive to repay the loan. Research suggests that if collateral is not
available, a credit guarantee system offsets the reduced reliability of non-
audited financial statements and may improve access to credit as well as
improve loan terms (Beck et al. 2010). So, if collateral is not available, a
credit guarantee system for SMEs that offsets the reduced reliability of
non-audited financial statements may improve access to credit as well as
improve the loan terms. Thus, governments tend to invest in a loan guar-
antee program because they address the market imperfections that cause
credit restrictions to SMEs and spur innovation in the SME sector. The
presence of the guarantee can result in a lower rate paid for the loan.

However, as banks retreat from SME financing, strong online lending
has made it easier for low-income businesses and small young firms to
secure credit without government support (OECD 2015). This growth
of alternative online lending has supplied new competition to traditional
banks and venture capitalists, and is beginning to disrupt the tradition of
business of lending in a number of ways—not only by bringing competi-
tion to the corporate market, creating efficiencies and competition that
reduces online risk, but also making SMEs more profitable (Ahmed et al.
2017). Another important consequence of the new models of finance is
the reduction of systemic risk and more diversified lending options.
Established industry players confronting the reality of alternative online
platforms are improving the profitability of small business lending
(Deutsche Bank 2017).

More specifically, the booming demand for fintech—broadly defined
as the use of new technology and innovation to compete in the market-
place of financial institutions and intermediaries—is the result of fast
funding and online applications, which has lowered costs for their cli-
ents. This, in turn, has helped these lenders in the United States, for
example, to become an important provider of capital to low-income busi-
nesses and small young firms while helping to bridge the funding gap in
the SME credit market (GAC 2015).

Fintech has disrupted or is disrupting the financial service sector in at
least three ways. First, online platforms, which differ from traditional
funding channels, allowing financial service providers to offer a wide
range of new services that remove intermediaries and administrative lay-
ers to make transactions more effective and less prone to error. In this
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way, financial services are decentralized and made flatter. Most obviously,
there is the growth of mobile banking that allows customers to perform a
wide range of transactions online. Second, networked access to financial
services facilitates quicker access to all manner of transactions from
checking financial status, making payments, and withdrawing and trans-
ferring funds. Third, behind-the-scenes activities of financial institutions
are similarly transformed. In part, this involves the use of Big Data to
deliver a more efficient service, but it also allows firms to use technology
to manage legal risk more effectively. Finally, in the absence of industry-
wide standardization (i.e., no capital requirements) it is clear that peer-
to-peer (‘P2P’) platforms will enjoy lower operating and capital expenses
compared to traditional banks.

To many observers, one of the most disturbing aspects of the 2008
financial crisis was the subsequent introduction of vast swaths of new
banking regulation. The rapid introduction of regtech—which involves
using new technologies to meet regulatory and compliance require-
ments—suggests that using big data analytics allows firms to accelerate
the cumbersome and costly process of implanting new regulation. There
are a number of areas of compliance and reporting where technology can
have significant benefits, such as risk data aggregation, modeling and
real-time transactions monitoring. Machine learning, artificial intelli-
gence, and biometrics have been particularly promising in tackling com-
pliance challenges.

Fintech has also facilitated the emergence of start-ups that offer an
alternative source of financial services. Fintech lenders, including equity
crowdfunding, invoice and supply chain financing, and marketplace
lending, are beginning to challenge traditional business models in a num-
ber of ways—not only by bringing competition to the corporate market,
creating efficiencies and competition that reduces online risk, but also
making SMEs more profitable (WEF 2015). In particular, app-based
companies are emerging everywhere. They challenge and disrupt incum-
bents, such as traditional banks, by supporting a wide range of financial
services, namely marketplace lending platforms; equity crowdfunding
platforms; insurance services; algorithm-driven robo-advisors offering
smarter, more personalized financial advice; and blockchain-based
crypto-currency and payment systems. This trend is borne out by the
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Fig. 6.1 Global venture capital investments in fintech start-ups

investment data. Since around 2010, more and more investment is being
made into fintech. And even though deal activity has slowed over the last
year, there is little evidence that indicates that fintech is likely to perma-
nently stall or collapse (see Fig. 6.1).

Millennials—defined as the demographic cohort that reached matu-
rity around 2000—are thought to be one of the primary drivers of fin-
tech innovation. To begin, millennials are prompting changes in the need
of firms to focus on the consumer. Three aspects of the contemporary
consumer expectations that seem pertinent in this context include state-
of-the-art consumer experience, speed, and convenience (PWC 2016).
The delivery of innovative fintech solutions will require a degree of coop-
eration between multiple partners, including millennials, as stakeholders
and investors, in maintaining a focus on the core task of innovating.

In this chapter, we examine how fintech lenders target the SME seg-
ment, connecting companies and investors that want to lend or provide
some form of equity capital or debt to start-ups. To gain a better under-
standing of the online alternatives to bank financing, we provide an over-
view of the different platforms and external financing providers such as
crowdfunding, peer-to-peer and marketplace lenders. We also discuss the
factors responsible for the expansion of these well-developed credit sys-
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tems to SMEs and the ecosystem that supported the creation of a
sector-wide secondary market. The question that arises, however, is
whether fintech’s low-cost expansion of credit to SMEs and individuals,
based on a more efficient credit-assessment model, weaker underwriting
standards, and packaged loans to institutional investors, could persist in
the long run, and eventually become more profitable than traditional
banks. A significant body of literature has already sought to explain these
developments. On the one hand, new market mechanisms can facilitate
the introduction of explicit barriers to entry and new systems that become
oligopolies and other forms of intellectual property protection where the
governance and enforcement issues are quite difficult to enforce. On the
other hand, through such well-designed mechanisms, such as platform
ecosystem, the business benefit would be large leading to low-cost trading
systems that are open-access, transparent, and facilitate economic growth.
Recent studies show that that current of regulatory approach to fintech
and its financial practices are blocked by significant political economy
and coordination costs and are to promote much structural change
(Philippon 2016). In this chapter, we investigate the regulatory response
to fintech start-ups, distinguishing between two broad categories of
response—reactive and proactive.

The plan of this chapter proceeds as follows. Section 6.2 provides a
comprehensive overview of the crowdfunding platforms, analyzing the
advantages and disadvantages of the different portals and whether equity
crowdfunding platforms will provide a competitive new funding channel
for young companies and SMEs. Section 6.3 examines the features of the
peer-to-peer and marketplace lending process, including the lenders,
lending, and credit process. Section 6.4 will then discuss the results of our
empirical analysis of the regulatory determinants that have influenced the
formation of fintech start-ups in 12 countries. Section 6.5 concludes.

6.2 Crowdfunding

Crowdfunding is a method for raising finance in which start-ups can sell
directly or indirectly shares or equity in a company to a group of investors
through the Internet. Historically, crowdfunding has evolved from a way
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to finance creative projects, such as books, films, and games, into a new
type of entrepreneurial finance which has the potential to dramatically
change the venture capital ecosystem. Crowdfunding makes it possible
for early-stage start-up companies to raise ‘venture capital’ from a large
group of individuals, sidestepping the traditional fundraising process that
includes lengthy due diligence periods and tough negotiations over the
pre-money valuation and contractual terms. The ‘crowd’ investors, who
invest relatively small amounts through Internet-based platforms (crowd-
funding websites) and/or through social networks—such as Facebook,
Twitter, and LinkedIn—need less contractual protection (the small
investment amounts do not justify close involvement in the growth pro-
cess of the start-up companies).

As noted above, accessibility and speed are the key drivers behind the
emergence and development of crowdfunding platforms. Another factor
likely to influence the rise of crowdfunding platforms is that they can
generate information about risks that can be interpreted as effective sig-
nals of project quality and thus effect the probability of funding success
(Ahlers et al. 2015). Thus, in addition to providing access to information
about credit scoring of potential borrowers, the platforms allow investors
through real-time notifications of lender bids on projects to diversify
their portfolio of investments (Morse 2015).

In their quest to answer these questions, many academics have exam-
ined crowdfunding from an economics perspective. Within economics,
there have been several approaches to the study of crowdfunding, includ-
ing the ‘wisdom of the crowds’ perspective. Management researchers have
also begun to look at why investors are likely to enter a crowdfunding
platform. Underlying this view, investors on equity crowdfunding plat-
forms tend to be a dispersed group who invest small denominations in a
start-up, and have little incentive to do due diligence research before the
investment and thereafter the investment will monitor managerial effort.
Platforms can attract investors by offering their own due diligence and
process a project before it is offered to the public or is likely to turn to
co-investment with a business angle or VC firm.

While these mechanisms have been influential and helpful, there exists
a wide array of mechanisms, each of which could be more or less signifi-
cant in shaping the dynamics of the business relationship. For example,
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the Australian platform ASSOB requires every start-up to engage in a
business relationship with a professional business advisor, who guides the
company through the process and monitors the company after the offer-
ing. Note that the British platform, Crowdcube, discloses the largest
investment in a project. Underlying this approach is the view that if the
largest investment is highly proportional to the total amount, this signals
to the market that there is a higher chance of monitoring and due
diligence.

We can roughly distinguish among four categories of crowdfunding
platforms: (1) donation-based crowdfunding; (2) reward-based crowd-
funding; (3) lending-based crowdfunding; and (4) equity-based crowd-
funding. If investors follow the donation-based crowdfunding model,
they generally contribute to a charitable, creative, or social project
without the expectation of being compensated. The donation model
stands in contrast to the reward-based model where the ‘crowd’ that
decides to donate receives a reward, such as a finished product, perks,
or recognition in the credits of a movie, in return. The popularity of the
latter approach is confirmed by the results that it is the second largest
sector within European online alternative market (E&Y 2015, sce
Fig. 6.2).

Given the apparent benefits, start-up companies and entrepreneurs
typically use lending-based crowdfunding and equity-based crowdfund-
ing to attract investments from the general public. Lending-based and
equity-based crowdfunding are jointly called ‘investment crowdfunding’.
If the companies grow and prosper, the investors usually receive a finan-
cial return. For example, in the lending-based model, they will receive
their investment back plus interest (the rate of which is dependent on the
risk level). Investors that contribute cash through equity-based crowd-
funding platforms indirectly or directly become beneficial owners or
shareholders of the start-up company.

Equity-based crowdfunding increasingly attracts attention from start-
up companies, investors, and the media. This is not surprising since
recent research on equity crowdfunding platforms suggests that they, in
the presence of information asymmetries, are likely to mitigate distance-
related costs, such as monitoring investments, in early-stage financing
(Agrawal et al. 2015). That said, it is only to be expected that the number
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of equity-based crowdfunding platforms will increase further in the near
future as we increasingly observe several regulatory initiatives that are
intended to give a boost to equity crowdfunding (by increasingly allow-
ing non-professional investors to participate in deals).

So far, we have been focusing on the growth of equity-based platforms.
An important source of participation is the within-group effects of
funders and fundraisers on crowdfunding platforms. Faced with cross-
group and within-group external effects, crowdfunding platforms need
strategies to effectively mitigate coordination failures while minimizing
the risks posed by asymmetric information as the number of potential
fundraisers on the platform increases (Belleflamme et al. 2016). Scholars
have sought to show that within the group of funders, it is likely that the
external effects will be positive. Applied to the design of crowdfunding
platforms, these studies show that the external effects are positive if a
project has to reach their funding goal, reducing the risk that undercapi-
talized projects may be realized. For example, the ‘All-Or-Nothing’
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(AON) or fixed-funding model, which has been adopted by most plat-
forms, allows the fundraiser to collect any funds received if they reached
the specific goal by the end of the campaign period. In practice, a second
model has emerged. The ‘Keep-It-All" (KIA) model permits fundraisers to
keep any of the money raised even if they raised only part of the threshold
level. In the latter context, fundraisers are charged higher fees on the
money that was raised in the unsuccessful campaign.

Current research on non-price strategies suggests that fundraisers may
prefer the flexibility of the KIA model. To check this claim empirically,
Cumming et al. (2015) recently compared the AON versus KIA models
based on the Indiegogo platform that offers firms the option to choose
between the two models. In comparing the two different models, they
analyze the company types that use a particular funding model as well as
their disclosures and success. They find evidence that is consistent with
the view that AON fundraising campaigns have larger fundraising targets
for their projects and tend also to be successful in realizing their capital
goals. Moreover, they show that the KIA model is likely to be used by
firms that can scale their business. Thus, the results in Cumming et al.’s
study indicate that flexible platforms are likely to be attractive to a num-
ber of firms, creating sustainable user growth, for example, of Indiegogo’s
fund.

Another factor likely to influence the dynamics of investor behavior is
whether investors have a public profile. In fact, an informational advan-
tage may occur when investors have chosen a public profile. This infor-
mation in turn may lead to more bids as well as interest from other
investors. Prior research points to numerous examples of investors with
expertise, particularly venture capitalists and business angels are likely to
disclose this information and their investment decisions, particularly in
first-come-first-served environments. Vismara (2016) found, using a
sample of 111 equity offerings posted in 2014 on Crowdcube, informa-
tion cascades among individual investors are crucial for the success of
crowdfunding campaigns. For example, successful campaigns have a
higher fraction of public investors, particularly in the first five days of the
launch. Looking at the numbers, most investors prefer not to make their
profile public. However, Vismara further showed, using a group of 200
public profile investors in Crowdcube, that the public profile investor
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numbered more than 4.8 investments in the platform whereas the aver-
age made 2.7 investments. He then mapped the public profile investors
to their level of entrepreneurial and project-specific expertise and found
that 88% of the public profile investors had entrepreneurial and start-up
skills and 44% had experience in the funded project’s industry. In com-
bination with augmented data from Crunchbase, the results support the
view that public profile investors are more likely to be sophisticated than
other blind investors.

The importance of signaling to potential small investors in a start-up is
also likely to have implications for the success of proposed campaigns. In
the context of hidden information, start-up firms tend to employ a range
of signals to induce investors to devote resources to the project. Some
evidence from a recent study, Ahlers et al. (2015), reveals that the signals
that investors are more likely to rely on, as a proxy for project quality,
include the number of board members, and board experience, measured
in terms if a board member has an MBA. Yet external certification (pat-
ents and government grants) has no impact on the probability of attract-
ing investors.

Despite its popularity and growth, equity crowdfunding poses sev-
eral challenges. First, it requires some experience in making a pitch to
smaller investors (Lewis 2013). Moreover, there are usually no one-to-
one conversations with interested investors. All the relevant informa-
tion should be made available upfront, which in turn could easily lead
to confidentiality and transparency issues. Second, unlike business
angels and venture capitalists, crowdfunding investors typically do
not intensively monitor and support the business in the post-invest-
ment period. Current research suggests that, in order for the start-up
to succeed, risk investors must be willing to provide the entrepreneur
with ‘value-added’ services. These services include identifying and
evaluating business opportunities, including management, entry, or
growth strategies; negotiating further investments; tracking the port-
folio firm and coaching the firm participants; providing technical and
management assistance; and attracting additional capital. When
assessing the potential of crowdfunding, the absence of real value-
added services could become significant and may have the potential to
retard growth.
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The third challenge is that crowdfunding may lack connectivity to
follow-on investors, key stakeholders, and other advisors. High-potential
growth companies, particularly in highly capital-intensive sectors (such
as biotechnology and medical), must be able to attract follow-on funding
from later-stage investors. The connectedness between early-stage inves-
tors and the venture capital community provides companies with
improved access to external financing. Clearly, crowdfunding investors
that typically follow a ‘spray and pray’ strategy (spreading small invest-
ments among as many firms as possible) when it comes to making invest-
ment decisions have fewer resources and/or incentives to assist portfolio
companies in securing the next stage of finance. A related problem is that
this strategy may be exacerbated by the fact the companies that pitch for
crowdfunding investors are more likely to end up with a multitude of
investors. As such, these circumstances not only enhance the free-rider
problem among investors but also add an additional ‘negotiation chal-
lenge’ to potential follow-on investor, as it is easier to negotiate the fund-
ing with only a few investors (Kolodny 2013).

If one adds to these challenges the legislative and regulatory issues that
surround crowdfunding, the jury is still out on whether this source of
capital will have a significant impact on the new venture capital industry
in the near future. The crowdfunding provisions of Title IIT of the JOBS
Act that took effect on May 16, 2016, are not promising. The fact that
these provisions require start-up companies to have public accounting
firms audit their financials will arguably have a deterrent effect on the use
of equity crowdfunding in the United States. High-profile venture capi-
talists have already announced that they will most likely pass on ‘crowd-
funded’ start-up companies (Mittal 2016).

We have seen that Regulation Crowdfunding (Reg CF) has provided
some early evidence on the type of issuers that are using the new securi-
ties exemption created by the JOBS Act of 2012 and the quantified utili-
zation during the period of May 2016 to December 2016.

Saha and Parsont (2017) documented how during the first 100 days
since implementation that a majority (72%) of companies were organized
within five years and are technology firms. Moreover, as of October 10,
2016, 14 out of 33 companies succeeded in reaching their funding goals
and the average capital raised was about USD 400,000 (and the median
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was approximately USD 266,000). Finally, the relationship between the
level of prior capital raising and successful Reg CF issues seems to be sig-
nificant. An analysis shows that 42 (49%) companies succeeded in earlier
capital raising efforts, with a majority of the successful examples raised
funds from accredited investors. The results suggest that while 49% of the
firms have been successful in earlier funding rounds, Reg CF is perhaps
more suitable for the follow-on financing needs of firms.

Along similar lines, Abrams (2017) found that 141 companies had,
as of November 12, 2016, started securities issues across 19 portals with
5 companies already having completed an issue under Reg CFE, and col-
lectively these companies have raised over USD 13.6 million in funds.
The typical successful equity issue has raised USD 90,000 from 120
investors with a minimum offering amount of USD 100,000 with
37 days to collect the rest. Start-up firms represent the majority of firms
pursuing issues, with the median issuer age of 10 months. From this
perspective, the median issuer has three employees, assets of USD
26,000, and seeks to raise USD 70,000. The evidence shows that 26 of
the 50 closed issues were successful in meeting the minimum offering
amount by their deadline. While investors appear to be sophisticated,
they commonly invest in issues that make more information available
to the SEC, have more assets, less long-term debt, and higher Stratifund
ratings. In addition, sophisticated investors tend to appear within one
month of the issue and are located on average 900 miles from the firms
seeking funds. In sum, the growing number of platforms and successful
issues in a range of industries in the United States suggests that the
market could play a key role in the fundraising activities of SMEs and
young firms.

6.3 Peer-to-Peer or Marketplace Lending
Model

Despite the attention given to crowdfunding over the last decade, we
have seen the rapid development of peer-to-peer lending (‘P2P’). More a
hybrid of crowdfunding and marketplace lending, P2P is best under-
stood as a form of debt-based crowdfunding.
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When it comes to debt, the P2P transactional marketplaces take three
forms. They may be organized as either: (1) balance sheet lenders that
fund loans off their own balance sheet; (2) marketplace lending which is
non-bank based Internet lending; and (3) peer-to-peer lending focused
on retail investors and borrowers. If lenders follow the balance sheet lend-
ing model, they are considered to be more diversified financial institu-
tions that, in contrast to the marketplace or P2P model, retain some
loans on their own balance sheet and are also less dependent financially
on directly selling loans. The marketplace lending model, which stands in
contrast to the fintech balance sheet lending model, serves to connect
borrowers to investors, which receives a higher rate of return than being
offered by traditional banks.

Furthermore, the P2P model, unlike a traditional bank, matches bor-
rowers who are seeking a loan with investors, who obtain revenue from a
portion of the interest that borrowers pay on the loan. Platforms operate
by assisting in the collection, scoring and distributing the credit qualifica-
tions of potential borrowers, reporting real-time bids on projects, and
supplying online servicing and monitoring of the loan (Morse 2015).
Using this information, lenders are able to review the applications.
Generally speaking, investors may choose to invest algorithmically,
directly, or through a group. Unlike traditional banks, the P2P loan pro-
cess involves the direct matching of lenders and borrowers via online
auctions in which bid/ask is matched until a loan is fully funded, or is
matched by fixed rate and category. For the most part, platforms have
adopted the AON rule, which requires projects to meet their funding
goal in order to be funded. Other bidding rules provide that lenders can-
not underbid each other, but loan applicants can raise the offered interest
rate during the bidding period.

There are a number of factors that explain the success of P2P lending
platforms and their potential to be disruptive. On the one hand,
platform-based data tools can be used to lower transaction costs in
matching financing requests and investment opportunities, leading to
smaller loan amounts and the splitting of large loans (Feng et al. 2015).
On the other hand, P2P enables modern investors to have direct access
to an asset class that was limited previously to large institutional inves-
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tors, which may allow them to diversify their portfolios and create
enhanced risk-adjusted returns through the savings achieved by a lower-
cost operating model.

As a result, the P2P model has experienced significant growth rates in
the United States and United Kingdom. Evidence indicates that P2P
lending in the United States reached USD 12 billion at the end of 2014
(Morgan Stanley Research 2015), with similar loan levels for the United
Kingdom. Moreover, the P2P market is expected to be worth between
USD 150 and USD 490 billion globally between 2016 and 2020, from
USD 26.16 billion in 2015. In the United Kingdom, the volume of P2P
consumer lending rose to EUR 366 million in 2015 whereas business
lending rose to EUR 212 million for the same period (Cambridge/
KPMG 2016). Unsurprisingly, commercial banks have not been shy
about jumping into this sector once they witnessed the earlier success of
the fintech business model. In fact, large commercial banks pursuing this
strategy have purchased new fintech start-ups and created competitive
platforms designed not only to improve the efficiency of their traditional
financial products but to look for other market opportunities (Parker
etal. 2016).

Despite its popularity and growth the P2P lending poses several chal-
lenges. First, there are likely to be some agency costs involved with this
new channel of funding. We can expect, based on prior research, that
borrowing history has a significant impact on the success rate of loans
(Iyer et al. 2015). Second, if lenders believe that there are adverse selec-
tion problems, this is likely to lead to high interest rates and low rates of
success (Yum et al. 2012). Third, a major concern for lending platforms
is whether any loan is in arrears and could potentially default. A primary
concern is that investors maintain a close watch on developments in
marketplace lending, such as ensuring that the modeling of the assumed
default rate is accurate, or that there is clear identification of the servic-
ing cost (for the outsourced loans) for platforms. Finally, another factor
likely to influence the efficiency of the online P2P markets is the high
risk from borrowers that are unable to finance their projects to comple-
tion, leading to loans that are illiquid and cannot be withdrawn ahead of
maturity.



118 M. Fenwick et al.

6.4 Regulatory Determinants of Fintech
Start-Ups

This section considers the regulatory factors that are influencing fintech
start-ups. Several researchers have written about the influence of country-
level factors on fintech. A primary factor that prior researchers have
examined is the relationship between country-level legal and cultural
traits and their impact on platform formation (Dushnitsky et al. 2016).
Second, as highlighted by Cumming and Schwienbacher (2016), the
extent of venture capital deals in the fintech sector can be seen as a func-
tion of the differential enforcement level of financial rules among start-
ups and large financial institutions. In addition to legal and cultural
factors, researchers have also considered the primary economic and tech-
nical factors influencing the number of fintech start-ups, including the
presence of a well-developed capital market, ready availability of the latest
technology, and people more likely to possess telephone subscriptions
(Haddad and Hornuf 2016). The magnitude of the labor market is asso-
ciated with the increase of new fintech start-up formations. While the
degree of soundness of banks has a negative effect on the formation of
start-ups, the variable VC financing has a significant effect on the num-
ber of new fintech start-ups that provide payment services.

To be sure, prior work suggests that fintech innovations will take place
with or without changes in regulation. Thus, one possibility is that poli-
cymakers might wish to create incentives so that fintech will lower the
cost of services to end-users and encourage entry in highly concentrated
markets so that regulators could ensure a level playing field. As noted
above, another possibility is that the recent fintech innovations are stifled
due to the strength of industry groups and labor that might want to curb
incentives to fintech firms and support existing subsidies and barriers to
entry. We thus attempt to shed light on whether lawmakers respond to
the ongoing development of fintech firms or attempt to support the
extant financial system and their own style of regulation.

In this section, we provide some preliminary evidence of 12 country-
level regulators’ responses to fintech. In general, if we look around the
world today we can distinguish between two broad categories of
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government response—reactive and proactive—each of which has a
number of sub-categories.

Reactive. The first group includes countries in which nothing is being
done. There is No Regulatory Talk or Action. The second group consists
of countries in which there is partial or Fragmented Regulation of fin-
tech. Certain institutions, such as the Consumer Financial Protection
Bureau (CFPB) in the United States, may offer certain safe harbor provi-
sions for certain type of fintech companies. Yet there appears little will-
ingness to genuinely embrace the technology and its regulatory
implications, nor is there any comprehensive plan as to how fintech can
or should be regulated.

Proactive. In such countries, there is a significant amount of regulatory
attention paid to fintech. Such attention can take the form of consulta-
tion papers, White Papers, or conferences. But action is limited and there
is a risk that prioritizing fintech can slide into an empty lip service aimed
at projecting an image of regulatory action when, in reality, action is
limited.

A second group of countries engage in what might be characterized as
regulatory guidance. Regulators provide advice to fintech start-ups and
incumbents in order to help navigate them through the regulatory sys-
tem. This does not necessarily entail changes in regulatory structure, but
it does promote a collaborative dialogue between regulators, traditional
service providers, and fintech companies.

A final group of countries have embraced the possibilities of fintech by
creating a so-called regulatory sandbox. We characterize this approach as
Regulatory Experimentation. Regulators create a regulatory sandbox in
which they facilitate and encourage a space to experiment. This allows the
testing of new technology-driven services, under the supervision of regu-
lators. This ensures that meaningful data can be gathered for the evalua-
tion of risk in a safe environment. Such data can then facilitate
evidence-based regulatory reform.

A key point about this last approach is that it is collaborative and dia-
logical, in the sense that regulators, incumbents, and new service provid-
ers are engaged in an ongoing dialogue about the most effective means to
gather relevant information and to identify the most appropriate regula-
tory model.
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6.4.1 Empirical Study of Regulatory Effects
on Fintech Start-Ups

In order to better understand the effects, risks, and opportunities associ-
ated with these regulatory choices, we focus on the regulatory responses
to fintech in 17 jurisdictions (see Fig. 6.3). In particular, we looked at
first-time venture capital investments in fintech companies. The inten-
tion was to see whether there was a meaningful connection between levels
of investment and regulatory choice.

Five jurisdictions were cut due to a lack of reliable data. For instance,
we were unable to find a sufficient number of companies receiving invest-
ment; or there were doubts about the veracity of the data and it was dif-
ficult to independently verify; or there was conflicting information. The
12 remaining jurisdictions were examined. When we look at the results
of year-on-year percentage growth of first-time venture capital backed
companies, we get the following in Fig. 6.4.

In many cases, this data confirms anecdotal evidence of a slow-down
of interest in fintech in 2015. From 2015 to 2016, the total fintech
funding declined approximately 50 percent, down to USD 25 billion
from USD 47 billion in 2015 (KPMG 2017a). But interestingly, in 6 of
the 12 jurisdictions there was an increase in investment activity in 2016.
The question this data raises is whether there are any signals as to a cor-
relation between regulatory initiative and increased activity in the fin-
tech sector.

In contrast, in those countries with a more proactive response—
particularly  involving  Regulatory =~ Guidance or  Regulatory
Experimentation—there is evidence that this proactive approach makes
the jurisdiction more attractive as a potential location for starting fintech
operations (Fig. 6.5).

This suggests that the regulatory environment does affect the degree of
investment and—perhaps as importantly—affects the willingness of
companies to start operations in one jurisdiction, rather than another.
Regulation matters, but we have to realize that there are other compo-
nents that make up an attractive ecosystem for fintech. Consider Israel. A
market known for its venture capital industry, a strong R&D focus, and
large multinationals that are open to fintech. These ingredients play a
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Fig. 6.3 Overview of countries in our study
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crucial role in making Israel an attractive site for investing. But the evi-
dence does suggest that collaborative regulation that facilitates experi-
mentation is key. For now, policy experimentation seems to be the way to
go for regulators. It is, therefore, crucial that we track the effectiveness of
regulatory sandboxes in 2017. After all, they are relatively new and we
need to build a better understanding of their effectiveness in order to
improve their design. To be sure, such knowledge will show whether
other countries can follow this more proactive and experimental model
and whether it might work also in other industries that have a tradition
of being heavily regulated.

6.5 Conclusion

This chapter considered how alternative sources of business lending can
help to fill the financing gap for SMEs and young firms. By canvassing
the empirical literature on alternative finance, we evaluated the benefits
and costs of the respective alternative lending models.

We initially examined crowdfunding, which is a new funding source
that complements traditional forms of finance. In particular, we reviewed
the efficiency benefits of the respective non-price strategies and consid-
ered whether the differences are likely to attract more investors. AON
fundraising campaigns have larger fundraising targets for their projects
and tend also to be successful in realizing their capital goals. In contrast,
the KIA model is used by firms that can scale their business. In sum, flex-
ible platforms are attractive to a number of firms, creating sustainable user
growth. We also discussed whether an investor has a public profile and
whether it influences the dynamics of investor behavior. An informational
advantage is likely to occur when investors have chosen a public profile.
This will likely lead to more bids as well as interest from other investors.

We then considered the P2P model, which matches borrowers who are
seeking a loan with investors. In short, platforms operate by assisting in
the collection, scoring, and distribution of the credit qualifications of
potential borrowers, reporting the real-time bids on projects and provid-
ing the online servicing and monitoring of the loan. Using this
information, lenders are able to review the loan applications. Generally
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speaking, investors may choose to invest algorithmically, directly, or
through a group. Unlike traditional banks, the P2P loan process involves
the direct matching of lenders and borrowers via online auctions in which
bid/ask is matched until a loan is fully funded, or is matched by fixed rate
and category. For the most part, platforms have adopted the AON rule,
which requires projects to meet their funding goal in order to be funded.
In terms of the factors which explain the success of P2P lending plat-
forms, platform-based data tools can be used to lower transaction costs in
matching financing requests.

At the same time, P2P offers investors access to an alternative asset
class that has been limited solely to large institutional investors, which
also enables SMEs to obtain short-term credit at attractive rates and
enables investors to achieve higher benchmarked returns.

Finally, this chapter focused on the regulatory responses to fintech in
17 jurisdictions. We examined the first-time venture capital investments
in fintech companies to determine whether there is a meaningful connec-
tion between levels of investment and regulatory choice. The findings
here have implications for how regulation is likely to play an important
role in the development of the fintech market.
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Crowdfunding as a Font
of Entrepreneurship: Outcomes
of Reward-Based Crowdfunding

Ethan Mollick

Despite the relatively low level of consequences for failure, I find that
crowdfunding project creators deliver their promised rewards the vast
majority of the time (over 90%), and seem to make great efforts to fulfill
their obligations. Additionally, a large number of projects, especially
those in product-oriented categories, turn into ongoing ventures. Overall,
the data suggests that crowdfunding is a viable method of producing new
enterprises.

7.1  Surveys and Methods

I conducted two surveys with the help of Kickstarter.! The first survey
was of project creators. The creators of all 61,654 successful Kickstarter
projects that raised over USD 1000 before May 2015 were surveyed via
email. Of those projects, 10,078 completed part of the survey (16.3%)
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and 8448 (13.7%) completed most or all of the survey. These response
rates are comparable with other web-based surveys in non-traditional
industries within the management literature (Kriauciunas et al. 2011).
Additionally, it is likely that many of the email accounts were set up for
completed projects and were no longer actively used, artificially lowering
response rates, though the proportion of these emails is difficult to deter-
mine. Therefore, in order to provide a more accurate accounting of actual
responses, open rates on emails were tracked (Nickerson 2007), with an
open rate of 47.8%. Open rate tracking works well for web-based email
addresses (Gmail, Yahoo, Hotmail), but may not work in all cases, and
could result in an underestimate of read emails. Nonetheless, using open
rates suggests that overall response rates were between 16% and 34% of
delivered email. Response rates varied by amount raised, with larger proj-
ects responding at a higher rate. After controlling for this factor, there was
no significant difference between respondents and non-respondents in
the types of backers they attracted (those who had backed projects before
or those who had never backed projects), or the number of projects
backed or launched by the creator.

The second survey was of project backers. In total 456,751 backers
were surveyed, representing 65,326 projects. All projects from 2009
through May 2015 that raised over USD 1000 were included in the sam-
ple, as well as half the projects that raised less than USD 1000 but over
USD 250, and a quarter of projects raising less than USD 250. Backers
were selected randomly, without replacement, to maximize the number
of backers per project. A mean of 7.2 backers were surveyed per project,
with 7 backers surveyed in 89% of projects and 10 backers surveyed in
7.8% of projects.

A total of 47,188 backers (10.3%) responded. In total, there is at least
one response for 30,323 projects, (46.4% of all projects), with 1.56
backer responses per project on average. The mean backer in the sample
contributed USD 76.43 to the project they backed.

Response rates were not entirely representative of the project backer
population, as response rates were higher for projects that traditionally
produce consumer products, such as games (83% of all projects), tech-
nology (72% of all projects), design (70% of all projects), and comics

(72% of all projects). They were lower for categories focused more on
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traditionally artistic pursuits, such as those in theater (35% of all proj-
ects), dance (31%), music (36%), and film (37%). Larger projects and
more recent projects also had higher response rates. Across all categories,
however, response rates were acceptable, and are unlikely to bias the
findings.

For analyses of economic impact, responses were adjusted by iterative
proportional fitting (“raking”) to create weighted observations based on
the total population of projects using the “ipfweight” command in
STATA (Bergmann 2011). The raking model was based on the amount
pledged, the degree to which projects raised more than their goal, and
project category. This standard approach reduces non-response bias and
increases representation.

Several questions in the surveys used ranges as potential answers. These
included questions about age, children, personal earnings, and total earn-
ings by projects. For the analyses, I converted these answers to a single
scale, taking the midpoint of each range.

7.2 Measuring Failure Rates

First, I will examine the degree to which projects fail to deliver their
promised rewards to project creators. Since creators raise money before
trying to fulfill their promises, it is likely that many unanticipated prob-
lems could emerge that could interfere with project completion. Since
budgets are fixed by the amount raised, these problems could be unsur-
mountable if they include cost overruns. Additionally, there are few clear
legal recourses available to backers of failed projects (though see Cumming
etal. 2016 for exceptions), making the consequences of failure somewhat
unclear. Thus, project failure represents a real possibility. However, we
have little evidence about how often failure occurs.

One challenge is determining what a “failed” project might be. Backers
might consider a project failed if it did not deliver on its promises, if it
delivered something different than expected, or for any one of a number
of reasons. For the purpose of this chapter, I focus specifically on the
rewards promised to project backers in return for backing projects
(rewards on Kickstarter include a mix of physical, digital, and intangible
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rewards). The delivery of rewards seems to be the major way in which
project backers evaluate the success of a project. At the same time, it is
important to note that rewards are but one potential outcome of a project
as there are many ways by which a project could “succeed” but still fail to
deliver rewards—for example, an art exhibit may have been successfully
staged, but not deliver a promised t-shirt or sticker to backers. Given this
caveat, the degree to which backers believe they receive the expected out-
come is a reasonable measure of one kind of success or failure.

There are many potential ways to classify projects as failed, based on
my data. Respondents were asked to select from one of five reward status
options, see Table 7.1.

For this chapter, I consider failures to be those projects where backers
answer that they “never expect to get the promised reward” (5.2% of all
responses) or that they “received the reward but it was not what was
promised” (2% of all responses). It is important to note, however, that
there may be a number of reasons that people may never expect to get the
promised reward, including reasons unrelated to failure.

This issue becomes more complicated when considering projects rather
than individual backer opinions, because there might be multiple backers
who answer the survey about a single project, and they might disagree
about whether promised rewards were delivered. Thus, at the level of
projects, rather than respondents, there is a need to decide how to classify
projects as failures. The broadest definition is to say if anyone reported
the project as a failure, then the project has failed. This would classify
9.95% of all projects as failures. However, given that individual com-
plaints are not uncommon, this is likely too harsh a definition. If instead,
we classify projects where at least half of backers considered the project as

Table 7.1 Respondents’ selection of reward status options

Category Response N %

Completed | received the reward 28,503 60.40
Completed | was not expecting a reward 6398 13.56
Waiting | am still expecting to get the promised reward 8879 18.82
Failed I never expect to get the promised reward 2456 5.20
Failed | received the reward, but it was not what | was 951 2.02

promised
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a failure (which I will refer to as the “middle definition” of failure), the
rate drops to 8.6%, and if we take the strict definition that all backers
should consider the project a failure, the failure rate is 5.6%.

Failure rates are highest for smaller projects, lowest for mid-size proj-
ects, and somewhat elevated for the largest projects. Using the middle
50% failure standard, in terms of dollars, 8.2% of all dollars pledged to
successfully funded projects goes to those that ultimately fail to deliver
promised rewards.

We might also be concerned that a number of the projects that are cur-
rently waiting for delivery will ultimately fail. If we look at older projects
from 2012 or earlier, it may provide a better sense of long-term success rates.
For projects from 2012 or earlier, the failure rate is 13.9% for the broadest
definition, 12.3% by the middle definition, and 8.6% by the strictest defi-
nition. Part of the reason for this failure is mechanical, longer projects may
fail at a higher rate. While these historical failure rates are higher, it is also
likely that overall failure rates have decreased since 2012, as creators have
climbed the learning curve of how to create successful projects, and backers
have become more educated on which projects to support.

Combining all of these results, the overall failure rate for Kickstarter
projects at the project level is around 9%, and likely in a range between
5% and 14%. A total of 7.2% of all backers reported that the project they
were surveyed about failed. At the same time, it is important to note that
even these numbers might overestimate project failure, as a project may
have failed to deliver its reward, but still succeeded in accomplishing the
goals of the creator.

Innovation involves risk, and so some failure rate in innovative proj-
ects is to be expected. At the same time, it is important to know if there
are any observable factors that can serve as a warning for backers that a
particular funded project is more likely to fail than another. A logistic
regression (see Table 7.9) sheds some light on these questions.

As previously mentioned, the most-funded and least-funded projects
are more likely to fail, though the smallest projects are more at risk than
the largest ones. Controlling for the amount pledged and the year of the
project creation, however, there are also some category-based risks. Film,
technology, and food projects have greater chances of failure, while music
projects are much less likely to fail. Again, this may be because of
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differences in ambition level across categories—it may be that film or
technology products are aiming for more breakthrough products or are
offering more complicated rewards (a completed movie or gadget, rather
than a band t-shirt), and are thus at a higher risk of failure.

Other than category differences, there were few factors apparent to
backers during the campaign that predicted failure, though projects that
showed signs of creator effort, by having videos or by posting updates
before the fundraising deadline, were less likely to fail (Mollick 2014).
These had relatively small effects, however. This is consistent with prior
research that has determined that crowds do a good job assessing project
quality (Mollick and Nanda 2016).

Given that one effect of crowdfunding is to increase the diversity of
people who can get access to funds, there was also a notable non-finding
in the analysis of failures—the characteristics of the project creator were
not significantly related to failure. There was no significant difference in
failure rates between women and men (though women are more likely to
raise funds, see Greenberg and Mollick 2016), between highly educated
and less-educated creators, between teams and individual projects,
between single or partnered creators, or between creators with children
and those without. Systematic differences may exist, but those that do are
not clearly observable to project backers.

Opverall, for backers considering funding a project, there are currently
few signs about which project will fail, assuming it has reached its goal.
In general, for funded projects, a failure to deliver seems relatively rare,
accounting for around 9% of all projects, with a possible range of 5% to
14%. The fact that failures seem to be distributed in non-predictable
ways should offer some comfort about the underlying ability of backers
to weed out projects that might offer obvious signs of trouble. Project
backers should expect a failure rate of around 1-in-10 projects, and to
receive a refund 13% of the time when a project does fail. Since failure
can happen to anyone, creators need to consider, and plan for, the ways
in which they will work with backers in the event a project fails, keeping
lines of communication open and explaining how the money was spent.
Ultimately, there does not seem to be a systematic problem associated
with failure (or fraud) on Kickstarter, and the vast majority of projects do
seem to deliver. At the same time, it is important to realize that these
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results apply only to Kickstarter, and other crowdfunding methods (such
as equity crowdfunding) and platforms that have different policies or
approaches may have higher failure rates.

Though many projects on Kickstarter have gone on to be artistic or
financial successes for project creators, to date there has been no clear
evidence about how often projects actually deliver on their promises to
backers. What evidence we have suggests that creators are generally hon-
est, if overconfident—many projects take longer to deliver than creators
estimate? and overall fraud rates are low.?> However, while Kickstarter
warns potential backers about the risk of non-delivery in supporting
projects, the actual share of projects that fail—that is, either do not
deliver a promised reward, or deliver a reward that is very far from expec-
tations—has been unknown, and a subject of considerable speculation.
This chapter provides a first attempt to systematically understand deliv-
ery rates on Kickstarter.

7.3 Measuring Economic Impact

Projects therefore tend to deliver on their goals, but this does not mean
that they lead to viable long-term impacts. I next examine this issue,
which is complicated by the fact that Kickstarter projects span artistic
and commercial ventures, and encompass a wide range of different goals,
ambition levels, and expected outcomes. The first step in understanding
the long-term impact of reward-based crowdfunding is to understand the
variation among projects on Kickstarter. A logical way to do this would
be to use the categories Kickstarter uses to define projects. However, these
often span a wide range of project types—for example, the Design cate-
gory includes both product design and architecture.

For this analysis, I have regrouped the categories somewhat to add clar-
ity and to ensure that no one category makes up less than 2.5% of the
total projects. The revised categories are based on the original categories
in Kickstarter, with changes to rationalize and consolidate them.
Unchanged from Kickstarter are the Games, Fashion, and Comics cate-
gories. Categories with minor variations include: Food (the same as the
original, minus cookbooks and some gadgets), Technology (the same as
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the original, without makerspaces), and Film (the same as the original,
without movie theaters). The Art category now includes projects in art,
photography, graphic design, crafts, architecture, civic design, and typog-
raphy. The Publishing category includes cookbooks and journalism, as
well as the original publishing category. Dance and Theater are com-
bined. Product Design only includes product design projects and unclas-
sified design projects. Finally, I created a small category, Spaces, for
projects supporting movie theaters, makerspaces, and practice spaces;
however, due to its small size I exclude it from most further analyses.

We can further cluster these categories into two general groups:
“product-oriented” and “art-oriented.” Examining all 11 of the newly
defined categories by whether the goal of the creator was to create or
sustain an organization, or else to launch a one-time project, the contrast
between types of projects becomes clear. The five “product-oriented” cat-
egories are dominated by attempts to build organizations: three quarters
or more of the projects in these categories are started by current or new
formal organizations (mean = 0.84). On the other hand, the six “art-
oriented” categories are generally created by one-time or informal groups,
with less than half the projects involving organizations. Qualitatively, the
artistic categories tend to also contain a higher proportion of purely cre-
ative projects, while the product categories are more likely to be commer-
cial in nature (see Fig. 7.1).

Using these rough divisions, we can now begin to examine the multi-
ple types of impacts these projects have had, both for the creators them-
selves and for society overall. In the charts below, I often separate projects
into art-oriented and product-oriented categories. When I do, I also
separately rake both categories to yield more accurate weighting.

7.3.1 Careers and Salaries

One potential impact of crowdfunding is on the careers of the individuals
seeking funding. As part of the survey, I asked creators whether their
Kickstarter projects helped advance their career, increase the money they
earned, switch careers, and whether it created new job opportunities. The
career impact appeared to be substantial—a third of creators reported
that the project advanced their careers (see Table 7.2).
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Fig. 7.1 What kind of organization created the project?

Table 7.2 Percent agreeing that “my Kickstarter campaign helped me..."”

Advance in Increase the Switch Find new job
my career (%) money | made (%) careers (%) opportunities (%)
Product- 26 28 14 16
oriented
Art-oriented 41 18 5 21

I was also able to use salary data from the survey to examine the claims
of those individuals who felt that their project helped increase the money
they earned. Looking at creators who raised money before 2014, the total
earnings of those who say that Kickstarter increased their earnings went
up by USD 16,339 (SE = USD 1602) compared with USD 10,504
(SE = USD 689) for creators who reported that Kickstarter did not have
an impact on their earnings.

Projects also became the jobs for many creators. Almost 19% of proj-
ect creators said the project was their full-time job, even after the project
was completed (see Table 7.3).

In addition to direct career benefits, crowdfunding seemed to lead to
personal accomplishment as 60.1% of successful creators said their proj-

ect “helped fulfill a dream.”
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Table 7.3 Creator job status on projects

Ongoing Completed
projects (%) projects (%)
Project is my current full-time job 23.6 18.7
Project was my full-time job, but isnt now  13.0 14.9
| am working on the project on the side 57.5 49.0
I am no longer working on the project 6.0 27.3

7.3.2 Economic Impact

Moving from careers to the wider economy, there are a number of ways
to measure the potential economic impact of crowdfunding. One useful
measure is to look at the organizations and companies that were founded
as a result of crowdfunding (see Table 7.4). Many projects did not attempt
to create organizations, while others are projects from pre-existing com-
panies, and still others are new organizations created for Kickstarter.

Using the weighted sample and extrapolating to the population, I find
that, in total, through May 2015, around 4994 new formal organizations
(companies or partnerships) were created for Kickstarter projects (95%
confidence: 4642-5347). Of these, 3082 new for-profit companies and
1048 new not-for-profit companies are still in operation. Additionally,
11,314 (95% CI: 10,798-11,830) existing organizations raised money.

Another way of examining impact is to consider the earnings of proj-
ects outside of Kickstarter. The majority of projects created in Kickstarter
campaigns generated additional sales beyond the money they raised from
backers (see Table 7.5).

These results are lowered by the fact that many projects (30.8%) never
generate additional revenue. Of these, it is likely that most actually do
not seek additional outside revenue, as they could represent one-time
events or artistic efforts. Removing those we find the mean revenues are
higher (Table 7.6).

Extrapolating from the data, Kickstarter projects in total have gener-
ated non-crowdfunding revenues of around USD 3.4B (with a 95% con-
fidence interval of USD 2.8B to USD 4.0B). Overall, projects generate
an average of USD 2.46 of revenue from each dollar of pledges.

Figure 7.2 shows the ratio of dollars generated to dollars pledged for
projects by category, for those projects where creators stated that a project
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Table 7.4 Organization types used by Kickstarter project creators

Product-oriented (%) Art-oriented (%)

No organization 48 73
Ongoing pre-existing 30 15
Ongoing new for-profit 15 2
Ongoing new non-profit 1 2
Organization now shut down 2 1

Table 7.5 Average yearly revenues (outside of Kickstarter campaign money)

Product Artistic
No organization USD 29,068 UsSD 1918
(5252) (356)
Ongoing pre-existing USD 89,642 UsD 12,151
(13,211) (2705)
Ongoing new for-profit UsD 106,910 USD 26,926
(21,329) (11,487)
Ongoing new non-profit usD 25,587 USD 49,454
(12,771) (29,272)

Standard errors in parentheses

Table 7.6 Average yearly revenues (outside of Kickstarter campaign money) for
projects that earned any income

Product Artistic
No organization uUsD 38,271 USD 3088
(6882) (572)
Ongoing pre-existing UsD 104,020 usD 17,854
(15,246) (3959)
Ongoing new for-profit usD 121,739 UsD 35,760
(24,144) (15,178)
Ongoing new non-profit USD 34,949 UsD 71,069
(16,730) (41,928)

Standard errors in parentheses

is complete (that is, projects not still trying to deliver promised rewards
to backers). The lines represent 95% confidence intervals. All ratios are
positive and do not cross 0 except for the Film category.

In addition, the average project in the product-oriented category
added 0.6 permanent employees (SD = 0.1) (outside of founders), and
hired a maximum of 2.21 temporary employees (SD = 0.34) on average.
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Fig. 7.2 Dollars in non-crowdfunding revenue per dollar in crowdfunding
pledges for completed projects

Art-oriented projects did not add permanent employees (in fact, the
number of permanent employees is slightly lower after the campaign,
—0.08, SD = 0.03), but hire a maximum of 2.69 temporary employees
(SD = 0.13). Thus, through May 2015, Kickstarter projects have created
5135 new ongoing jobs beside those that go to creators (though the 95%
confidence interval is large, ranging from 1188 to 9082), and led to the
hiring of 160,425 temporary workers (CI: 145,330 to 175,518).

Further, 11% of projects received additional funding after receiving
crowdfunding. A total of 6.6% (CI 6%—7%) received funding from angel
investors, VCs, or other companies. This suggests that crowdfunding can
be part of the fundraising mix available to entrepreneurs (Cosh et al.
2009). Indeed, recent research suggests that crowdfunding can lead to a
geographic expansion of venture capital (Sorenson et al. 2016).

While a hazard model examining the chances for failure, future fund-
ing, or exit would be ideal, it is difficult to do a longitudinal analysis with
the dataset. Nonetheless, failure rates do not seem particularly high, as
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compared to other estimates of organizational failure rates for new
startups. Of the organizations that raised money on Kickstarter, 10.71%
report ceasing operations, and another 5.02% report ceasing operations
after acquisition.

7.3.3 Innovation and Creative Impact

Creators believe they are doing innovative work: 66% of them agreed or
strongly agreed that their project was innovative (see Fig. 7.3). There is
reason to believe that this self-assessment is largely accurate. In a separate
survey of backers, backers classified 50.1% of successful projects as inno-
vative. This innovativeness had a variety of measurable impacts. Around
4% of projects filed patents, meaning that, through May 2015, at least
2601 patents were filed by projects (CI = 2349-2854), though this could
be much higher since some projects likely filed multiple patents. In addi-
tion, 13.7% of projects reported winning major awards, which would
mean that 8446 projects (CI = 7975-8917) won these awards.

Additionally, all project creators were asked whether they agreed or
disagreed with the statements about the creative impact of the campaign
on their work in Table 7.7, with 1 being strongly disagree, 5 being
strongly agree, and 3 being neutral.
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Table 7.7 Responses to questions about artistic freedom (from 1, “strongly dis-
agree,” to 5, “strongly agree”)

Mean (1-5
scale) SE
This campaign afforded you the creative independence  4.00 0.011
you would not have been able to find through other
funding avenues
This campaign allowed you to bring the project to life 4.28 0.001
without compromising your vision
This campaign allowed you to pay collaborators you 3.61 0.014
would not have been able to pay otherwise
This campaign allowed you to pursue your vision full 2.79 0.015
time
This campaign helped you build a following or customer 3.53 0.013

base that patronized your work after your Kickstarter
campaign ended

7.3.4 Social Impact

Many projects reported a social impact to their work—either assisting a
community, building something for society, or engaging in charitable
work (see Table 7.8).

7.4 Conclusions

This data presents a consistent (and remarkably sunny) view of the value
of reward-based crowdfunding. Projects seem to deliver the vast majority
of the time, despite the frequent barriers they face and the low cost of
failure. Further, successful crowdfunding projects have implications that
go beyond the interactions of the backers and creators who participate in
projects. Crowdfunding campaigns lead to new organizations that
ultimately generate billions in non-crowdfunding revenue and have
hired thousands of employees. Individual project creators often use
crowdfunding campaigns to transition or advance their careers, or else to
start new ventures. There also appears to be substantial new innovations
and positive social good that comes from crowdfunding campaigns,
though this can be difficult to quantify. While it is not possible in this
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Percent responding

Did your project produce something aimed at

helping a community?
The project helped do something important for

society

Project helped create something important

yes (%) SE

53 0.0
27 0.0
67 0.0

Table 7.9 Factors predicting campaign'’s failure to deliver (Middle failure case)

(1 (2)
Variables Logit coeff Odds ratio
Log(Pledged) —1.511%** 0.221%**
(0.257) (0.057)
Log(Pledged)? 0.161*** 1.174%**
(0.033) (0.039)
Category: Comics -0.272* 0.762*
(0.139) (0.106)
Category: Crafts 0.313* 1.368*
(0.178) (0.244)
Category: Dance —0.424* 0.655*
(0.224) (0.147)
Category: Design 0.065 1.067
(0.111) (0.118)
Category: Fashion 0.077 1.080
(0.136) (0.147)
Category: Film & Video 0.375%** 1.455%**
(0.085) (0.124)
Category: Food 0.441%** 1.555%**
(0.108) (0.168)
Category: Games 0.166 1.181
(0.108) (0.127)
Category: Journalism —0.068 0.934
(0.281) (0.262)
Category: Music —0.220** 0.802**
(0.088) (0.071)
Category: Photography 0.004 1.004
(0.150) (0.150)
Category: Publishing -0.179* 0.836*
(0.106) (0.088)
Category: Technology 0.466*** 1.594%**
(0.117) (0.186)

(continued)



148 E. Mollick

Table 7.9 (continued)

(1) (2)

Variables Logit coeff Odds ratio
Category: Theater 0.028 1.028
(0.120) (0.123)
Provided updates during —0.015%** 0.985***
campaign
(0.005) (0.004)
Had video —0.1971*** 0.827%**
(0.063) (0.052)
Creator commented during 0.000 1.000
campaign
(0.001) (0.001)
Days project was live 0.003* 1.003*
(0.002) (0.002)
Constant 0.860 2.362
(0.573) (1.353)
Observations 30,323 30,323
df_m 26 26
Ve 665.7 665.7
Pseudo r? 0.037 0.037

Omitted category is Art. Year controls included. Standard errors in parentheses
***p < 0.01; **p < 0.05; *p < 0.1

study to compare the efliciency of crowdfunding to other methods of
encouraging entrepreneurship or subsidizing creative work, it is clear
that, overall, the money raised from campaigns leads to positive returns
across a variety of measures.

An important question is whether these results apply to other forms of
crowdfunding. In equity crowdfunding, early work suggests that many of
the same factors apply. In particular, equity crowdfunded companies in
Germany appear to have relatively low failure rates but also low exit rates
(Hornuf and Schmitt 2016). This appears consistent with startups on
Kickstarter, which also have low failure rates and relatively few companies
achieving large scale. Similarly, signal quality seems to matter in both
equity and reward crowdfunding (Ahlers et al. 2015). At the same time,
the equity crowdfunding market is rapidly evolving, and the lessons from
reward crowdfunding may attenuate as time goes on.

There is much to learn about crowdfunding, but these early results are
encouraging. In general, reward-based crowdfunding appears to be a via-
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ble way for founders to launch sustainable organizations. Innovative proj-
ects appear common, as do projects that improve social good.

Notes

1. Kickstarter collaborated on data gathering, but these results are indepen-
dent and solely my own work. I was not paid by Kickstarter, and all analy-
ses were conducted independently of Kickstarter. Kickstarter was offered
the chance to comment on, but not change, this chapter before it was
made public. For the survey of project creators, the survey was conducted
by me alone, and responses were not shared with Kickstarter. For the
backer data, Kickstarter conducted the survey using questions jointly
developed with me, but shared all relevant non-private data. All errors and
omissions are mine. I would also like to acknowledge the help of Derya
and Matt Lane, who assisted me with the research. Funding for the proj-
ect was provided in part by the Kauffman Foundation.

2. Based on this survey, it appears that backers receive (or expect to receive)
their rewards on time in the majority of cases. Backers agreed or strongly
agreed with the statement that “the reward was delivered on time” for
65% of projects (i.e. the average answers from backers for a project ranged
from 4 to 5 on a 5-point scale); they disagreed or strongly disagreed with
the statement for 17% of projects (1-2 on the scale); and for the remain-
der neither agreed nor disagreed that delivery was on time (2.01-3.99 on
the scale). This only includes cases where backers were expecting a reward
of some kind.

3. See Mollick (2014), The Dynamics of Crowdfunding: An Exploratory
Study, Journal of Business Venturing, 29 (1).
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Crowdfunding Creative Ideas:
The Dynamics of Project Backers

Venkat Kuppuswamy and Barry L. Bayus

8.1 Introduction

An important barrier to commercializing new ideas is the availability of
early stage funding (Cosh et al. 2009). Given the difficulties that new
ventures face in attracting financing from angel investors, banks, and ven-
ture capital funds, some entrepreneurs are tapping into large, online com-
munities of consumer-investors (Schwienbacher and Larralde 2012;
Agrawal et al. 2015). A relatively new form of informal venture financing
called “crowdfunding” allows entrepreneurs to directly appeal to the gen-
eral public for financial help in getting their innovative ideas off the
ground. Related to crowdsourcing (Bayus 2013), crowdfunding involves
an open call (through the Internet) for the provision of financial resources
either in the form of donation or in exchange for some form of reward in
order to support initiatives for specific purposes (Belleflamme et al. 2014).
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Prominent examples include Sellaband (which offers consumer-investors
an interest in the venture in the form of some sort of profit-sharing agree-
ment; Agrawal, et al. 2015), Prosper (involving crowdlending in which it
is expected that the original principal is repaid along with some fixed inter-
est; Zhang and Liu 2012), JustGiving (in which funders voluntarily donate
their money with no expectations of any tangible reward; Smith et al.
2014), and Kickstarter (where project backers receive nonfinancial rewards
for their contributions; Mollick 2014). Kickstarter, which is the leading
crowdfunding platform in the United States, has raised USD 2.14 billion
in pledges to fund 108,000 creative ideas (Kickstarter 2016). By itself,
Kickstarter has provided more funding than the National Endowment for
the Arts (Boyle 2013; Mollick and Nanda 2016), and is one of the biggest
publishers of graphic novels in the United States (Flood 2012).

Despite the rapidly growing interest in this online form of venture
financing, research into this phenomenon is in its infancy (see the reviews
by Kuppuswamy and Bayus 2017; Moritz and Block 2016). To date, the
majority of empirical studies in this domain focus on identifying the
project and entrepreneur characteristics associated with successful fund-
ing outcomes. For example, research shows that funding success is posi-
tively related to project quality signals such as preparedness (Mollick
2014), narrative in the project description (Herzenstein et al. 2011b;
Allison et al. 2015), information disclosure (Hornuf and Schwienbacher
2017), and others’ contributions (Herzenstein et al. 2011; Zhang and
Liu 2012; Burtch et al. 2013; Smith et al. 2014), as well as individual
quality signals like gender, race, personal characteristics (Pope and Sydnor
2011; Gorbatai and Nelson 2015; Marom et al. 2015), creditworthiness
(Herzenstein et al. 2011; Zhang and Liu 2012), internal social capital
accumulated from supporting other projects (Colombo et al. 2015;
Zheng et al. 2014), social networks (Lin et al. 2014), and the geographic
distance between entrepreneurs and their supporters (Agrawal et al.
2015). With few exceptions, the level of analysis for the vast majority of
existing crowdfunding studies is the project (i.e., studies are cross-
sectional in nature; see Kuppuswamy and Bayus 2017). Researchers do
not generally use panel data to model the dynamics of project-funding
behavior over the project-funding cycle and, more importantly, to control
for unobserved project-level heterogeneity (e.g., with fixed project
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effects). While many studies attempt to include appropriate controls with
measured variables, the reported conclusions from project-level (cross-
sectional) studies should be viewed with caution due to unobserved dif-
ferences in the inherent quality of projects that can potentially explain
observed project-funding outcomes.

Our interest in this chapter is to complement the existing cross-
sectional research by explicitly considering the dynamics of project sup-
port over time using panel data. Because most crowdfunding campaigns
last for only a few weeks, understanding funding behaviors over time is
important as we do not expect contributions to be uniform over the
project-funding cycle. For example, as suggested by related research in
online auction bidding (Ariely and Simonson 2003), the key drivers of
contribution decisions may vary over the beginning, middle, and later
stages of a crowdfunding campaign. Thus, the purpose of this chapter is
to add to our empirical understanding of crowdfunding by focusing on
the number of project backers added to a project each day over its fund-
ing cycle. We refrain from formally developing and testing specific
hypotheses because our empirical study is exploratory in nature. We
believe this approach is appropriate for a nascent and evolving topic like
online crowdfunding as very little prior work on backer dynamics exists
with which to guide our research. Instead, we expect that our empirical
findings will be useful for future theory-building.

8.2 Empirical Setting and Available Data

In this section, we briefly discuss the empirical setting of our study. Based
in the United States, Kickstarter is one of the world’s largest crowdfunding
platforms. According to their website, “Kickstarter is focused on creative
projects. We're a great way for artists, filmmakers, musicians, designers,
writers, illustrators, explorers, curators, performers, and others to bring
their projects, events, and dreams to life.” Projects are grouped into broad
categories: Art, Comics, Dance, Design, Fashion, Film and Video, Food,
Games, Music, Photography, Publishing, Technology, and Theater. The
website defines a project as “something finite with a clear beginning and
end. Someone can be held accountable to the framework of a project—a
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project was either completed or it wasn't—and there are definable expecta-
tions that everyone can agree to.” Kickstarter does not accept projects cre-
ated to solicit donations to causes, charity projects, or general business
expenses.

In order to participate, individuals must join the Kickstarter commu-
nity (at no cost) by selecting an anonymous username. Like most online
communities, information on demographics and personal characteristics
are not collected (the Kickstarter community is a large, undefined
“crowd”). Community members can propose projects for funding, back
a project by financially contributing (with a credit card via Amazon),
and/or comment on projects. Kickstarter projects can only be proposed
by US residents (for tax purposes); project contributors have no geo-
graphic restrictions.

To use Kickstarter, an entrepreneur (called “creator” in Kickstarter)
creates a webpage for the project on the platform explaining the purpose
of the project and the specific deliverables that they aim to produce with
the contributed funds. Along with an end date for the project-funding
cycle, the creator also indicates the funding goal of the project, that is, the
amount of money they require to execute the project as specified. Creators
can communicate with their supporters by posting public updates that
everyone can see.

When a potential funder (called “backer” in Kickstarter) visits an
active project’s webpage, they are presented with all the project informa-
tion initially posted by the creator. Moreover, potential backers are shown
the current funding status of the project (i.e., the funds raised thus far),
the ultimate funding goal, and the number of days remaining until the
project-funding cycle expires. A potential funder can also see a listing of
the other backers who have contributed to the project, as well as the tim-
ing of these contributions.! To help potential backers discover projects
they want to support, Kickstarter has a number of search options. In
particular, projects can be sorted based on the first week after their initial
launch (“Recently Launched”), the last week before the project funding
closes (“Ending Soon”), or popularity (based on the number of backers
recently added to a project).

There are two important features of Kickstarter that distinguish it from
many other smaller crowdfunding platforms, as well as more traditional
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forms of entrepreneurial finance. The first is the “all-or-nothing” aspect
of fundraising on the platform. A project must be fully funded before its
funding cycle concludes or no money pledged by any backer is trans-
ferred to the project creator. An overambitious funding goal may thus
result in the fundraising effort falling short and, consequently, raising no
funds whatsoever. At the same time, once a project has reached its fund-
ing goal, it can continue to receive contributions until its deadline. As a
result, funded projects can exceed their original funding goal.

The second important feature of the Kickstarter model is the fact that
individuals contributing to a project do not receive equity in the project
in return for their funds. Specifically, backers do not receive any financial
incentives, returns, or repayment in exchange for their contributions.
Instead, project creators typically offer more modest “rewards” to con-
tributors which vary by the level of contribution. According to the
Kickstarter website, the four most common reward types are (a) copies of
the thing (e.g., the actual product, an assembled version of a DIY kit); (b)
creative collaborations of various kinds (e.g., a backer might appear as a
hero in the comic, or he or she may be painted into the mural); (c) cre-
ative experiences (e.g., a visit to the film set, a phone call from the author,
dinner with the cast, a concert in the backer’s backyard); and (d) creative
mementos (e.g., photos sent from filming location, or explicit thanks in
the closing credits of the movie).

Data for our study come from publicly available information on the
Kickstarter website. We extracted information on all backed projects
posted on the platform from its inception in May 2009 through February
2012. We focused on projects with at least one backer since we were
interested in the dynamics of backer behavior (projects with zero backers
would not contribute any information to our analyses). To allow a time
buffer for community activity around a project to stabilize, projects com-
pleted after 2011 were dropped from the analysis. In addition, projects
started in 2009 were not used in the analysis because the look and feel of
the website underwent several revisions in the first few months after
launch. We restricted our analyses to projects with a duration of at least
21 days to ensure an adequate length of time to examine backer behaviors
during the early, middle, and late stages of the funding cycle. After clean-
ing the data for inaccuracies and incomplete information, daily data of
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two years on 14,704 projects that began on or after January 1, 2010, and
concluded by December 31, 2011, are available for analysis purposes.

Descriptive statistics for these projects are reported in Table 8.1. The
average project® has a goal of just over USD 9,900 but only receives a
little more than USD 2,100 in pledged contributions.? Projects tend to
last for around six weeks; a relatively large proportion of backers support
a project in the first or last weeks of its funding cycle. Almost 80 percent
of the projects include a video. The average project offers more than seven
reward categories as incentives for their donors and receives about USD
70 per backer. Creators generally post a couple of project updates. Over
90 percent of creators only propose a single Kickstarter project.

There is a considerable amount of variance in the funding outcomes
for Kickstarter projects. Figure 8.1 shows the distribution of project suc-
cess: projects that reach their funding goal do so by a small margin (almost
half of all the successful projects are within 10 percent of their original
funding goal), while projects that miss their targets do so by a large mar-
gin (almost half of all the unsuccessful projects achieved less than 10
percent of their goal).

Table 8.1 also reports descriptive statistics by funding level achieved.
While unsuccessful projects have a funding goal more than four times as
large as successful projects (USD 14,686 compared to USD 3,486), these
projects receive less than half of the amount contributed to successful
projects (USD 1,214 compared to USD 3,496). Successful projects tend
to be shorter in duration. All projects receive a relatively large proportion
of their backers in the first week, and successful projects also get a lot of
support in the last week of their funding cycle. Not surprisingly, success-
fully funded projects have significantly more backers than unsuccessful
projects, and add more backers each day. Successful projects tend to com-
municate more to the community and their backers by posting updates.

8.3 Empirical Analyses

In this section, we attempt to shed some empirical light on the dynamics
of backer behaviors in reward-based crowdfunding. To do this, we exploit
the panel structure of the Kickstarter data to explore the relationship
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Table 8.1 Summary statistics for Kickstarter projects 2010-2011 (N = 14,704)

Funding level achieved

(1 (2) (3) (4)
Total sample <100% of 100% of >100% of
mean goal goal goal
Variable (N=14,704) (N=8681) (N=897) (N=5126)
Goal (USD) 9,907.24 14,686.4 3,485.68 2,937.36
Total amount pledged 2,160.22 1,214.07 3,496.46  3,528.72
(UsSD)
Percent of goal funded 62.39 15.44 100.23 135.27
Percent of goal achieved 21.32 6.09 30.33 45.53
in first week
Percent of goal remaining 51.8 87.01 26.81 -3.45
in last week
Duration (days) 43.47 46.72 40.1 38.53
Number of backers 28.63 17.27 30.34 47.55
Number of backers in first 9.31 6.57 7.93 14.19
week
Number of backers in last 6.21 2.39 9.1 12.19
week
Number of backers added 0.64 0.36 0.74 1.2
per day
Average contribution per 70.57 59.52 129.35 78.99
backer (USD)
Number of reward 7.59 7.62 7.04 7.64
categories
Maximum reward claimed  339.94 255.68 471.53 456.26
(USD)
Percent of rewards 79.63 79.44 74.39 80.87
claimed
Has video (1 = yes) 0.78 0.78 0.77 0.8
Number of days on top 50 0.32 0.12 0.19 0.67
most popular list
Number of updates 1.95 1.56 1.91 2.63
Number of updates in 0.49 0.49 0.38 0.56
first week
Number of updates in 1.15 0.93 1.08 1.54
middle period
Number of updates in last 0.42 0.24 0.63 0.7
week
Number of active projects 1.86 1.86 1.82 1.87

(x1000)

(continued)
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Table 8.1 (continued)

Funding level achieved

(1 #)) 3 (4)
Total sample <100% of  100% of >100% of

mean goal goal goal
Variable (N=14,704) (N=8681) (N=897) (N=5126)
Maximum number of 0.28 0.28 0.27 0.28
backers on competing
projects
Proposed by a serial 0.07 0.06 0.1 0.08
creator (1 = yes)
Creator previously backed 0.21 0.18 0.22 0.27

a project (1 = yes)
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Fig. 8.1 Distribution of project-funding outcomes

between the daily support a project receives and various explanatory and
control variables. The key dependent variable in our analyses is
BackersAdded, a count variable which is the number of backers project
receives on day . Because the dependent measure is a non-negative inte-
ger, our empirical strategy is to estimate appropriate panel count models
(using a Poisson Quasi-Maximum Likelihood estimator). To account for
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any unobserved project heterogeneity (e.g., projects may differ in unob-
served “quality”), we estimate fixed-effects models. Essentially, fixed-
effects models incorporate project-specific intercept terms. Based on a
Hausman-type test (see Allison 2005), fixed-effects models are preferred
over random-effects models for the Kickstarter data. Importantly, a fixed-
effects model removes any unobserved time-invariant heterogeneity
across projects and allows these unobserved differences to be correlated
with the independent variables (and thus is less likely to be biased).
Although time-invariant characteristics are controlled, estimation of the
fixed-effects models is accomplished using a conditional maximum likeli-
hood estimator where all time-invariant project effects are conditioned
out of the model using an individual’s total count (Cameron and Trivedi
2009). Cluster-robust standard errors for the estimated coefficients are
used for statistical tests due to dependence among the errors over time
within a project.

8.3.1 The Dynamics of Project Support

We begin by empirically exploring the dynamics of project support over
its funding cycle. The average number of backers added to a project over
its relative funding cycle is depicted in Fig. 8.2. Consistent with the
descriptive statistics in Table 8.1, projects tend to get a lot of backer sup-
port in the first and last weeks of their funding cycle. A high level of ini-
tial project support in the first few days is followed by generally decreasing
support over most of the first week. A pronounced lull in project activity
occurs during the middle period of the funding cycle. As the project
approaches its conclusion, there is an increase in contributions. To better
understand the dynamics of project-funding behaviors, we next turn to
an econometric analysis of these data.

We define binary variables to capture the first seven days (Day 7, where
T'=1, ..., 7) and last seven days (L LastDay, where L = 1, ..., 7) in the
project-funding cycle. Here the reference category is the middle period.
In addition, several time-varying variables that account for possible effects
due to other project or situational factors are included in our analyses. As
suggested by Fig. 8.2, several projects in our sample exceed their original
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Fig. 8.2 Average number of backers added to a project on any day

funding goal. To account for any differences in backer behaviors for these
projects, we include PostFunded, defined to be one for each day a project
has already been funded and zero otherwise. We control for competition
among projects for backer support by including ActiveProjects (the num-
ber of Kickstarter projects across all categories* that are accepting pledges
on day ¢ in thousands) in our estimations. We also include
MaxCompetingBackers (the maximum number of cumulative backers
across all competing projects accepting pledges on day #) to control for
any possible negative effects due to other projects that are receiving a lot
of backer support. Finally, we control for the possibility that pledges con-
centrate on certain days by including separate dummy variables for day of
week and account for any other unobserved time-varying effects by
including month-year dummy variables. This framework with the dummy
variables for time in the project-funding cycle, along with control vari-
ables, is the basic econometric model used in most of our analyses.

The results of estimating a conditional fixed-effects Poisson model that
corrects for overdispersion and allows for cluster-robust standard errors
(Wooldridge 1999; Cameron and Trivedi 2009) are given in Table 8.2.
While we do not report the estimation details for day of week and month-
year to conserve space, we can make a few observations. First, projects are
more likely to receive contributions on weekdays compared to weekends,
with activity increasing from Sunday to a peak on Wednesday; thereafter,
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activity decreases to its lowest point on Saturday. Month-year fixed effects
indicate that projects are less likely to add backers as we move from the
beginning of the sample period (January 2010) to the end (December 2011).

The coefhicient estimates for MaxCompetingBackers are insignificant in
Table 8.2. These results do not strongly support the idea of a “Blockbuster
Effect” in which a project with a large number of backers steals potential
backers from other projects (Kickstarter 2013). Across all the models in
Table 8.2, the coefhicient estimate for PostFunded is negative and signifi-
cant. This indicates that backer support drops off considerably once a
project surpasses its goal. From Model 1, we find the effect of ActiveProjects
on backer support is negative and significant. This is consistent with the
idea of “Kickstarter Fatigue” as proposed by some industry followers in
which potential backers are becoming weary due to an increasing number
of projects asking for their financial contributions (Goninon 2013;
Maxwell 2013; Nelson 2013). This particularly seems to be the case for
projects with high goals (Model 4). Further, the results in Models 2 and
3 indicate that a large number of competing projects is associated with
more backer support for projects that are eventually funded and less for
unsuccessful projects. Together, these results suggest that there are limits
to the financial support of backers.

Strongly confirming a U-shaped pattern of backer support, the coefhi-
cient estimates for the Day and LastDay binary variables are jointly sig-
nificant and positive in all the models. Moreover, these variables
significantly decrease in magnitude over the first week and significantly
increase in magnitude over the last week.’ The positive coeflicient
estimates indicate that backers are more likely to pledge in the first and
last week as compared to the middle period in the project’s funding cycle.
Deadline effects in which a lot of action occurs as the end of an experi-
ence is approached has been widely observed in many contexts (Webb
and Weick 1979; Ariely and Simonson 2003). Consistent with the idea
of a deadline effect, almost two-thirds of the projects in our sample
achieved their target goal in the last week of their funding cycle. More
persuasively, the significant and increasing coefficient estimates for the
LastDay variables strongly suggest a deadline effect.

Models 2 and 3 demonstrate that both successfully and unsuccessfully
funded projects also exhibit a U-shaped pattern of backer support, as do
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projects with different goal targets (Models 4 and 5). It is interesting that
successfully funded projects exhibit the same dip in activity during the
middle period of the funding cycle as projects that do not meet their goal.
Thus, even successful projects find it very difficult to maintain their ini-
tial momentum in continuing to get pledges over the entire funding
cycle. In our extended working paper (Kuppuswamy and Bayus 2015),
we confirm that this U-shaped pattern of project support is pervasive
across different project types (Art, Product Design, Film and Video,
Games, Music, Technology). These results extend common thinking that
only successfully funded projects exhibit a U-shaped pattern in project
support over its funding cycle (de Witt 2012; Steinberg 2012)—in fact,
this U-shaped pattern is systematic and persistent across Kickstarter
projects.®

8.3.2 Inside the Dynamics of Project Support

In this section, we consider several factors that have been related to
project-funding success by other researchers. We extend these prior stud-
ies by empirically exploring the dynamics associated with these factors.
Specifically, we consider four questions: (1) Is the U-shaped pattern of
project support due to collective attention effects, that is, do backers sim-
ply support projects that are easily found and most visible from using the
available platform project-sorting options (Qui 2013)? (2) What is the
role of family and friends over the project-funding cycle (Agrawal et al.
2015)? (3) What are the dynamic effects of social influence in supporting
a project (Herzenstein et al. 2011; Zhang and Liu 2012; Agrawal et al.
2015; Hornuf and Schwienbacher 2017; Vismara 2015)? (4) What is the
role of project updates over the project-funding cycle (Mollick 2014;
Block et al. 2017)?

8.3.2.1 Collective Attention Effects

One interesting perspective that might account for the U-shaped pattern
of backer support comes from research on the effects of consumers’ lim-
ited attention in the digital economy where information is abundant
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(Falkinger 2008; Wu and Huberman 2007; Hodas and Lerman 2013).
The problem of collective attention is at the center of online communi-
ties and the spread of ideas—"“a wealth of information creates a poverty
of attention” (Simon 1971: 40). This collective attention framework is
extended by Hodas and Lerman (2013), who find little evidence that the
novelty of news stories decays over time (i.e., older stories are just as
appealing as newer stories). Instead, they argue that people pay more
attention to recent stories because they are easy to find and more visible.
This idea is consistent with Nelson (2013), who suggests that the major-
ity of pledges to a crowdfunding campaign come at the beginning and
end of a project because projects are most visible then. In an online envi-
ronment, there are often several website features and sorting options that
lower search costs, making projects more visible (Bakos 1997).

In the case of Kickstarter, projects can be sorted based on whether
they were “Recently Launched” (the first week after a project’s initial
launch) or will be “Ending Soon” (the last week before a project’s fund-
ing closes). Thus, the collective attention argument is that the significant
coefhicient estimates for the first and last weeks’ daily variables in
Table 8.2 are due to the use of these sorting options in Kickstarter—
potential backers simply support projects that are most visible from
using these sorting options. If this were true, however, we would also
expect that the positive effects of the first and last weeks will be accentu-
ated when there are more potential backers who can use these options to
view the projects. To examine this idea, we incorporate information on
daily traffic to Kickstarter over time in our basic econometric model
(from Quantcast.com, Kickstarter Traffic is the number of unique visitors
to the Kickstarter website on day # in hundred thousands). If visibility is
a plausible explanation for the U-shaped pattern of project support, the
marginal effects of time in the funding cycle should be increasing as traf-
fic to the website increases. Based on the analyses reported in our
extended working paper (Kuppuswamy and Bayus 2015), we find an
insignificant trend in project support as Kickstarter traffic increases.
Thus, the greater project support observed in the first and last weeks does
not seem to be due to higher project visibility associated with the
“Recently Launched” and “Ending Soon” sorting options available with
Kickstarter.


http://quantcast.com
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8.3.2.2 The Role of Family, Friends, and Followers

Even though there are relatively few empirical studies, it is generally
acknowledged that financial support from family and friends is an impor-
tant source of early stage funding for new ventures (Cumming and Johan
2009; Agrawal et al. 2015). Agrawal et al. (2015) empirically show the
importance of friends and family investors in the SellaBand crowdfund-
ing community. This is consistent with the general belief among crowd-
funding pundits who argue that successful projects create a critical mass
of early funding from the people in their close social circles (de Witt
2012; Steinberg 2012).

To explore this idea, we examine the timing of Kickstarter pledges
from direct family relatives. Given the anonymous nature of members
in the Kickstarter community, we rely on a manual coding of user-
names to construct an indicator variable for whether a project was sup-
ported by a backer who has the same last name as the project creator.
Based on an analysis reported in our extended working paper
(Kuppuswamy and Bayus 2015), we find that family members are most
likely to support a Kickstarter project in the first week after launch, as
well as just before it ends. Further, we find evidence that Kickstarter
project creators attract most of their funding by mobilizing their own
social network of friends (who are directly known by the project cre-
ator) and followers (who indirectly know the project creator from social
media connections).

8.3.2.3 The Effects of Social Influence

As noted by several researchers in lending and donation-based settings
(Herzenstein et al. 2011; Zhang and Liu 2012; Burtch et al. 2013;
Agrawal et al. 2015), an important factor that can influence the behavior
of backers in crowdfunding communities is information on others’ prior
funding decisions. In particular, the level of financial support for each
project as well as its timing is publicly visible on most platforms.
Figure 8.1 highlights an interesting phenomenon in Kickstarter that
involves social influence within the community. Commonly known as
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the “Kickstarter Effect,” as a project nears its goal there can be a flurry of
activity that pushes it over its target (Galinsky 2010; Nelson 2013). Matt
Haughey, a backer of more than 150 Kickstarter projects, sums it up this
way (Steinberg 2012: 149):

[O]nce you pass 50 percent of your funding, at any point, you have a 95 percent
chance of reaching your goal. ... Only a handful of projects have finished
unsuccessfully having reached 85 percent or more of their funding. The people
who are at like 60, 70 percent with a week to go, its gonna be OK!

Clearly, there is solid empirical support for this notion from the strong
U-shaped pattern of project support over the project-funding cycle.
While much of the research studying the reasons for goal pursuit has
emphasized individuals and their personal goals, this work can be used to
understand the motivations for individuals to contribute to the shared
goals of a group (Fishbach etal. 2011). When group identification is rela-
tively weak (as in crowdfunding communities with anonymous mem-
bers), research finds that individuals decide to pursue a shared group goal
if they believe the goal is worthwhile (Fishbach et al. 2011). Here, others’
prior contributions can positively influence the assessment of goal value.
In the case of crowdfunding, whether or not a project is deemed worthy
of support depends on how much of the goal has already been pledged.
Backers want the project to succeed, and projects closer to their target
goal are more likely to reach their funding objective.

Given that a project is considered to be worthwhile, the Kickstarter
Effect further suggests an acceleration in funding activity as a project
nears its goal. Such an increase in motivation and effort to reach a goal as
it is approached has been found in humans and other animals (Liberman
and Forster 2008; Toure-Tillery and Fishbach 2011). Rats run faster
through a maze as they get closer to food (Hull 1932), people increase
their purchases as they approach rewards from loyalty cards (Kivetz et al.
20006), and groups of donors contribute more to charitable campaigns
close to reaching their goals (Fishbach et al. 2011; Cryder et al. 2013).
More formally, the “goal-gradient” hypothesis is that motivation to reach
a goal increases monotonically with proximity to the desired end state

(Hull 1932). One key reason for goal-gradient behavior is that the
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perceived impact of later-stage decisions tends to increase over the course
of goal pursuit (Toure-Tillery and Fishbach 2011). For example, the mar-
ginal impact of a USD 100 contribution to a project that is halfway
toward its goal of USD 1,000 is much less than the marginal impact of
the same contribution if this project has already achieved 90 percent of
its goal. As discussed by Cryder et al. (2013), perceived impact is an
important rationale for prosocial acts like crowdfunding. Even in situa-
tions when there are no financial rewards, backers still perceive that later-
stage funding decisions close to the goal have more impact and thus they
are even more likely to make a donation when the target is in sight.

Based on analyses reported in Kuppuswamy and Bayus (2017), we find
strong evidence for the goal-gradient pattern of increasing project sup-
port as the target goal is approached. Thus, there does seem to be empiri-
cal evidence for positive effects of social influence linked to how much
has already been pledged to the project goal.

8.3.2.4 The Role of Project Updates

To reach their crowdfunding goals, industry pundits insist that project
creators need to develop and execute an effective campaign that commu-
nicates with the media, bloggers, and potential contributors (Steinberg
2012; Dushnitsky and Marom 2013). While comprehensive and detailed
information on any marketing efforts external to the Kickstarter com-
munity is not available, project creators can communicate with potential
backers via project updates. In fact, many experts highly recommend
updates as a way to generate visibility and excitement around crowdfund-
ing projects (Budman 2012). Based on an analysis of updates reported in
our extended working paper (Kuppuswamy and Bayus 2015), we find
that higher levels of project support are positively related to updates.

We also find that updates tend to occur during the early and late stages
of a project and that it is difficult to maintain the initial excitement that
comes right after project launch. This especially seems to be the case for
successfully funded projects—as reported in Table 8.1, successful projects
have significantly more updates than unsuccessful projects, and add sig-
nificantly more backers each day (and during the first and last weeks). In
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addition, creators tend to use updates more aggressively as their project
nears its goal.

8.4 Discussion and Implications

Given the difficulties that new ventures face in attracting financing from
traditional sources, many entrepreneurs are directly appealing to the gen-
eral public for help through large, online communities of consumer-
investors. These crowdfunding campaigns typically involve relatively
small contributions of many individuals over a fixed time limit (generally
a few weeks). The aim of this chapter is relatively modest; we seek to add
to our empirical understanding of backer dynamics over the project-
funding cycle. The empirical setting for our study is Kickstarter, one of
the oldest and largest reward-based crowdfunding communities on the
Web. Publicly available information of two years on successfully and
unsuccessfully funded projects is used to obtain the following empirical

findings.

* Backer support over the project-funding cycle is not uniform. Potential
backers are more likely to pledge in the first and last weeks as com-
pared to the middle period of the funding cycle.

A U-shaped pattern of project support is persistent across crowdfund-
ing projects—including both successfully and unsuccessfully funded
projects, those with large and small goals, and projects in different
categories like Art, Design, Film and Video, Games, Music, Technology.

¢ 'There is a strong deadline effect in which project support tends to
increase in the last week of the project-funding cycle.

¢ Potential backers are less likely to contribute once a project reaches its
goal.

¢ For the full sample of projects, there is evidence supporting the idea of
Kickstarter Fatigue in which the number of other active projects on
the platform is negatively related to backer support.

* For the full sample of projects, there is no evidence for a Blockbuster
Effect in which a project with a lot of backers draws potential con-
tributors away from other projects.
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* Most backer contributions do not come in during the first and last
weeks because projects are more visible then due to sorting options
available on the platform.

* Support from family members tends to occur in the first week and just
before the project ends.

* Most of the contributors at any point in the funding cycle are one-
time backers that likely come from the creator’s own social circle.

* Asthe end goal is approached, project support monotonically increases.
Thus, there is strong and consistent evidence for the Kickstarter Effect
in which projects nearing their goal often see a flurry of activity that
pushes it over its target.

* Potential backers are influenced by how much of the goal has already
been pledged.

* Project support is positively related to updates, and updates are more
likely to be posted during the first week and last three days as com-
pared to the middle period of the funding cycle.

* Project creators tend to post updates as their project nears its goal.

These empirical findings significantly extend our understanding of
backer dynamics over the project-funding cycle. While all of our find-
ings only apply to the Kickstarter reward-based crowdfunding commu-
nity, we can make some comparisons with other crowdfunding settings.
Our analyses confirm the general results of Agrawal et al. (2015) in a
crowdinvesting community regarding the importance of friends and
family investors, particularly in the early stages of the funding cam-
paign. At the same time, the vast majority of Kickstarter contributors
are one-time backers who only pledge to a single project (most of these
backers join the community and pledge on the same day). In contrast,
serial backers with prior experience are the primary investors in other
forms of crowdfunding (Agrawal et al. 2015). This distribution of
backer experience suggests that the project creator’s own social network
of family, friends, and followers is even more important in reward-
based crowdfunding than in crowdinvesting, crowdlending, or dona-
tion-based crowdfunding. Further research with appropriate data is
needed to map out the details of project backers and their social con-
nections with the project creators.
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The effects of social influence from others’ prior funding decisions are
of great interest in crowdfunding, particularly since the level of financial
support and its timing is publicly visible on most platforms. The effects
of social influence are found to be positive in crowdinvesting and
crowdlending communities (Herzenstein et al. 2011; Zhang and Liu
2012; Agrawal et al. 2015) and negative in a donation-based setting
(Burtch et al. 2013). In this chapter, we find strong evidence for positive
effects of social influence in reward-based crowdfunding. Because
consumer-investors in crowdinvesting and crowdlending expect a finan-
cial return on their contributions, the literature on rational herding and
information cascades argues that positive herding based on the number
of prior contributors signals that a project is of high quality (Devenow
and Welch 1996). In this case, herding behavior is a “rational” way for
individuals to reduce their own risk in the face of uncertainty about a
proposed new idea. For reward-based crowdfunding, we find positive
herding based on how much of the project goal has already been pledged
by others. We believe that the positive effects of social influence in reward-
based crowdfunding involve rational herding that comes from payoff
externalities in which a project closer to its goal is more likely to succeed
and, thus, a backer expects that their contribution will have more impact
if they also support this same project (Devenow and Welch 1996). Cryder
etal. (2013) present some empirical results from field and lab experiments
that are consistent with this idea. Further research is needed to confirm
the individual-level details of perceived impact of contributions near the
end of goal completion and whether payoff externalities do indeed explain
the observed goal-gradient behavior.

While there are some hints for other crowdfunding platforms that
project contributions follow a U-shaped pattern (Ceyhan et al. 2011)
and additional contributions are less likely once a project reaches its goal
(Herzenstein et al. 2011), further research is needed to firmly establish
whether these backer behaviors generalize across settings and projects.
For example, Hornuf and Schwienbacher (2017) find that the contribu-
tion pattern in crowdinvesting is L-shaped and very little is known about
the dynamics associated with different reward-based crowdfunding
models (does the entrepreneur keep all of the funds contributed no mat-
ter whether the target goal was reached versus the entrepreneur not
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receiving any of the contributed funds if their target goal is missed;
Cumming et al. 2015).” Outside of our results not supporting collective
attention effects in Kickstarter, little is known about the search costs of
potential investors and project visibility due to the sorting options avail-
able on other crowdfunding platforms. And, other than our findings
regarding the importance of project updates in Kickstarter, not much is
known about the possible effects of communications between project
creators and their potential contributors in other crowdfunding settings
(for an exception, see Block et al. 2017). Additional research can help
establish whether any further empirical regularities exist across the vari-
ous types of crowdfunding communities.

8.4.1 Implications for Entrepreneurs

With very few notable exceptions, the vast majority of creative ideas on
Kickstarter involve relatively modest amounts of money (from Table 8.1,
the average project has a goal of USD 9900 and successful projects on
average receive around USD 3,500). Typically, crowdfunding involves
small contributions from many people (from Table 8.1, the average
contribution is USD 70 and more than 25 backers support the average
project). As emphasized in the “how to crowdfund” books (e.g., de Witt
2012; Steinberg 2012), setting appropriate funding goals is paramount to
having a successful project. Many project failures set unreasonable fund-
ing targets given the scope of their creative idea (from Table 8.1, the aver-
age goal for unsuccessful projects is almost five times the goal for successful
projects). In general, projects with large goals are less likely to be funded
(Mollick 2014). Our results emphasize the importance of setting appro-
priate project goals—potential backers make their pledging decision
based on how much of the project goal has already been funded by oth-
ers. In light of these results, entrepreneurs may be tempted to artificially
set low goals so as to ensure that their project will achieve its target, at the
same time hoping that their project will exceed its low goal. Such a strat-
egy, however, may backfire as potential backers are also much less likely
to contribute to a project once it reaches its goal. If the project creator
actually requires more funding than their goal to make their creative idea
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a reality, they may end up with insufficient funds. While the importance
of setting goals is usually noted in the various types of crowdfunding
communities, further research is needed to test whether goal-gradient
behavior generalizes across platforms.

Very few Kickstarter projects achieve at least 50 percent of their goal
and are not eventually funded (Fig. 8.1). This suggests that the Kickstarter
community is generally sympathetic to an entrepreneur’s plea for help:
Kickstarter reports an overall success rate of almost 45 percent. At the
same time, our econometric results highlight the difficult challenge fac-
ing project creators. Inherent to the Kickstarter crowdfunding model is a
strong U-shaped pattern of project support over its funding cycle—the
initial excitement around a new project is quickly followed by a sharp
drop in support and a prominent lull in activity until the last week of the
funding cycle. As a result, some entrepreneurs want to allow as much
time as possible to raise funds by setting their funding cycle as long as
possible. Due to goal-gradient behavior and deadline effects, however, it
is difficult if not impossible to overcome this period of low activity
between the first and last weeks of the funding cycle. In fact, research
finds that project duration is negatively related to funding success
(Mollick 2014). Kickstarter also lowered the maximum project duration
from 90 to 60 days because they observed that most pledges come in the
first and last weeks of the funding cycle, with the length of the middle
period not really mattering to eventual project success (Strickler 2011).
Even though contributions during the middle period of the funding cycle
are generally lower than in the first and last weeks, these pledges are still
important for a project to experience the Kickstarter Effect (e.g., see
Table 8.1). Further research on the “optimal” project duration might
explore these trade-offs.

Because most project supporters in Kickstarter are one-time backers,
entrepreneurs must rely on their own social circle of family, friends, and
followers. Indeed, project creators need to be proactive by communicat-
ing with their social network. We find that project support is positively
related to updates at any point in the funding cycle, even though project
creators currently tend to only post updates in the first and last weeks of
the funding cycle. Clearly, our analysis of project updates is very basic.
Data limitations prevent us from considering the potential role of other
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social and online media in generating buzz around a crowdfunding proj-
ect. Several guidebooks stress the importance of crafting an online mar-
keting campaign and its importance in generating excitement and project
support throughout the funding cycle (de Witt 2012; Steinberg 2012).
At this point, however, only anecdotal case studies of success stories and
their marketing efforts exist, indicating that further research would be
helpful in carefully sorting out the various possible effects and whether
the lull in activity between the first and last weeks can be overcome.

8.4.2 Implications for Policy Makers

With the passing of the JOBS Act by the US Congress in 2012, policy
makers are persuaded by the potential of crowdfunding to help fund
small businesses and entrepreneurs with creative ideas (Stemler 2013). At
the same time, however, many pundits have sounded alarms at the poten-
tial for fraud associated with unregulated investing behavior, especially by
consumer-investors (the “crowd”). Of particular concern is that project
creators with unreasonable ideas will still find funding from naive inves-
tors due to “irrational” herding behavior (i.e., consumers will simply
mimic each other without any regard to project quality). In contrast to
this perspective, we find no evidence for irrational herding in the
Kickstarter community. Instead, we argue that goal-gradient behavior is
an example of rational herding that comes from payoff externalities, that
is, others’ previous funding decisions signal that a project is likely to suc-
ceed and thus a contribution to the same project will have greater impact.
Further research is needed to determine if our findings generalize to other
financial-based crowdfunding communities.

Another possible fear is that project creators propose projects, receive
the funding from consumer-investors, and then never complete the proj-
ect or deliver the promised rewards. Interestingly, Mollick (2014) con-
cludes that most Kickstarter project creators make serious efforts to fulfill
their obligations, but the majority deliver the promised rewards later than
expected. Although explicitly disclaimed by Kickstarter, many consumer-
investors believe that the website is essentially an online retail storefront
in which project creators presell products.
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To explore the idea of new product pre-orders and the possible effects
of product rewards on backer behavior, we consider a separate model for
only Design, Games, and Technology projects—categories that typically
offer tangible new products as rewards for contributions (Steinberg 2012;
Mollick 2014). Based on analyses reported in our extended working
paper (Kuppuswamy and Bayus 2015), we do find that backer behavior
in this subsample differs once a project reaches its funding goal—here,
the coefficient estimate for PostFunded is positive and significant. Thus,
there is strong evidence that successfully funded projects in the Design,
Games, and Technology categories receive even more contributors before
their funding cycle ends. Once a project offering product pre-orders is
successfully funded, the risk for other “consumers” is reduced since the
project creator will receive all the pledged funds. Although our data do
not allow us to determine whether this represents rational or irrational
herding behavior, it is interesting to speculate that this herding behavior
for successfully funded projects may be responsible for the product
rewards delivery delays reported by Mollick (2014). Successfully funded
projects offering product pre-orders may actually be suffering from their
own success! This will especially be the case for projects that dramatically
exceed their original goal. For example, Eric Migicovsky’s Pebble E-Paper
Watch, one of the largest funded Kickstarter projects, received almost
69,000 backers—well over the 1000 backers expected with their original
goal of USD 100,000. While the promised watches were shipped more
than three months after the promised delivery date, all of their backers
(including the authors) did not receive their watches for several more
months.

Additional studies are needed to more completely understand the
possible herding behavior of consumer-investors in crowdfunding com-
munities. For example, an obvious recommendation might be to estab-
lish a restriction on the number of additional new backers that can
support a project once it reaches its goal. Here, the thinking would be
that small start-up businesses with limited resources and connections
should not be stressed beyond their real capabilities. Such a restriction,
however, could also change the dynamics of backer behavior—poten-
tial backers may be even more interested in contributing to projects
with a lot of past project support because the project (and its product
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rewards) may not be available once it meets its target. Thus, herding
and goal-gradient behaviors may be extreme if project backers are lim-
ited. Further research should tackle these topics more deeply by consid-
ering backer motivations and behavior in supporting projects that have
already reached their goal.
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Notes

1. Shortly after our data collection in March 2012, Kickstarter removed this
information from their updated website design.

2. One project had a goal of over USD 21 million (Kickstarter’s limit) to
help reduce the national debt (http://www.kickstarter.com/projects/
2116548608/help-erase-the-national-debt-of-the-usa?ref=search).  This
project only had eight backers who pledged USD 180.

3. The largest funded project in our sample received a little over USD
95,000. Since our data collection, several projects have received over USD
1 million in funding.

4. An alternate measure involving the number of competing projects in the
same category as project 7 gives the same results across all our estimated
models as those reported for ActiveProjects.

5. 'The consistent drop in the coefficient estimate for the very last day comes
from the fact that projects end at various times during the last day, that is,
many projects do not have a complete 24 hours of funding time on the
last day.

6. Yan Budman, Director of Marketing at Indiegogo, reports a similar pat-
tern of backer behavior for Indiegogo projects (Budman 2012).

7. Some of our preliminary analyses involving the Kickstarter (all-or-noth-
ing) and Indiegogo (keep-it-all) communities suggest that the goal-gradi-
ent effect is robust across platforms.


http://www.kickstarter.com/projects/2116548608/help-erase-the-national-debt-of-the-usa?ref=search
http://www.kickstarter.com/projects/2116548608/help-erase-the-national-debt-of-the-usa?ref=search
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The Regulation of Crowdfunding
in the United States

C. Steven Bradford

9.1 Introduction

The regulation of crowdinvesting involves a trade-off between small busi-
ness capital formation and investor protection. Offerings of securities in
the United States, including both equity and debt securities, must ordi-
narily be registered with the Securities and Exchange Commission (SEC).
This registration process involves extensive mandatory disclosure and
complicated limits on the offer and sale of the securities. These require-
ments, designed to protect investors, are too expensive for the small capi-
tal offerings typically attracted to crowdinvesting.

The registration requirements do not apply to donation- and reward-
based crowdfunding, and these types of crowdfunding have been very
popular in the United States. But sales of equity through crowdinvest-
ing and sales of debt securities through crowdlending are subject to the
SEC registration requirements; because of the high cost of registration,
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these types of offerings can succeed in the United States only if they are
exempted from these requirements.

Four different exemptions are available for crowdinvesting in the
United States. Two of these exemptions—federal Rules 506(b) and
506(c)—Ilimit sales to sophisticated or wealthy investors, and therefore
are probably not accurately described as crowdinvesting exemptions.
They do not allow sales to the “crowd” of public investors. However,
Regulation Crowdfunding, finalized by the SEC in 2015 to implement
an exemption in section 4(a)(6) of the Securities Act, is specifically aimed
at retail crowdinvesting by the general public. In addition, many US
states have adopted state crowdfunding exemptions that allow debt and
equity offerings limited to the residents of a particular state. These state
exemptions are coordinated with a federal intrastate offering exemption,
so, like the other exemptions discussed, they provide a coordinated
exemption from both federal and state securities law.

There are three different groups involved in crowdinvesting, and thus
three different possible loci for any crowdinvesting regulation: the issuers
who sell securities to raise capital; the intermediaries who operate the
platforms through which these securities are sold; and the investors buy-
ing the securities. The Rules 506(b) and 506(c) exemptions focus their
regulation almost exclusively on investors, limiting who may invest. The
policy idea is to limit investment to those who can protect themselves
and therefore do not need mandatory disclosure or other regulation. The
absence of other significant restrictions reduces the regulatory cost, but it
is not clear that the basic premise of these rules is sound. Many of the
investors who qualify for these offerings are not sophisticated investors.

Regulation Crowdfunding and the state exemptions broadly regulate
all three groups, imposing substantial regulatory requirements on issuers,
intermediaries, and investors. The investor protection motive underlying
these extensive regulatory requirements may be admirable, but the cost
may be too high for many small business offerings. It is not clear that any
of the US exemptions has found the appropriate balance between capital
formation and investor protection.

This chapter discusses the various exemptions available for crowdfund-
ing and the policy underlying them. Section 9.2 briefly describes the US

registration requirement, its scope, and the problem it poses for crowd-
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funding. Section 9.3 discusses the Rule 506(b) and 506(c) exemptions.
Section 9.4 discusses the crowdfunding exemption in section 4(a)(6) of
the Securities Act, and Regulation Crowdfunding adopted to implement
it. Section 9.5 discusses the intrastate crowdfunding exemptions. Section
9.6 provides a brief comment on the scope of these exemptions.

9.2 Applicable Regulation in the Absence
of a Crowdfunding-Specific Exemption

9.2.1 The Registration and Prospectus Requirements

In the United States, companies selling securities must register their offer-
ings with the SEC unless an exemption is available." The offering com-
pany must file an extensive disclosure document known as a registration
statement with the SEC and must provide most of that disclosure to
investors in a document known as the prospectus. There are also compli-
cated limits on communications with potential investors, including post-
ing on websites, before and during the offering.

The registration process for first-time registrants often takes months
(SEC 1996, 88,439; Cohn and Yadley 2007, 7), and the direct cost to
prepare and file the registration statement—including legal fees, account-
ing fees, registration fees, and printing costs—can be hundreds of thou-
sands of dollars (U.S. Government Accountability Office 2000, 23; Prifti
2010, § 1A-17; Sjostrom 2001, 575-576). This cost is simply too high
for the smaller amounts entrepreneurial capital start-ups and other small
businesses want to raise through crowdinvesting and crowdlending.
Because of economies of scale, registration expenses that might be man-
ageable for large offerings are not feasible for smaller offerings (Bradford
2001, 25-27). And the United States, unlike some countries, has no gen-
eral exemption for smaller offerings.

Registration, however, is not impossible. Two US crowdlending sites,
Prosper and Lending Club, register the notes they offer, but they had to
completely restructure their business models to make it work (Bradford
2012a, 43-44). The model they use would not work for crowdinvesting,.
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9.2.2 What s a Security?

The US registration requirement applies only when a company is selling
“securities.” The definition of “security” in section 2(a)(1) of the Securities
Act? is a little vague, but it is reasonably clear that certain kinds of crowd-
funding do not involve securities for purposes of federal law.

Donation- and reward-based crowdfunding, including pre-purchases,
do not involve the sale of securities (Bradford 2012a, 31-32). Therefore,
federal securities law, including the registration requirement, does not
apply to them. Donation- and reward-based crowdfunding are essentially
unregulated, except for the prohibitions on fraud and false advertising
that would apply to any commercial transaction. Neither the federal
government nor the states have imposed any special regulation on non-
securities crowdfunding.

Crowdlending probably involves a security, and therefore is subject to
US securities regulation, unless, as on the Kiva website, lenders do not
receive interest. If lenders are entitled only to a return of their principal,
with no interest, a security is probably not involved (Bradford 2012a,
34-42). Crowdinvesting, where investors receive equity in the company
or any participation in the company’s profits, almost certainly involves

the sale of a security (Bradford 2012a, 33-34).

9.3 Accredited Investor Crowdfunding

Two US exemptions allow unregistered Internet offerings limited to
“accredited investors,” or, in the case of one of the exemptions, also
sophisticated investors who are not accredited investors. One of these
exemptions, Securities Act Rule 506(b),> has been in place for many
years. The other, Rule 506(c),* was added by the SEC in 2013 in response
to Congressional direction in the ambitiously titled Jumpstart Our
Business Startups (JOBS) Act.?

The term “accredited investor” is defined to include, among others,
institutional investors such as banks, brokers, insurance companies, pro-
fessionally directed employee benefit plans, and, more generally, any
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business entity with more than USD 5 million in assets.® But it also
includes individual investors with either (1) a net worth of at least USD
1 million (excluding the value of their home and related mortgage indebt-
edness up to the value of the home)” or (2) an annual income of more
than USD 200,000 (or joint income with a spouse of at least USD
300,000).%

The argument for exempting offers to sophisticated investors such as
brokers and insurance companies is apparent: these investors can fend for
themselves and do not need the regulatory protection that registration
provides.” The extension of this argument to wealthy, unsophisticated
investors is more controversial. Wealth is a very imperfect proxy for inves-
tor sophistication; the person who wins USD 5 million in a lottery, for
example, may know absolutely nothing about investing. One might
argue that wealthy people can afford to lose the money they are investing,
and do not need as much protection for that reason. But the wealth and
income levels necessary to qualify as an accredited investor are relatively
low; many of these people do not have money to burn. In addition, there
are no limits on how much of their wealth accredited investors may
invest. An investor who has a net worth of USD 1 million and invests the
entire USD 1 million in a single offering certainly cannot afford to lose
that money. There has been some discussion at the SEC about restructur-
ing the definition of accredited investor or limiting how much accredited
investors may invest (SEC 2015c), but the SEC has not yet taken any
action on these proposals.

Because of the limits on who may purchase, securities cannot be sold
to the general public in Rule 506(b) and 506(c) offerings. Since the issuer
is not selling to the “crowd,” it is probably inappropriate to call these
offerings crowdinvesting or crowdfunding. But these terms have been
applied to Rule 506 offerings, and therefore these offerings are discussed
here.

Rule 506(b) and Rule 506(c) share some common requirements. First,
they contain so-called bad actor disqualifications barring issuers from
using the exemption if they or certain related persons have been found to
have engaged in various types of wrongdoing in the past.'” The theory is
that companies and individuals who have been involved in past wrong-
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doing are more likely to engage in similar behavior now; barring them
helps to protect investors in the current offering. There are no other lim-
its on the companies that may use the Rule 506(b) and 506(c) exemp-
tions; any company not barred by the “bad actor” disqualifications is
eligible.

The two exemptions also share resale restrictions. Securities acquired in
a Rule 506(b) or (c) offering may not be resold without registration or an
exemption for the resale.!’ The most commonly applicable resale exemp-
tion in the United States would allow resale after a 6- or 12-month hold-
ing period.'?

9.3.1 The Rule 506(b) Exemption

To qualify for the Rule 506(b) exemption, sales must be made only to
accredited investors or up to 35 non-accredited investors who satisfy a
sophistication requirement.'® Each non-accredited investor must “either
alone or with his purchaser representative(s) ... [have] ... such knowl-
edge and experience in financial and business matters that he is capable
of evaluating the merits and risks of the prospective investment.”'*
Accredited investors are not required to meet this standard. Even if a
particular purchaser does not fall within one of these two categories, the
issuer’s exemption is still protected as long as the issuer reasonably believed
the purchaser qualified.”

Otherwise, Rule 506(b) offerings are lightly regulated. Rule 506(b)
does not limit either the size of the offering or the amount each investor
may invest. The issuer is not required to use an intermediary and, if it
does sell through an intermediary, Rule 506(b) imposes almost no
requirements on that intermediary. However, if an intermediary is
involved, depending on how the intermediary operates, there is a risk
that it could be a securities broker or investment adviser, and in viola-
tion of federal securities law if it is not registered as such (Bradford
2012a, 51-80).

No mandatory disclosure is required if the issuer sells only to accredited
investors. If, however, the issuer also sells to non-accredited, sophisticated
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investors, it must furnish those investors with detailed information about
the issuer, including financial statements.'® The balance sheet must gener-
ally be audited and, in larger offerings, the issuer’s other financial state-
ments must also be audited."” Because of that and because of the
uncertainty of the sophistication standard, Rule 506(b) offerings are typi-
cally limited to accredited investors only (Ivanov and Bauguess 2012, 6).

The biggest problem with using Rule 506(b) for crowdinvesting is that
the rule prohibits “any form of general solicitation or general advertis-
ing,” including “[a]ny advertisement, article, notice or other communica-
tion, published in any newspaper, magazine, or similar media or broadcast
over television or radio.”*® The SEC staff has read this broadly to prohibit
any offers to investors with whom the issuer or its sales agents do not have
a preexisting relationship (Sjostrom 2004, 13).

This interpretation has two important implications for crowdinvest-
ing. First, although Rule 506(b) does not require the use of an intermedi-
ary, an issuer usingan intermediary can take advantage of the intermediary’s
customer base—the intermediary already has a preexisting relationship
with those investors. Second, the staff interpretation effectively prohibits
putting information about an offering on a website accessible to the
general public because the posting would reach investors with whom the
issuer and its intermediary have no preexisting relationship (SEC 2000,
25,851-25,852). The issuer could sell through a website, but the offering
materials would have to be placed behind a gateway through which only
investors with a preexisting relationship could pass.

However, SEC staff interpretations make the general solicitation
restriction slightly less draconian and slightly more amenable to crowdin-
vesting. The SEC staff has allowed intermediary brokers to solicit potential
investors publicly, qualify them as eligible for Rule 506(b) offerings, and
then allow them access to Rule 506(b) offerings—but only to offerings
that postdate their initial solicitation.” This interpretation allows Rule
506(b) to be used for what some people call “crowdfunding,” but it is
crowdfunding in a very limited sense. Public websites advertise for inves-
tors without mentioning any specific offering, and offering materials
appear behind a firewall that only accredited or sophisticated investors
are allowed through.
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9.3.2 The Rule 506(c) Exemption

Rule 506(c) is much more amenable to crowdinvesting than Rule
506(b). General solicitation and advertising are allowed, so the offering
may be posted on a publicly accessible website. However, actual sales
are limited to accredited investors, and Rule 506(c) enforces this
requirement a little more stringently than Rule 506(b). The issuer must
“take reasonable steps to verify that purchasers ... are accredited inves-
tors.”?® If it does not do so, the exemption is lost, even if it turns out
that all of the investors actually were accredited. Rule 506(c) does not
mandate any particular steps to verify accredited investor status, but it
does provide some non-exclusive alternatives, such as looking at tax
forms to verify income.?!

These are the only significant limitations in Rule 506(c). There are no
mandatory disclosure requirements, limits on the size of the offering or
the amount each investor may invest, or restrictions on the web portal
hosting the offering. As with Rule 506(b), the issuer is not even required
to use an intermediary. It could post the offering on its own website.

9.4 Section 4(a)(6) and Regulation
Crowdfunding

The Section 4(a)(6) crowdfunding exemption was added to the Securities
Act by the JOBS Act in 2012.>> However, the SEC did not adopt the
required implementing regulations, known as Regulation Crowdfunding,
until November 2015; these regulations became effective on May 16,
2016 (SEC 2015b). The statutory requirements of the crowdfunding
exemption lie primarily in sections 4(a)(6) and 4A of the Securities Act.”
Regulation Crowdfunding incorporates these requirements and adds
additional ones.** For convenience, I will refer to the exemption as the
section 4(a)(6) exemption, even though one must look to the regulation
to see the full set of requirements.

The section 4(a)(6) exemption, unlike the Rule 506(b) and 506(c)

exemptions, is designed for and limited to crowdfunded securities offer-
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ings. Section 4(a)(6) is also much more regulatory than those other
exemptions, imposing significant restrictions on all three groups involved
in crowdinvesting: the issuers selling securities; the intermediaries through
whom the securities are sold; and the investors purchasing the securities.
Section 4(a)(6) also imposes structural requirements on the offerings
themselves.

Section 4(a)(6) offerings are open to the general public, and many of
these requirements are designed to protect unsophisticated investors. But
the cost to comply with these regulatory requirements, although less than
the cost of registration, is significant. Crowdfunding regulation requires
a careful balancing of cost and investor protection, and the section 4(a)
(6) exemption may have tilted too far to the investor protection side.
Hence, many small business issuers may find section 4(a)(6) too expen-
sive, and it is unlikely to be the capital formation panacea many of its
supporters hoped for.

9.4.1 Restrictions on Investors

Section 4(a)(6) offerings are open to the general public. Anyone—from
the most sophisticated institutional investor to the financially illiterate—
may invest in a section 4(a)(6) offering. But section 4(a)(6) restricts
investors in other ways. The amount they may invest in crowdfunded
offerings is limited; they must be provided with “investor education”; and
there are restrictions on the resale of the securities they purchase.

9.4.1.1 Investment Limits

Section 4(a)(6) limits how much each investor may invest; the limit
depends on each investor’s net worth and annual income, and there are
special rules for calculating these.”® Net worth may be calculated jointly
with the investor’s spouse, as long as the aggregate investment of the two
does not exceed the limits that would apply to the two of them individu-
ally.? Generally, the investor’s principal residence, and related mortgage
indebtedness up to the value of that residence, is excluded from the net
worth calculation.?”
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If the investor’s annual income and net worth each exceed USD
100,000, the investor’s investment limit is 10 percent of annual income
or net worth, whichever is less. If not, then the limit is 5 percent of
annual income or net worth, whichever is less. However, there is a USD
2000 minimum and a USD 100,000 maximum. Every investor may
invest USD 2000, no matter how small their annual income and net
worth. And no one may invest more than USD 100,000, no matter how
great their annual income and net worth.

These are annual investment limits; an investor may not exceed his or
her limit in any 12-month period. But there are no limits on the total
investment in his or her portfolio. For example, an investor whose limit
is USD 7000 could invest USD 7000 now and an additional USD 7000
12 months later, even if he or she still owns the prior investment.

However, the limits are applied collectively to all section 4(a)(6) invest-
ments, not just on a per-offering basis. The total amount an investor
invests annually in a// section 4(a)(6) offerings cannot exceed the inves-
tor’s limit. Assume again that the investor’s limit is USD 7000. If the
investor, in a single 12-month period, invests in section 4(a)(6) offerings
by issuers A, B, and C, the total of the investments in A, B, and C may
not exceed USD 7000.

The intermediary must disclose these limits to the investor when the
investor opens an account.”® The intermediary is also required to enforce
these limits at the time of any investment. Before accepting any invest-
ment commitment, the intermediary must “have a reasonable basis for
believing that the investor satisfies ... [these] ... limitations.”* The inter-
mediary usually will not know what amounts the investor has invested
through other intermediaries, of course. But the intermediary is allowed
to rely on the investor’s representations as to annual income, net worth,
and the amount of the investor’s other section 4(a)(6) investments unless
the intermediary has some reason to question those representations.”
Therefore, the intermediary’s burden is nominal.

The policy argument for these investment limits is straightforward. They
limit each investor’s risk so that, even if the investor loses the entire amount
invested, the loss will be less than catastrophic. Of course, even a USD 2000
loss will be catastrophic to many poorer investors, and it is not clear whether
more sophisticated investors need this paternalistic protection. Moreover,
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investors can easily circumvent these limits by lying about their net worth
or annual income. Hence, the limits might not be very effective.

9.4.1.2 Investor “Education” Requirements

The crowdfunding regulation also includes a series of “education” require-
ments, but these are really only glorified risk disclosure. To invest in an
offering pursuant to the crowdfunding exemption, investors must open
an account with the intermediary. When an investor opens such an
account, the intermediary must provide materials that explain various
aspects of crowdinvesting to the investor “in plain language.”" These
educational materials must disclose the following:

* how the section 4(a)(6) process works and the risks associated with
section 4(a)(6) crowdfunding;

* the types of securities offered on the intermediary’s platform and the
risks associated with each type of security, including the risk of dilu-
tion in voting power;

¢ the restrictions on the resale of securities purchased in section 4(a)(6)
offerings;

* the types of information the issuer is required to provide, including
annual reports, and the possibility that these disclosure obligations
might terminate in the future, leaving the investor without current
financial information about the issuer;

* the limits on how much investors may invest;

* the rules regarding cancellation of an investment commitment, either
by the investor or by the issuer;

¢ the need for the investor to consider whether the investment is appro-
priate for the investor; and

* the fact that the relationship between the issuer and the intermediary
might terminate after the offering.

The intermediary must keep this disclosure posted on its platform at
all times, and, if it materially revises this disclosure, it must make the revi-
sions available to all investors before accepting any additional investment
commitments.*?
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In addition, each time before an investor invests in an offering, the
intermediary must obtain a representation from the investor that the
investor has reviewed this educational material, understands that his or
her entire investment may be lost, and can bear the loss.?” The intermediary
must also, again each time before an investor invests, require the investor
to complete a questionnaire that shows the investor understands that

* the investor’s ability to cancel an investment commitment and get his
or her money back is limited;

* it may be difficult for the investor to resell the securities;

* the investment is risky and the investor should not invest unless he or
she can afford to lose the entire amount invested.*

It is unlikely that these requirements will result in any serious educa-
tion of investors. The regulation does not mandate the format or wording
of the required questionnaire, so intermediaries may just ask leading
questions directing investors to the required response. The rest of the
“education” requirement is essentially just a risk disclosure document.
None of this will make unsophisticated investors sophisticated, but it will
at least expose them to warnings about the risks of investing in these
offerings. Whether they will benefit from such an exposure is a separate
question.

9.4.1.3 Restrictions on Resale

Investors who purchase securities in a section 4(a)(6) offering generally
may not resell or otherwise transfer these securities for one year.?
However, there are a number of exceptions. The securities may be trans-
ferred within the one-year holding period (1) to the issuer; (2) to any
accredited investor; (3) to anyone, in a registered offering; (4) to a family
member, broadly defined; (5) to a trust controlled by the transferor or
created for the benefit of a family member; or (6) in connection with the
transferor’s death, divorce, or similar circumstances.’®

Resale restrictions such as these are commonly applied to exempted

offerings in the United States (Campbell 1995, 1331-1384). But, in this



The Regulation of Crowdfunding in the United States 197

case, they seem counterproductive, hurting investors rather than protecting
them in any way. The resale restrictions make these small business invest-
ments even less liquid than they already are, with one additional risk—the
risk of illiquidity—added to what is already a very risky investment.

9.4.2 Restrictions on Issuers

Section 4(a)(6) limits the companies that may use the exemption and the
amount of money these companies may raise. It also imposes significant
disclosure requirements on these issuers. Issuers must provide extensive
disclosure, including in some cases audited or certified financial state-
ments, to potential investors and to the SEC at the time of the offering.
In addition, issuers who successfully complete a section 4(a)(6) offering
must subsequently file annual reports that include audited or certified
financial statements. These disclosure requirements may prove too costly
for many of these small offerings, reducing the usefulness of the section

4(a)(6) exemption.

9.4.2.1 Who May Use the Exemption

There are a number of limits on the issuers that may use the crowdfund-
ing exemption. The issuer must be incorporated or organized under US
law.”” It cannot be a public company already subject to the reporting
requirements of the Securities Exchange Act of 1934,%® and certain other
types of companies are also excluded.”

Finally, the crowdfunding rules contain an extensive list of what are
known as “bad actor” disqualifications. The exemption is not available if
the issuer, or specified parties related to the issuer, have been found to
have engaged in any of a long list of violations in the past.*’ These dis-
qualifications apply to the issuer; any predecessor or afhiliated issuer; any
director, officer, general partner, or managing member of the issuer; any-
one who beneficially owns at least 20 percent of the issuer’s voting securi-
ties; any promoter connected with the issuer; any person who will be
compensated for soliciting purchasers in the offering; or any general part-
ner, director, officer, or managing member of any such solicitor.*! The
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policy basis for these “bad actor” disqualifications is obvious: one of the
best ways to protect investors is to exclude past violators.

9.4.2.2 Offering Amount

The total amount of securities sold by the issuer pursuant to the crowd-
funding exemption cannot exceed USD 1 million in any 12-month
period.* There is no cumulative limit; nothing would keep the issuer
from using the crowdfunding exemption to sell securities again and again,
as long as the amount raised in any 12-month period never exceeds USD
1 million.

9.4.2.3 Disclosure Requirements

The crowdfunding exemption imposes disclosure obligations on issuers at
two points: (1) when the issuer makes the offering; and (2) on an annual
basis after the offering is successfully completed. There is no general obli-
gation to promptly disclose material information at other times. US secu-
rities law does not ordinarily impose such a duty and the crowdfunding
exemption does not create any special duty of this sort just for crowd-
funding issuers.

Some of the crowdfunding exemption’s disclosure requirements are
complicated; a lawyer will probably be necessary to avoid violations.
Preparing and verifying this information will significantly add to the cost
of using the exemption.

Offering-Related Disclosure

The issuer must provide detailed disclosure about the company, the secu-
rities being offered, and the offering process. If, during the course of the
offering, the issuer makes any material changes to its disclosure or the
terms of its offering, it must notify all investors who have already com-
mitted to invest.* All investment commitments are automatically can-
celed unless the investor reconfirms the commitment within five business
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days after the notice.* If a material change occurs within five business
days of the end of the offering, the offering deadline must be extended to
allow investors the full five business days.*

Information About the Issuer

The issuer must provide detailed disclosure about itself and its principals,
including:

¢ Its name, legal status (including its form of organization, jurisdiction
in which it is organized, and date of organization), physical address,
and web site®

* How many employees it has?

* A description of its business and its anticipated business plan*®

¢ 'The names of its directors and ofhicers, all the positions those people
hold with the company, and when they have served in those
positions®

¢ 'The business experience of its directors and officers in the last three
years, including details on their employment by other companies®

¢ 'The name of each person who is a beneficial owner of equity securities
holding 20 percent or more of the voting power, and the ownership
level of each such person

* A description of recent transactions or proposed transactions with
various related parties (including officers, directors, and 20 percent
equity owners) that exceed 5 percent of the amount raised under the
crowdfunding exemption®

* A description of the issuer’s ownership and capital structure,
including

— the terms of the securities being offering and every other class of
securities, including how the rights of the securities being offered
might be limited or diluted by the rights of other classes™

— how the securities being offered are being valued and how they
might be valued by the issuer in the future®

— the risks to purchasers of minority ownership and the risks asso-
ciated with corporate actions the issuer might take in the future®
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— the restrictions on transfer of the securities’® and
— a description of how the exercise of rights held by the principal
shareholders could affect the purchasers of the securities being

offered®”

* A discussion of the material factors that make an investment in the
issuer speculative or risky®

* The material terms of any indebtedness of the issuer, including the
amount of the indebtedness, interest rates, and maturity dates™

* A description of any exempt securities offerings the issuer has con-
ducted within the past three years®

* Any matters that would have disqualified the issuer from using the
exemption, but which occurred before the effective date of the
exemption®!

* Where on the issuer’s website investors will be able to find the annual
report required by the exemption (discussed later) and when that
report will be available®?

* Whether the issuer or its predecessors previously failed to comply with
the annual reporting requirement of the exemption®

Financial Information

The issuer is required to discuss its financial condition, including, to the
extent material, its liquidity, capital resources, and historical results of
operations.®* Some of this discussion is clearly intended to be forward-
looking. If the issuer has no operating history, its discussion must focus
on “financial milestones and operational, liquidity and other challenges.”®
If it has an operating history, it should focus on “whether historical results
and cash flows are representative of what investors should expect in the
future.”*® The discussion must include how the proceeds from the offer-
ing will affect liquidity and other available sources of capital.®’

The amount of additional financial disclosure required depends on the

target amount of the offering.®

e USD 100,000 or less. If the target amount is USD 100,000 or less, the
issuer must disclose the total income, taxable income, and total tax
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reported on its most recent federal income tax returns. The chief exec-
utive officer (CEO) must certify the accuracy of these figures. However,
if certified or audited financial statements are available, the issuer must
provide those instead.

* USD 100,000-USD 500,000. If the target amount is more than USD
100,000 but not more than USD 500,000, the issuer must furnish
financial statements reviewed by an independent public accountant.
However, if audited financial statements are available, the issuer must
provide those instead.

* More than USD 500,000. If the target amount of the offering is more
than USD 500,000, the issuer must furnish audited financial state-
ments, unless this is its first section 4(a) (6) offering. In that case, finan-
cial statements reviewed by an independent public accountant are
sufficient (unless it already has audited financial statements available).

Information About the Offering

The issuer must also include detailed disclosure about the offering and
the offering process:

¢ The purpose and intended use of the offering proceeds®

¢ 'The offering price, or the method of determining the price”

¢ 'The name and identification of the intermediary through which the
offering is being conducted”

* A description of the intermediary’s financial interest in the offering,
including the compensation the intermediary is to receive, and any
financial interest the intermediary has, or is expected to acquire, in the
issuer’?

¢ 'The target amount of the offering and the deadline to reach that target’

* Whether the issuer will accept investments in excess of the target amount
and, if so, how much and how any oversubscriptions will be allocated”

* A description of the offering process, including how and when inves-
tors can cancel investment commitments’

e A statement that, if an investor does not reconfirm his or her commit-
ment after a material change to the offering, the commitment will be
canceled”®
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The issuer must also post updates on its progress in meeting the target
offering amount.”” At a minimum, it must disclose when it reaches 50
percent of its target offering amount and when it reaches 100 percent of
its target offering amount.”® If it sells more than its target amount, it
must within five business days of the offering deadline disclose the total
amount of securities it sold.”

Catch-All Disclosure Provision

The disclosure requirements also include a catch-all provision requiring
disclosure of any additional material information necessary to keep the
statements made in the issuer’s disclosure from being misleading.®

Annual Reports

Issuers which have successfully sold securities using the section 4(a)(6)
exemption are required to provide subsequent annual reports. These
annual reports must be filed with the SEC no later than 120 days after
the end of the issuer’s fiscal year, and must be posted on the issuer’s web-
site, but they are not required to be provided directly to investors.®!

If the issuer has available financial statements that have been reviewed
or audited by an independent public accountant, these financial state-
ments must be included in the annual report. If not, the issuer must
provide financial statements that its CEO certifies are true and complete
in all material respects.® These annual reports must also include much of
the disclosure that was required at the time of the offering, except for the
disclosures related to the offering and the offering process.®

The issuer’s annual reporting obligation generally continues until it
becomes a reporting company required to file reports under the Securities
Exchange Act; it (or someone else) repurchases all of the securities it sold
pursuant to the crowdfunding exemption; or it liquidates or dissolves its
business.* There are also two size-based exceptions to the annual report-
ing requirement. The issuer no longer has to provide annual reports if (1)
after it has filed at least one annual report, it has fewer than 300 record
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shareholders®>; or (2) if it has filed annual reports for the past three years
and has total assets of less than USD 10 million.®

9.4.3 Restrictions on Intermediaries and the Manner
of the Offering

One way that section 4(a)(6) attempts to protect investors is to require
that offerings be conducted through a neutral intermediary, which has an
enforcement role. Section 4(a)(6) also imposes requirements on the con-
duct of the offerings on the intermediary’s platform.

9.4.3.1 The Intermediary Requirement

The offering must be conducted through a web platform operated by a
registered securities broker or a registered funding portal.¥” Funding por-
tals are a new type of regulated entity limited to operating section 4(a)(6)
crowdfunding platforms; they may not engage in many of the other
activities that ordinary securities brokers engage in.%

Neither the intermediary nor its directors, officers, or partners may
have any financial interest in the issuer.*” This requirement is designed to
protect investors from conflicts of interests that might arise if the inter-
mediary had a financial stake in the outcome of the offering (SEC 2013,
66,461). The intermediary may, however, receive some of the same secu-
rities being sold on the platform as compensation for its services.” The
intermediary must disclose to investors establishing accounts on its plat-
form how it is being compensated.”!

9.4.3.2 Off-Platform Activities

The issuer must sell the crowdfunded securities through the crowdfund-
ing platform. The issuer and its representatives may not even advertise the
offering off-platform.”> Nor may the issuer compensate anyone else for
promoting an offering off the intermediary’s platform.” The issuer may,
however, publish a brief notice that directs investors to the intermediary’s
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platform and contains limited information about the issuer and the
offering, including the type and amount of securities being offered, the
price, and the closing date.”

9.4.3.3 Communications Channels

The crowdfunding regulation requires the intermediary to establish com-
munications channels on its platform that allow potential investors to
communicate with the issuer, and with each other, about the offering.”
These communications channels must be publicly accessible, but only
investors who have opened an account with the intermediary may post
comments.”® The issuer and persons acting on its behalf may post com-
ments, but only if they disclose their affiliation in each such communica-
tion.”” The issuer may compensate people to promote its offering on the
intermediary’s communications channels, but only if it takes reasonable
steps to ensure that the compensation is disclosed in each communica-
tion the promoter posts.”®

These communications channels are an attempt to take advantage of the
“wisdom of the crowd,” the idea that the collective decision-making of a
group of people is better than individual decision-making and, sometimes,
even better than expert decision-making (Surowiecki 2004). Surowiecki
(2004) argues that crowds can be collectively wiser than individual deci-
sion-makers, but only when their decisions are independently made.
Communications channels eliminate this independence and could lead to
irrational herding behavior. Nevertheless, these communications channels
do allow investors to share information they might have about the issuer

and its business, reducing the risk of fraud (Bradford 2012b, 219).

9.4.3.4 The Intermediary’s Enforcement Role

The crowdfunding intermediary has an enforcement role under the
exemption. As indicated eatlier, the issuer is subject to mandatory dis-
closure requirements. The intermediary is required to make the issuer’s
disclosure available to the general public on its platform; that disclo-
sure must remain publicly available until the offering is completed or
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canceled.” The intermediary must also have a reasonable basis for
believing that various requirements of the exemption are satisfied:

* Investment Limits. The intermediary must have a reasonable basis for
believing that each investor satisfies the investment limits of the
exemption. However, the intermediary may rely on the investor’s rep-
resentations concerning compliance unless the intermediary has rea-
son to question the reliability of those representations.'®

o Issuers Compliance. The intermediary must have a reasonable basis for
believing that the issuer is in compliance with the requirements of the
exemption. However, the intermediary may rely on the issuer’s repre-
sentations to that effect unless the intermediary has reason to question
the reliability of the issuer’s representations.'?!

e Issuer’s Record-Keeping. The intermediary must have a reasonable basis
for believing that the issuer has established means to keep accurate
records of the holders of the securities it is offering through the inter-
mediary’s platform. However, the intermediary may rely on the issuer’s
representations to that effect unless the intermediary has reason to
question the reliability of those representations.'**

In satisfying these requirements, the intermediary can usually rely on
others’ statements; no independent investigation is required. However, at
least one enforcement requirement requires an independent check by the
intermediary. The intermediary must deny an issuer access to its platform
if it has a reasonable basis for believing that the “bad actor” disqualifica-
tions, discussed earlier, apply.'® To satisty this requirement, the interme-
diary must, “at a minimum,” conduct a background and securities
enforcement regulatory check on the issuer and on each officer, director,
and 20 percent beneficial owner of the issuer’s voting securities.!**

The issuer must also deny access to its platform if it believes the issuer
or the offering “presents the potential for fraud or otherwise raises con-
cerns about investor protection.”'® This requirement raises more ques-
tions than it answers. When exactly is a “potential” for fraud present?
And when does a non-fraudulent offering otherwise raise concerns
about investor protection? Most importantly, does this provision require
an intermediary to investigate each offering or is it enough that the
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intermediary is unaware of any facts that might raise suspicion? The
answer to all of these questions is unclear (Bradford 2015, 376-377),
and their resolution will have an important impact on the investor pro-
tection/capital formation trade-off made by the exemption. The stron-
ger the intermediary’s due diligence role, the more protection the
intermediary’s presence provides to investors. But stronger due diligence
requirements also increase the intermediary’s compliance costs, and thus
the cost of using the exemption.

9.4.3.5 Conduct of the Offering

Section 4(a)(6) contains specific requirements as to how offerings are to
be conducted. The issuer, in its disclosure, must specify a target amount
it wants to raise in the offering and a deadline for raising that amount.'*
The offering must be open for at least 21 days.'”” Investors may cancel
their investment commitments until 48 hours prior to the specified
deadline.'®®

The issuer cannot access any investor funds until the target amount is
reached. If the offering does not reach the target amount by the deadline,
or the offering is not completed for some other reason, the intermediary
must, within five business days, direct the return of investors’ funds.'” If
the issuer reaches the target amount prior to the deadline, it may close the
offering early, as long as the offering has been open for at least 21 days.'"
However, the issuer must notify investors of the new closing deadline and
the new deadline must be at least five business days after the notice.!"!

9.5 Intrastate Crowdfunding

Securities offerings in the United States are regulated by both the federal
government and the individual states in which the offerings occur.
However, the Securities Act of 1933 exempts purely intrastate offerings
from the federal registration requirement, essentially relegating these
offerings to regulation by the particular state in which they occur.* The
exact outlines of that statutory exemption are uncertain, but the SEC has
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adopted a safe harbor rule, Securities Act Rule 147,'3 that provides more
certainty. To qualify for that intrastate offering safe harbor, all of the offer-
ees (not just the ultimate purchasers) must be residents of the same state
as the issuer. The issuer must be organized or incorporated under that
state’s laws and have its principal office in the state.!*

Until recently, the issuer also had to meet several other requirements:
(1) at least 80 percent of its gross revenues had to be from operations in
that state; (2) at least 80 percent of its assets had to be located in the state;
and (3) at least 80 percent of the offering proceeds had to be used in
connection with operations in that state.'"> A/ of these requirements had
to be met. However, the SEC amended Rule 147 in 2016 (effective in
2017) to phrase these requirements in the alternative. Now, only one of
these requirements or a new fourth requirement—that a majority of the
issuer’s employees be based in the state—must be met (SEC 2016, 197).
The SEC (2016, 202-207) also adopted a new intrastate exemption,
Rule 147A, that does not require the issuer to be incorporated in the state
and allows offers to non-residents, as long as the securities are so/d only to
residents.

The intrastate offering exemption, as I indicated, is only from federal
registration requirements; it does not free issuers from the registration
requirements imposed by the law of the state in which the offering occurs.
However, many states have adopted crowdfunding exemptions under
state law that free intrastate crowdfunded offerings of securities from szaze
registration requirements as well. The exact requirements of these state
crowdfunding exemptions vary from state to state, but they generally
mimic many of the requirements of the federal crowdfunding exemption
(Pei 2014, 869-876). They limit the amount of the offering; limit the
amounts investors may invest; require risk disclosures; require disclosure
by the issuer; require that the offering be conducted through a state-
regulated portal; and restrict how these portals operate.''* However, there
is considerable variation among the states. Some state exemptions remove
investment limits for certain categories of investors; some of them allow
advertising; and some of them do not even require the use of an interme-
diary (Pei 2014, 869-876).

It is not clear how successful these intrastate provisions will be. The
requisite connections to a single state may be too restrictive, particularly
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in smaller states, although the recent amendments to Rule 147 ease these
restrictions a bit. The SEC staff has also provided some relief, indicating
that an offer is not made to out-of-state offerees merely because it appears
on a web platform accessible from out of state. According to the SEC
(2015a), the offering would be intrastate as long as the portal makes it
clear that the offering is limited to residents of a particular state; the
offeree confirms his or her residence before accessing the offering materi-
als; and sales are made only to residents of the state. New Rule 147A
makes it even easier, completely eliminating the requirement that all
offerees be residents, but many of the state exemptions will have to be
amended to take advantage of that new rule.

9.6 The Extent of the Exemptions

The exemptions discussed in this chapter free crowdinvesting and
crowdlending from both state and federal securities registration require-
ments. They do not, however, completely exempt these offerings from
securities regulation. Federal and state antifraud provisions would still

apply.

9.6.1 State and Federal Registration Requirements

All of the exemptions discussed in this chapter exempt offerings from the
registration and prospectus requirements of both federal and state law.

Securities offered and sold pursuant to the Rule 506(b) or 506(c)
exemptions are “covered securities” as defined in section 18 of the
Securities Act of 1933.""7 Securities sold pursuant to the crowdfunding
exemption in § 4(a)(6) of the Securities Act are also covered securities.''®
Section 18(a) of the Securities Act expressly excludes offerings involving
covered securities from state registration, offering, and prospectus
requirements.'"

The state crowdfunding exemptions are, by definition, exemptions
from state registration and prospectus requirements. But since these state
exemptions require that the offering also be in compliance with the
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federal intrastate offering exemption, these offerings would also be
exempted from the federal registration requirement.'*

9.6.2 Antifraud Rules

Issuers selling securities pursuant to one of the exemptions discussed in
this chapter would still be subject to federal and state securities law rules
prohibiting fraud. The crowdfunding exemptions only exempt offerings
from the registration and prospectus delivery requirements, not the anti-
fraud rules.

US securities law includes a number of general antifraud provisions
that could apply to crowdinvesting and crowdlending'?' and one new
antifraud rule, section 4A(c) of the Securities Act, that applies specifically
to section 4(a)(6) crowdfunding.'” Rule 10b-5, for example, makes it
unlawful, in connection with the sale of any securities, “[t]o make any
untrue statement of a material fact or to omit to state a material fact nec-
essary in order to make the statements made ... not misleading.”'* State
securities laws contain similar prohibitions on securities fraud (Long
2015, ch. 9).

Issuers making materially false statements in selling securities to crowd-
investors could be liable under these antifraud provisions. Crowdfunding
intermediaries might also be liable for false statements made by issuers,
although their liability risk is less clear (Bradford 2015, 371-410).

The existence of an antifraud remedy does not mean that it will be
used, however. Crowdinvesting typically involves relatively small invest-
ments by each investor; the section 4(a)(6) exemption even limits how
much each investor may invest. Hence, the cost of bringing a private
antifraud action would often exceed the potential recovery (Palmiter
2012, 416). Given the relatively small amount raised, even class actions
brought on behalf of all the investors in an offering might not be feasible
(416-417). Thus, private enforcement actions are unlikely in many cases.

The SEC and state securities regulators can bring actions against issu-
ers engaged in fraudulent crowdinvesting and crowdlending offerings,
but these regulators are unlikely to focus their limited resources on such
relatively low-profile offerings. Therefore, even public enforcement of the
antifraud provisions could be limited (Palmiter 2012, 375).
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9.7 Conclusion

The regulation of crowdinvesting and crowdlending involves a trade-off
between capital formation and investor protection. Disclosure require-
ments, structural limitations on crowdfunded offerings, investment lim-
its, and other regulatory requirements designed to protect investors
increase the cost of crowdinvesting and crowdlending. As the regulatory
cost increases, crowdfunding become a less viable option for small busi-
ness capital formation. But, absent adequate investor protection, losses
due to fraud and manipulation may drive investors away from crowd-
funded securities offerings.

The two federal exemptions limited to accredited or sophisticated
investors—Rule 506(b) and Rule 506(c)—impose the least regulatory
cost. Issuers can avoid mandatory disclosure requirements, limits on the
structure of their offerings, and offering and investment amount limits.
But these two exemptions essentially take the “crowd” out of crowdin-
vesting. Issuers may sell only to sophisticated or wealthy investors and, in
the case of Rule 506(b), may not even advertise the offering on a publicly
accessible Internet site.

These exemptions also raise investor protection concerns. Their basic
premise—that investors who meet the wealth and income requirements
to qualify as accredited investors do not need regulatory protection—is
questionable, particularly since the amounts these investors may invest is
unlimited.

The Section 4(a)(6) crowdfunding exemption and the many intrastate
crowdfunding exemptions widen the scope of permissible investors. The
intrastate exemptions still limit the investors to the residents of a particular
state, a troublesome, perhaps archaic restriction in the global Internet
age. But all of the crowdinvesting-specific exemptions, state and federal,
allow the general public to invest, without any restrictions based on
wealth or sophistication.

That breadth comes at a regulatory price. The federal and state regula-
tors have imposed significant regulatory costs on these offerings—invest-
ment limits, sales through neutral intermediaries, limits on the structure
of offerings, and, probably the costliest part of these rules, substantial
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mandatory disclosure requirements. The regulatory price paid to access
non-accredited investors is significant.

It is too early to say whether any of these four possibilities has struck
the right balance. The Rule 506 exemptions may prove too limited. The
Section 4(a)(6) exemption may prove too costly. The intrastate offering
exemptions may be both too limited and too costly. On the other hand,
one of these exemptions may allow crowdinvesting to explode, substan-
tially expanding small business capital formation opportunities and pro-
viding investors with significant new opportunities to invest in small
entrepreneurial enterprises.
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The Regulation of Crowdfunding
in Europe

Lars Klohn

10.1 The Capital Markets Union
and the European Institutions’ Work
on Crowdfunding

On September 30, 2015, the European Commission published its Capital
Markets Union (CMU) Action Plan.! The plan aims to tackle investment
shortage by increasing and diversifying the funding sources for European
businesses—especially small and medium-sized enterprises (SMEs)—and
long-term projects and to provide more options and better returns for
savers and investors. Crowdfunding is a cornerstone of the CMU Action
Plan. The Commission conducted a public consultation on crowdfund-
ing, set up a website on which it informs market participants on its ongo-
ing work,* and established a European Crowdfunding Stakeholder Forum
(ECSF), which at the time of writing, has held four meetings since its
creation.’
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The Commission’s work on crowdfunding had begun earlier. Building
on its Green Paper on Long Term Financing of the European Economy,*
the European Commission held a public consultation on crowdfunding
between October and December 2013 and subsequently published a pro-
grammatic communication paper to the other European institutions on
March 27, 2014, titled “Unleashing the potential of Crowdfunding in
the European Union.”

In May 2016 the European Commission published a Commission
Staff Working Document, reporting on the Commission’s work on
crowdfunding since its publication of 2014.° The report states that
“crowdfunding remains relatively small in the EU but is developing rap-
idly. It has the potential to be a key source of financing for SMEs over the
long term.”” The Commission asserts that “[g]iven the predominantly
local nature of crowdfunding, there is no strong case for EU level policy
intervention at this juncture. Crowdfunding is still relatively small and
needs space to innovate and develop.”® However, “[g]iven the dynamism
of crowdfunding and the potential for future cross border expansion, it
will be important to monitor the development of the sector and the effec-
tiveness, and degree of convergence of, national regulatory frameworks.”
The Commission therefore intends to “maintain regular dialogue (...)
with the European Supervisory Authorities, Member States, and the
crowdfunding sector to promote convergence, sharing of best practice
and keep developments under review.” The aim is to be able to act in a
timely manner if further steps become necessary to support convergence
of regulatory approaches in the member states, “both to promote the
development of the sector and to ensure appropriate investor

protection.”!?

The European Parliament stated in 2015 that “the CMU should create
an appropriate regulatory environment that enhances cross-border access
to information on the companies looking for credit, quasi-equity and
equity structures, in order to promote growth of non-bank financing
models, including crowdfunding and peer-to-peer lending”'' The
European Parliament resolution of January 19, 2016, underlines the
potential of innovative market-based funding and stresses the need to
streamline regulatory regimes. At the same time, it—quite notably—asks
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the Commission to give “breathing space for the emergence of these new
models and to explore and promote them, giving priority to their cross-
border dimension and ensuring the reduction of market entry

barriers.”'?

10.2 Aim and Scope of This Chapter

The aim of this chapter is to give an overview of the regulation of
crowdfunding in Europe on the level of the member states as well as on
the supranational EU level and to assess whether there is need for more
supranational regulation." As such regulation should take into account
whether platforms have an incentive to provide investors with optimal
financing contracts and develop other market-based solutions for the
various risks faced by investors (regarding these risks compare Armour
and Enriques, Chap. 12 sub 12.2.; Dehner and Kong 2014, 441;
Gabison 2015, 369 et seq.; Wilson and Testoni 2014, 7), this chapter
also tries to shed light on the contractual terms, under which crowdin-
vesting is taking place in Europe, and investor protection mechanisms
crowdinvesting platforms have developed in the absence of regulatory
requirements.

The focus of this chapter is on crowdinvesting rather than crowdlend-
ing or reward-based or donation-based crowdfunding.* While there is
a vibrant crowdlending market in Europe, it does not seem to be fre-
quented by start-ups, perhaps due to the fact that debt financing is
unsuitable for firms without hard assets (Armour and Enriques 2017,
11). The European market for reward-based or donation-based crowd-
funding appears rather insignificant, especially when compared to the
US. A regulatory reason seems to be the Directive on Consumer
Rights,” which grants consumers purchasing under a distance sales
contract a right of withdrawal without justification within 14 days of
receipt of the goods (Armour and Enriques 2017, 30 et seq.). Finally,
this chapter will be limited to “hard” law, which means it will not cover
the various soft law regimes that have been established, for example, by
the European Crowdfunding Network.'
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10.3 EU Law
10.3.1 Overview

Currently there is no specific crowdfunding regulation at the EU level.
There are, however, several legal acts which set the general regulatory
framework for crowdinvesting, such as the prospectus requirement and
conduct of business regulation for financial intermediaries. Note, how-
ever, that these acts apply only if the crowdinvesting model falls within
the scope of application of these acts. As a general rule, this requires the
distribution of transferable securities such as stocks or mini bonds. As the
German market shows, crowdfunding can take place on the basis of
investment contracts not covered by current European regulation (see
below Sect. 10.4.3.1).

10.3.2 Prospectus Requirement

The standard tool of Securities Regulation to mitigate information asym-
metries between investors and issuers prior to the investment decision is
the issuer’s duty to disclose all relevant information in a document known
as the prospectus (on information asymmetries in crowdinvesting see
Hornuf and Schwienbacher 2016, sub 4.5; Ibrahim 2015, 573 et seq.,
591 et seq.). Usually this obligation is enforced publicly (i.e. by the state)
by requiring issuers to submit the prospectus or an equivalent document
with the competent authority before offering or marketing the securities
(“gun jumping laws”). Moreover, securities laws around the world have
chosen to supplement this regime by means of private law because no
regulator has—and probably should not have—the manpower and the
resources to verify all information contained in a prospectus before
approving the offering within a reasonable period of time. The corner-
stones of this supplementary private law enforcement regime are the rules
on prospectus liability, that is liability for material omissions or misstate-
ments contained in a prospectus or for the complete failure to submit a
prospectus with the competent authority prior to the offer.
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The EU Prospectus Directive'” and the accompanying Prospectus
Regulation'® regulate the public law side of the above-mentioned
regime and set out some rudimentary rules for the private law side. The
Prospectus Directive is a legal act which is not directly applicable. It
must be implemented by the member states, which means it obliges the
member states to pass domestic law implementing the rules contained
in the Directive. The Prospect Regulation is directly applicable in all
member states and thus does not need to be implemented by the mem-
ber states.

Under Art. 3(1) Prospectus Directive member states shall not allow
any offer of securities to be made to the public within their territories
without prior publication of a prospectus. Art. 13(1) Prospectus
Directive states that no prospectus shall be published until it has been
approved by the competent authority of the home member state. The
prospectus shall contain all information which, according to the par-
ticular nature of the issuer and of the securities offered, is necessary to
enable investors to make an informed assessment of the assets and lia-
bilities, financial position, profit and losses, and prospects of the issuer
and of any guarantor, and of the rights attaching to such securities, Art.
5(1) Prospectus Directive. The Prospectus Regulation sets minimum
requirements with regard to what information must be included in a
prospectus, the format of the prospectus, the modalities of disclosure,
and the methods of publication and dissemination of the prospectus.
Once a prospectus has been approved by the competent authority of
the home member state, it shall be valid for public offer in any number
of host member states, Art. 17(1) Prospectus Directive. This scheme of
mutual recognition in the EU is commonly referred to as the “European
Passport”.

The Prospectus Directive contains several exemption clauses. Under
Art. 3(2)(a), (b) Prospectus Directive, the prospectus requirement does
not apply to offers addressed solely to qualified investors and to offers
addressed to fewer than 100 natural or legal persons per member state,
other than qualified investors. Also, there is no prospectus requirement
for offers of securities with a total consideration of less than EUR
100.000 which limit shall be calculated over a period of 12 months, Art.
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3(2)(e) Prospectus Directive. Finally, the Prospectus Directive allows
member states to refrain from imposing a prospectus requirement as
long as the total consideration of the offer is less than EUR 5 million,
Art. 1(2)(h) Prospectus Directive.” Thus, member states must exempt
offers from the prospectus requirement if the total consideration is less
than EUR 100.000 and they must require a prospectus if the total con-
sideration is EUR 5 million or more. Within that range between EUR
100.000 and EUR 4.99 million member states can choose: They may
impose a prospectus requirement, and they may choose to allow such
offers without a prospectus.

Finally, the Prospectus Directive applies only to offerings of transfer-
able securities as defined by Art. 4(1)(44) MiFID. The paradigm of such
securities are stocks (common or preferred) and bonds, Art. 2(1) lit. a
Prospectus Directive. The concept of security under EU law is much nar-
rower than for example in the US.* Thus, there are several investment
contracts not covered by the Prospectus Directive, especially subordi-
nated profit participating loans (partiarische Nachrangdarlehen) which are
issued on the German crowdinvesting market. Such offers must be
accompanied by a prospectus only if member states’ domestic securities
laws require a prospectus to be published.

In conclusion, there is no single unified prospectus regime in Europe
but a hotchpotch of different domestic regimes, partly harmonized by the
EU Prospectus Directive. The main divide runs along the investment
contracts that are being offered:

e If start-ups offer transferable securities as defined by MiFID, the har-
monized EU prospectus regime applies, unless the total consideration
is less than EUR 5 million and the member state, in which the offer is
being made, has chosen to exempt the offer from the prospectus
requirement. If the consideration is less than EUR 100.000, such
exemption is mandatory.

e If start-ups offer investment contracts which do not qualify as transfer-
able securities, the EU prospectus regime does not apply. Whether the
start-up has to publish a prospectus is a question of (non-harmonized)
domestic law.
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10.3.3 Platform Regulation

10.3.3.1 Authorization, Organizational Requirements,
and Conduct of Business Regulation

Overview

The major regulation of financial intermediaries is contained in the
Markets in Financial Instruments Directive (MiFID)—a tight regulatory
regime which has just been remolded in 2014 (therefore often referred to
as MiFID II).?' As a directive, MiFID is not directly applicable; its rules
must be implemented by the member states. So, just like the Prospectus
Directive, MiFID obliges the European member states to pass domestic
law implementing the rules contained in the Directive.

Authorization and European Passport

MiFID establishes, among others, requirements in relation to the autho-
rization and operating conditions of investment firms. Under Art. 5(1)
MiFID each member state shall require that the provision of investment
services be subject to prior authorization by the competent authority. If
investment firms obtain authorization they may freely provide invest-
ment services within the territories of all EU member states, Art. 34(1)
MIFID. Thus, authorization obtained under MiFID grants investment
firms a “European Passport”.

Organizational Requirements

Art. 16 MiFID establishes organizational requirements, for example with
regard to the compliance structure of the investment firms or measures to
be taken to prevent conflicts of interest. While Art. 16 MiFID contains
the general organizational objectives and principles, the specific rules are
contained in delegated or implementing regulations passed by the
European Commission (so-called Level-2-acts).”* Art. 24 to 30 MiFID
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contain the rules under which investment firms must conduct their busi-
ness with regard to investor protection. As a general rule, Art. 24(1)
MIiFID obliges member states to make sure that, when providing invest-
ment services, an investment firm act honestly, fairly, and professionally
in accordance with the best interests of its clients and comply with all
principles set out in MiFID and the respective Level-2-acts. Specific
aspects of this general duty to always act in good faith are the investment
firm’s information duties and know-your-customer-requirements.

Information Duties

Under Art. 24(4) MiFID appropriate information shall be provided in
good time to clients or potential clients with regard to the investment
firm and its services, the financial instruments and proposed investment
strategies, execution venues, and all costs and related charges. The infor-
mation must be provided in a comprehensible form in such a manner
that clients or potential clients are reasonably able to understand the
nature and risks of the investment service and of the specific type of
financial instrument that is being offered and, consequently, to take
investment decisions on an informed basis, Art. 24(5) MiFID. All infor-
mation, including marketing communications, addressed by the invest-
ment firm to clients or potential clients shall be fair, clear, and not

misleading. Market communications shall be clearly identifiable as such,
Art. 24(3) MiFID.*

Know-Your-Customer-Rules

The requirements of the know-your-customer-rules depend on the nature
of the investment service:

* If an investment firm provides investment advice, it must obtain the
necessary information regarding the client’s or potential client’s knowl-
edge and experience, that person’s financial situation including the
investor’s ability to bear losses, and his or her investment objectives
so as to enable the investment firm to recommend to the client or
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potential client the investment services and financial instruments that
are suitable for him or her (suitability test), Art. 25(2) MiFID.

 If an investment firm provides other investment services such as the
reception and transmission of orders in relation to financial instru-
ments, the investment firm must ask the client or potential client to
provide information regarding that person’s knowledge and experience
relevant to the specific type of product or service offered or demanded
so as to enable the investment firm to assess whether the investment
service or product envisaged is appropriate for the client (appropriate-
ness test), Art. 25(3) MiFID.

* An investment firm is exempted from the appropriateness require-
ment, if it merely receives and transmits client orders with respect to
non-complex financial instruments such as shares and bonds admitted
to trading on a regulated market or on an equivalent third-country
market or on a multlateral trading facility (MTEF), Art. 25(4)
MiFID. This exception, however, is not relevant for the European
crowdinvesting market, because even if there is a secondary market,
financial instruments offered by start-ups to the crowd are neither
listed on a regulated or equivalent market nor on an MTE.

MiFID’s Scope of Application

All of these rules apply only to investment firms within the meaning of
Art. 4(1) MiFID, that is to firms providing financial services as defined by
Section A of Annex I MiFID, relating to financial instruments as defined
by Section C of Annex I MiFID. Therefore, the regulatory regime for
crowdfunding platforms in Europe is just as divided as the prospectus
regime:

e If crowdinvesting platforms broker investments in firms offering
stocks, bonds, units in collective investment undertakings or other
financial instruments listed in Section C of Annex I MiFID, they are
governed by the national securities laws implementing MiFID.

 If crowdinvesting platforms broker other investment contracts not

covered by MIiFID, such as profit participating loans offered by
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German crowdinvesting platforms, MiFID and its implementing rules
of national law do not apply. Crowdinvesting platforms are governed
by domestic bespoke regimes for investment firms operating outside
the scope of MiFID.

e If crowdinvesting platforms merely provide the investment service
of receiving and transmitting orders in transferable securities (such
as stocks and bonds) and units in collective investment undertak-
ings and/or of providing investment advice in relation to such finan-
cial instruments and are not allowed to hold client funds or client
securities, member states can opt to exempt them from MiFID’s
rules if the unregulated investment firm is allowed to transmit orders
only to investment firms authorized under MiFID, credit institu-
tions authorized under the European Capital Requirements
Directive (CRD), or certain other institutions (so-called Art. 3
exemption). If those firms are exempted under Art. 3 MiFID they
may be governed by domestic bespoke regimes for investment firms
operating outside the scope of MiFID (if such bespoke regimes

exist).

10.3.3.2 Capital Requirements

MiFID investment firms are subject to EU-wide capital requirement
regulation under Art. 15 MIiFID, member states shall ensure that the
competent authorities do not grant authorization unless the investment
firm has sufficient initial capital. These requirements are governed by the
EU Capital Requirement Directive (CRD)* and the EU Capital
Requirements Regulation (CRR).* These requirements depend on the
nature of the investment service.

¢ 'The default capital requirement is EUR 730,000, comprised only of
certain so-called Equity Tier 1 items, Art. 28 CRD in connection with
Art. 26(1)(a) to (e) CRR.

¢ Ifan investment firm merely receives and transmits orders for financial
instruments and holds client money or securities, it shall have initial

capital of EUR 125,000, Art. 29(1) CRD.
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¢ Ifan investment firm merely receives and transmits orders for financial
instruments and is not allowed to hold client money or securities, mem-

ber states may reduce this amount to EUR 50,000, Art. 29(3) CRD.

10.3.3.3 Anti-Money Laundering Regulation

Crowdinvesting platforms that operate under MiFID are subject to anti-
money laundering and anti-terrorist financing rules under the Anti-Money
Laundering Directive.” If they operate outside MiFID, platforms can be
subject to the Anti-Money Laundering Directive if they provide certain
payment services within the meaning of the Payment Services Directive.”

10.3.3.4 Regulation under the Distance Marketing
of Consumer Financial Services Directive

If the platform’s activity qualifies as concluding a distance contract for
financial services, its consumer clients have a right to obtain pre-
contractual information as well as a right of withdrawal within 14 days
without justification under the Distance Marketing of Consumer
Financial Services Directive.*®

10.3.3.5 Data Protection
If platforms or issuers process personal data they will be governed by EU

data protection legislation, namely the European General Data Protection
Regulation.”

10.4 Laws of the Member States
10.4.1 Overview

As evidenced above, there is no uniform legal framework for crowdin-
vesting in Europe. The investment contracts offered are the key differen-
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tiators for the applicable legal regimes. If start-ups offer investments in
transferable securities, these offerings are subject to the prospectus
requirement of Art. 3 Prospectus Directive unless an exemption applies.
Platforms brokering such investments are regulated by MiFID, unless
exempted under Art. 3 MiFID. If start-ups offer investment contracts
not covered by MIFID, the offers are subject only to the domestic
bespoke prospectus regimes. Investment firms brokering such
investments are governed only by domestic financial intermediary
regulation.

Thus, it is not surprising that there is a great variety of crowdinvesting
regulatory regimes in the European member states. It is impossible to
cover all those regimes, given the space constraints of this chapter.
Furthermore, the European Commission has put together a comprehen-
sive report on those regimes in its 2016 working document on crowd-
funding.*® Therefore, this chapter will be limited to the two member
states which seem to have the most relevant crowdinvesting markets in
Europe (as regards size), that is to the UK and to Germany. These two
countries have chosen almost antagonistic approaches to regulating
crowdinvesting, which makes them the ideal states to be featured in a
report on European crowdinvesting regulation.

10.4.2 United Kingdom

10.4.2.1 Prospectus Requirement

In the UK, the legislator of the Financial Services and Markets Act
(FSMA) has made use of the option provided by the Prospectus Directive
to exempt all offerings of securities to the public from the prospectus
requirement if the total consideration is less than EUR 5 million.’!
Therefore, start-ups can issue transferable securities such as stocks and
bonds to the crowd without a prospectus as long as they raise less than
EUR 5 million within 12 months. This generous exemption from the
prospectus requirement reduces start-ups and platforms’ incentives for
regulatory arbitrage by designing investment contracts which would fall
outside the scope of the Prospectus Directive. Furthermore, crowdinvesting
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platforms do not seem to gain much from designing such contracts,
because they would still be providing “financial promotions” covered by
the FSMA 2000 [see below at Sect. 10.4.2.2]. This is why UK crowd
investors usually obtain classic transferable securities, especially common
and preferred stock. The exemption from the prospectus requirement
applies regardless of whether securities are offered on a crowdinvesting
platform or other financial intermediary or directly by the issuer. However,
issuers may not market crowdinvesting securities directly to the public,
they need to rely on an FCA authorized person such as a crowdinvesting
platform.?

10.4.2.2 Platform Regulation

As start-ups offer transferable securities to the crowd, UK crowdinvesting
platforms provide classic financial services—usually the receipt and trans-
mission of orders—and therefore fall under the legislative provisions
implementing MiFID, namely the authorization requirement® and the
organizational and conduct of business requirements of FSMA 2000.
Even if crowdinvesting platforms marketed only non-transferable securi-
ties or other investment contracts not covered by MiFID, they would
most likely be subject to the same rules as their activities would be con-
sidered “financial promotions” (Armour and Enriques 2017, 23).

The Financial Conduct Authority (FCA), the UK financial markets
regulator, issued a policy statement to specify those requirements for
crowdinvesting platforms in 2014.> It has published a review of its regu-
latory regime in 2015% and is at the time of writing aiming to publish a
second review in early 2017.%

As platform regulation in the UK follows MiFID, the law contains a
general obligation to ensure financial promotions offered on the platform
are fair, clear, and not misleading.’” Platforms must ask their clients to
provide information necessary to assess whether the securities are appro-
priate, that is whether the investors have the necessary knowledge and
experience to understand the risks involved.’® In practice, platforms
require investors to answer a simple automated test about the character-
istics of equity crowdfunding investments, for which they provide guid-
ance (Armour and Enriques 2017, 23).
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Statements by the FCA, however, suggest that platforms play a crucial
role in securing a sufficient level of investor protection under the UK
regime. In its 2015 review the FCA stated that “[w]e are particularly
looking to see that platforms are disclosing all relevant information to
enable potential investors to make informed decisions on whether or not
to invest.””” Compare this with the mandate by Art. 5(1) Prospectus
Directive under which a prospectus shall contain “all information which
(...) is necessary to enable investors to make an informed assessment of
the assets and liabilities, financial position, profit and losses, and pros-
pects of the issuer and of any guarantor, and of the rights attaching to
such securities.” It seems as if according to the FCA’s interpretation, the
platforms’ disclosure duties under MiFID serve as a perfect functional
equivalent to the missing prospectus requirement. Put differently,
although start-ups are exempted from publishing a prospectus, the FCA’s
interpretation of MiFID (or the implementing provisions of the FSMA
2000) ultimately ensures investors are furnished with the same informa-
tion, that is all information necessary to assess the value of the offered
securities—however, not by issuers but by crowdinvesting platforms.

10.4.2.3 Investor Access

Investor access to crowdinvesting securities is restricted in the
UK. Platforms may market non-readily realizable securities, that is secu-
rities for which no liquid secondary market exists, only to certain types of

investors (see also Ridley 2016, 68 et seq.).*” These are

e professional clients, or

¢ retail clients who confirm that, in relation to the investment promoted,
they will receive regulated investment advice or investment manage-
ment services from an authorized person (“advised investors”), or

¢ retail clients who are venture capital contacts or corporate finance con-
tacts, or

* retail clients, who are certified or self-certify as sophisticated investors;
or

¢ retail clients who are certified as high net worth investors, or
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¢ retail clients who certify that they will not invest more than 10% of
their net investible financial assets in unlisted equity and debt securi-
ties (i.e. they certify that they will only invest money that does not
affect their primary residence, pensions, and life cover) (“restricted
investors”).

Note that, unlike in the US, the UK regulation knows no single-issuer
limits but only an aggregate limit, that is for all non-readily realizable
securities as an asset class. In addition, there is only a relative (percentage-
wise) investment restriction, which means the absolute amount a single
retail investor can invest depends on the amount of his or her overall
investible financial assets. Finally, just like in the US, as a general rule,
platforms may rely on the information provided by the investor in a
“Restricted Investor Statement”.*! Therefore, investors seem to be able to
avoid investment limits by lying about the amount of their investible
financial assets.

10.4.3 Germany
10.4.3.1 Prospectus Requirement

Unlike in the UK, the German legislator has chosen not to make use of
the Prospectus Directive’s option to exempt all offerings with a consider-
ation of less than EUR 5 million from the prospectus requirement. The
small offer exemption provided by German law is available only to securi-
ties offerings of less than EUR 100,000 within a 12-month-period.*> The
same rule applies to firms offering investment contracts which do not
qualify as securities.*

The strict prospectus requirement gave German crowdfunding plat-
forms a strong incentive for regulatory arbitrage by designing investment
contracts not covered by German prospectus regulation. In November
2012, crowdinvesting platforms in Germany therefore began to broker
subordinated profit participating loans (partiarische Nachrangdarlehen)
to the crowd. These are hybrid investment contracts which are loan-
based but mimic features of equity. At the time of introduction to the
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crowdinvesting market profit participating loans were outside the scope
of German prospectus regulation (Klohn et al. 2016, 58 et seq.). They
had been existent before their introduction to the crowd, although there
is no reliable data about to what extent they had been used on the “grey”,
that is largely unregulated, German capital market. When the legislator
introduced a prospectus requirement for investments sold on this mar-
ket, profit participating loans were exempted for dubious reasons, never
made explicit during the legislative process.

By switching to profit participating loans, crowdfunding platforms
greatly increased their potential to earn fees. Before, they could collect a
maximum amount of (less than) EUR 100,000 per offer without trigger-
ing a prospectus requirement. After the platforms had introduced profit
participating loans, there was no limit as to the maximum amount to be
collected.

For reasons unrelated to crowdinvesting, the German parliament
introduced a prospectus requirement for offers of profit participating
loans in 2015 (Klhn et al. 2016).% Because the legislator did not want
to put an end to crowdinvesting, it also introduced a specific crowdin-
vesting exemption, under which firms could continue to offer profit par-

ticipating loans to the crowd under the following conditions:*
p g g

¢ 'The investments must be offered exclusively on a crowdinvesting plat-
form. Thus, the exception to the prospectus requirement does not
extend to issuers making direct offerings to the crowd.

¢ 'The crowdinvesting platform must be subject to regulatory oversight
either under the laws implementing MiFID or under the (much more
rudimentary) rules of the Trade Regulation Act (Gewerbeordnunyg). It
especially must be obliged to monitor the subscription limit described
below.

¢ 'The aggregate value of the offer must not exceed EUR 2.5 million. The
law does not specify a time period during which multiple offerings by
the same issuer will be aggregated when calculating the
2.5-million-limit.

Even when the offering is exempted from the prospectus requirement,
the issuer must prepare a so-called investment information sheet
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(Vermaégensinformationsblatt, VIB) which must contain the most essen-
tial information about the investment. The issuer must submit the
investment information sheet to the German Federal Financial
Supervisory Authority (Bundesanstalt fiir Finanzdienstleistungsaufsicht,
BaFin) and make it available to every potential investor.*® The invest-
ment information sheet must contain a highlighted warning notice on
its first page stating: “The purchase of this investment is associated
with significant risks and can result in a total loss of the money
invested.” Every investor must confirm that he or she understood the
warning in writing or in an equivalent digital form, for example digital

signature.*®

10.4.3.2 Portal Regulation

As start-ups offer investment contracts not covered by MiFID, German
crowdinvesting platforms do not fall into the regulatory scope of this
directive. Hence, their activities are not governed by the German law
implementing MiFID and they are not overseen by the federal securities
regulator BaFin. Instead they fall under the regulatory reach of the Trade
Regulation Act (Gewerbeom’nung), an act not speciﬁc to securities issues
which also contains some rudimentary organizational and conduct of
business rules for financial intermediaries who are acting outside the
reach of MiFID. For the same reason, no capital regulatory requirements
apply to crowdinvesting platforms in Germany. Instead, they are required
to obtain professional liability insurance under the Trade Regulation
Act.®

10.4.3.3 Investor Access

The exemption from the prospectus requirement is granted on the condi-
tion that investors stay within certain subscription limits (for a compari-
son of the German and US regulation, see Bradford 2015b).*® Unlike the
UK, German law only limits the amount that an investor may invest in
one issuer (single-issuer limit), but not the amount that an investor may
invest in the entire crowdinvesting market (aggregate limit). The exact
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amount of the subscription limit depends on the investor’s freely avail-
able assets and monthly net income:

e If the investor provides a statement that he or she has freely available
assets of at least EUR 100,000, he or she can invest up to a maximum
of EUR 10,000 in an issuer.

¢ If the investor does not have that amount of assets, the limit is twice
the investor’s monthly net income, but in any case not more than EUR
10,000.

* In all other cases (i.e. particularly if the investor does not provide the
statement on assets and income), the investor is limited to a maximum
investment of EUR 1000.

Crowdinvesting platforms have a duty to monitor that investors stay
within the subscription limits, they may however rely on the investor’s
information.”!

10.4.4 Comparative Summary

As stated before, the UK and Germany offer two almost antagonistic
crowdinvesting regulatory regimes:

* UK law offers the maximum exemption from the securities prospectus
requirement allowed by the Prospectus Directive (the 5-million-limit)
while the German legislator only offers the minimum exemption
required by the Prospectus Directive (the 100,000-limit).

* In the UK, crowdfunding platforms broker transferable (non-readily
realizable) securities, while in Germany they broker investment con-
tracts not covered by the Prospectus Directive.

¢ In the UK, crowdfunding platforms are subject to the standard MiFID
regime implemented in the FSMA and the FCA’s Conduct of Business
Handbook, while in Germany they are only subject to some rudimen-
tary provisions of the Trade Regulation Act.

¢ In the UK, crowdfunding platforms are regulated by FCA, that is the
national Financial Markets Authority, while in Germany they are
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overseen by the trade offices which have no specific expertise in the
financial markets sector.

10.5 Crowdinvesting Contracts and (Other)
Market-Based Safeguards

10.5.1 Overview

As shown above there is no EU regulation which specifically addresses
crowdinvesting and the scope of application of EU securities laws govern-
ing securities offers to the public and financial intermediation is limited.
Furthermore, we have seen that there is a tremendous variety in crowdin-
vesting regulation regimes in the member states, as exemplified by the
two almost antagonistic regulatory landscapes of the UK and Germany.
All this might call for the European legislator to step in and create a level
playing field by passing detailed new rules. Such call, however, might
turn out to be premature. It has been pointed out in early economic
scholarship on securities regulation that issuers might have an incentive
to disclose all information relevant to investors without any legal obliga-
tion, simply because without such disclosure investors would “assume the
worst” and put their money into other ventures (Stigler 1964; cf.
Grossman 1981; Milgrom 1981). Also, even in the absence of any legal
obligation crowdinvesting platforms might have incentives to provide
investors with good investment opportunities by virtue of simple reputa-
tion mechanisms (see, e.g. Klein and Lefler 1981; Shapiro 1983; with
regard to crowdfunding Wilson and Testoni 2014, 10). Thus, before call-
ing for more detailed regulation, one should try to assess to what extent
such reputational and market mechanisms seem to be at work.

10.5.2 The Crucial Role of Crowdinvesting Platforms

When making this assessment, crowdinvesting platforms seem to be of
particular importance (on the role of portals see Anand 2014, sub IV;
Heminway 2013). They are the only repeat players in the crowdinvesting
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market acting as intermediaries between start-ups and investors. However,
they are much more than investment brokers. They fulfill three addi-
tional functions (see also Heminway 2013, 181 et seq.):

* 'They are gatekeepers, because they decide which start-ups can run
crowdfunding campaigns on their platforms.

e 'They are information intermediaries, because they reach out to start-
ups and tell them what information they must provide to investors.
Also, they usually channel communications between investors and
businesses in an investor-relations portal.

* Finally, they are drafters of investment contracts; they choose what types
of investment contracts start-ups offer to the crowd, and they design
the details of those contracts.

Crowdinvesting platforms’™ profits depend on the amount of funds
that they manage to raise (Belleflamme et al. 2015). Increasingly, plat-
forms also participate in the future success of the companies, for exam-
ple on the basis of carried interest provisions (on the importance of
aligning the portal’s with investors’ interests, see Anand 2014, sub IV.).
Still, the bulk of their profits does not depend on the ultimate success
of the venture but on the success of the fundraising campaign.
Accordingly, platforms compete to broker fundings. Moreover, the
crowdinvesting market has characteristics that are typical of network
economies (Klohn et al. 2018; cf. also Viotto 2015, 38). The more
investments a crowdinvesting platform brokers, the more attractive the
portal is for future campaigns and investments (Klohn et al. 2018).
Accordingly, successful crowdinvesting platforms can increase their
profits even if the market volume remains stable (Kl6hn et al. 2018). By
the same token, it becomes increasingly difficult for new crowdinvest-
ing platforms to enter the market (Kl6hn et al. 2018).

There are three plausible scenarios regarding the implications of com-
petition between crowdinvesting platforms (Klshn et al. 2018):>

*  Race to the top: In the first scenario competition will lead platforms to
develop optimal financing agreements. These contracts consist of pro-
visions on which companies and investors would agree if they were
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rational, fully informed, and could negotiate without transaction costs
(Klshn et al. 2018).

* Race to the bottom: In the second scenario, platforms will create the
laxest contracts possible to attract start-ups and exploit investors. This
scenario is most likely if there are only a small number of companies
on the crowdinvesting market and a large number of potential inves-
tors “chasing deals” (Klohn et al. 2018).

* No race at all or a race to nowhere in particular: In the final scenario,
contractual provisions will not change at all or only due to exogenous
factors (tax law, regulations, etc.). Platforms might also simply follow
the market leader by copying its contracts and thereby stifle the urge
to innovate (Klohn et al. 2018).

There are good arguments in favor of each of these scenarios (Klohn
et al. 2018). The race to the top scenario is supported by the fact that the
crowdinvesting market represents a two-sided market (see Viotto 2015,
38 et seq.). Platforms have to satisfy the demand of both start-ups and
investors to be successful. The nature of the companies seeking financing
by crowdinvesting supports the race to the bottom scenario. In its seed
stage, a start-up essentially consists of an idea which has not been tested
in the market. Assessing its true value is a task laden with much uncer-
tainty. Therefore, it is very difficult to distinguish between “good” and
“bad” start-ups, that is start-ups with potential for growth and manage-
rial integrity and start-ups with unrealistic ideas and self-enriching man-
agement (Klohn et al. 2018). The final scenario is supported by the
present competitive situation of crowdinvesting markets in most
European countries, which is a duo- or oligopolistic structure (Klohn
et al. 2018).

One of the major future tasks of law-and-economics scholarship in the
field of crowdinvesting is to gather empirical evidence which allows an
answer to the question: Which of the aforementioned scenarios is most
plausible? As of now there are only a few fact-based studies or hints as to
what this answer might be. The first is a study on financial contracting on
the German crowdinvesting market (see below Sect. 10.5.3). The second
are accounts of other market-based investor protection mechanisms (not
related to contract design) that have been developed by crowdfunding
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platforms, especially in the UK, in the absence of specific legal obliga-
tions (see below Sect. 10.5.4).

10.5.3 Crowdinvesting Contracts in Germany

From a financial contracting point of view the German crowdinvesting
market is highly interesting. Remember that in Germany start-ups do not
offer transferable securities to the crowd (such as stocks and bonds) but
subordinated profit participating loans (see above Sect. 10.4.3.1).
Originally, these contracts were virtually unregulated. Even after the
introduction of a prospectus requirement for offering profit participating
loans to the public in 2015 they remain largely unregulated because start-
ups make use of the 2.5-million-exemption from that requirement,
because platforms brokering such investment are operating outside the
scope of MiFID and because these platforms are not overseen by the
German financial regulator BaFin but by the local trade offices who have
no specific expertise in the field of corporate finance.

The absence of regulation gave German crowdinvesting platforms the
opportunity to develop and experiment with new contractual designs. In
a recent study Klohn et al. (2016b) provide an overview of the contrac-
tual terms which are currently being used as well as the development of
those terms. The most important results can be summarized as follows:

1. There is a tremendous dynamic in the market. From the beginning of
crowdinvesting in 2012 until today investment contracts have
undergone significant changes on every platform that has stayed in the
market.

2. In some respects, contract development follows the classical pattern
known from other markets with an oligopolistic structure, that is run-
ner-up firms have changed their standard contracts and adopted
clauses used by the market leader. Nevertheless, platforms do not seem
to just stick to these standards™ but keep revising their contracts and
experimenting with innovative ideas.

3. So, while there is evidence that crowdinvesting platforms are actually
using contractual design to compete, it is less clear whether this is a
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race to the top or a race to the bottom. The relatively few insolvencies
of start-ups funded by crowdinvesting as well as estimates on the firm
survival, which show a higher survival rate of crowd-funded start-ups
compared with German start-ups in general (Hornuf and Schmitt
2016a), might support the race to the top thesis. On the other hand,
compared to the earnings of venture capital funds, absolute returns in
crowdinvesting seem to be low (Hornuf and Schmitt 2016a). In par-
ticular, to date, there have been only a few exit opportunities for crowd
investors.

10.5.4 Other Market-Based Safeguards in Europe

Crowdinvesting platforms have experimented with several mechanisms
beyond investment contract design to reduce the risk of misallocation of
funds and of outright fraud (Armour and Enriques 2017). These mecha-
nisms can be divided into three groups: (1) mechanisms to utilize the
collective wisdom of crowd investors, (2) mechanism to use VC or angel
investor backup and (3) pricing tools.>*

10.5.4.1 Wisdom of the Crowd

One of the most obvious mechanisms to unleash the wisdom of the
crowd,” which is commonly used by platforms all over the world, is to
initiate discussion about the risks and potential of the investment oppor-
tunity on an internet forum hosted by the platforms. Note however, that
in its 2015 review on UK crowdinvesting, the FCA reported that nega-
tive comments had been deleted from such forums on some sites.*®

A mechanism along the same line, often used in practice not only in the
UK but all over Europe, is to let potential investors know not only the
aggregate amount of funding pledged by prior investors but also the indi-
vidual distribution (Armour and Enriques 2017, 43). This might send valu-
able information to the crowd because the more a single investor pledges,
the more careful his or her due diligence will have been (Armour and
Enriques 2017, 43). Along this line, a study of German crowdinvesting
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platforms finds that, where such information is made available, large invest-
ments by a single investor are positively correlated with the number of
subsequent investments later the same day (Hornuf and Schwienbacher
2017a).

Finally, crowdinvesting platforms have experimented with restricting
investor access to individuals which are expected to be particularly sophis-
ticated or at least well-aware of the risks of crowdinvesting (for empirical
evidence on the correlation between the minimum investment and inves-
tor sophistication, see Hornuf and Schmitt 2016b). In Germany, the
crowdinvesting platform Innovestment started with a minimum invest-
ment per individual of EUR 1000 but later abolished this requirement,
possibly due to competitive pressure by other platforms using much
lower investment limits (the two leading platforms Companisto and
Seedmatch use investment limits of EUR 5 and EUR 250 respectively).
Just recently, however, Innovestment announced to raise the minimum
investment requirement to EUR 1000 again. In the US, AngelMD is an
investment platform which allows only medical professionals to invest in
medical start-ups (Armour and Enriques 2017, 44).

10.5.4.2 Angel Investor or VC Backup

Crowdinvesting platforms’ pay is usually tied largely to fundraising suc-
cess and only to a small extent to ultimate investment success. Therefore,
their incentives to screen start-ups before offering them to the crowd
might be suboptimal (Armour and Enriques 2017, 45). It is certainly not
easy for crowdinvesting platforms to signal the crowd that their screening
is reliable. As a possible remedy, platforms have designed models under
which members of the crowd invest alongside VC funds or angel inves-
tors at the same contractual terms. For example, the UK platform
SyndicateRoom, only lists companies that are already backed by profes-
sional business angels (Armour and Enriques 2017, 45).”

Also, in the UK some platforms have tried to make use of contractual
protection devices used by VCs to offer the crowd a more attractive
investment. For example, as Armour and Enriques (2017, 46) point out,
the platform Seedrs signs investment agreements in its capacity as crowd-
funders’ nominee. Those agreements furnish investors with pre-emption



The Regulation of Crowdfunding in Europe 243

rights, tag-along rights, and veto regarding important issues, “such as
winding-up the company, changing the business of the company, issuing
preference shares, transferring assets out of the company, making certain
loans, or increasing director salaries beyond an agreed level.”*® These
rights are exercised by the platform as nominee on investors’ behalf.>

10.5.4.3 Pricing Tools

Start-ups are extremely difficult to price. Given the far from perfect
incentives of crowdinvesting platforms to ensure that start-ups are valued
at appropriate levels (see above), crowd investors face an exceptionally
high adverse selection risk when making their investment decisions (see
Armour and Enriques, Chap. 12 sub 12.2.1.; Ibrahim 2015; Hurt 2015,
254). Moreover, most crowdinvesting platforms offer investments at a
take-it-or-leave-it price. This exacerbates the danger of herding among
crowd investors because on the platform websites investors can only
observe decisions to make an investment as opposed to decisions to
abstain from making an investment (Armour and Enriques 2017, 12
et seq.; Wilson and Testoni 2014, 7).

Some platforms have experimented with alternative pricing models. For
example, the German crowdinvesting platform Innovestment started with
an ambitious auction mechanism designed by an economics Ph.D. candi-
date writing his thesis about auction theory (see Hornuf and Neuenkirch
2017 for details on the auction mechanism and empirical evidence on the
characteristics which influence pricing; on the correlation between portal
design and investor types see Hornuf and Schmitt 2016b). In the UK,
Crowdcube® provides a “price review” mechanism, which relies on the
bargaining power of investors willing to buy a relatively large stake in the
company (see Armour and Enriques 2017, 49 et seq. for details).

10.6 Outlook

So what should the EU do? Any section about the regulatory perspec-
tives in Europe must start with the realization that a full-blown harmo-
nization of the laws governing crowdinvesting is, at least for the next
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ten years, simply not feasible. As the German experience shows, such
harmonization would require extending the European term of “finan-
cial instruments” (as within the meaning of MiFID) or “transferable
securities” (as within the meaning of the Prospectus Directive) to any
investment contract regardless of its exact legal structure, that is to
adopt a concept of “financial instruments” or “transferable securities”
similar to the concept of “security” which is predominant in the
US. This would be a huge step. It would significantly extend the reach
of European securities regulation to previously unregulated areas and
markets. The potential side effects of such step are almost impossible to
assess. Furthermore, there are several (at least on a national level) pow-
erful interest groups whose constituents rely on finance provided by
investments not governed by EU regulation (take the Federal Association
of Cooperatives in Germany) and who would no doubt strongly oppose
such regulation. Crowdinvesting is simply not important enough to
convince any decision maker in Brussels or Luxembourg to take this
step.

Given this—rather sobering—fact, one must realize that any attempt
to regulate crowdinvesting on the EU level will be limited to financial-
instruments-based or securities-based crowdinvesting. Market partici-
pants will be able to avoid such regulation by designing investment
contracts not covered by EU regulation, such as subordinated profit par-
ticipating loans in Germany. The most important implication is that
stricter regulatory requirements in the area covered by European law
(securities and financial instruments) will increase issuers’ and platforms’
incentives to avoid such regulation by designing investment contracts not
covered by EU law.

Taking into consideration that crowdinvesting platforms seem to be
experimenting with contractual clauses and other market-based solutions
to protect investors (see above Sects. 10.5.3 and 10.5.4), the best option
seems to be to not further regulate the market but to actually do the
opposite and liberate the market in order to create a level playing field for
securities-based and non-securities-based crowdinvesting.

¢ 'The first step towards such level playing field must be a reform of the
small offerings exemption in the Prospectus Directive. The proposal
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for a new Prospectus Regulation goes into the right direction and cre-
ates a mandatory exemption for offers of a consideration below EUR
1,000,000 (as of today this limit is EUR 100,000).°" It prevents
member states from imposing disclosure requirements which would
constitute a disproportionate or unnecessary burden in relation to
such offers and thus increase fragmentation of the internal market.
This is the right approach, but the European legislator should go fur-
ther and exempt any securities offer to the public with a consideration
below EUR 2.5 million from the prospectus requirement. This pro-
posal is also supported by a recent study by Hornuf and Schwienbacher
(2017b), which indicates that exemptions from the prospectus require-
ment should be more extensive in countries with smaller angel and
venture capital markets—Ilike it is the case in (continental) Europe—
as smaller firms seeking seed or early-stage capital raise inefficiently
low amounts of money when the exemptions are restrictive.

¢ 'The second step could be tailored exemptions from MiFID’s organiza-
tional and conduct-of-business requirements to lower market entry
barriers for crowdfunding platforms and to give crowdfunding plat-
forms more latitude to develop market-based investor protection tools.
For example, it is highly doubtful that the appropriateness test required
by MiFID has any significant effect on crowd investor protection in
the UK. Instead, EU law could require MiFID crowdinvesting plat-
forms to adopt investor protection measures specifically tailored to the
dangers of crowdinvesting (e.g. herding) if it seems probable that such
mechanisms would not be introduced by the platforms due to reputa-
tional and/or market pressure.
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Individual Investors’ Access
to Crowdinvesting: Two Regulatory
Models

John Armour and Luca Enriques

11.1 Introduction

In recent years, a new source of finance, “crowdinvesting”, has become
available to smaller firms, typically start-ups and early-stage ones. It con-
sists of raising capital via the internet from a large number of individuals,
each typically contributing a small sum in exchange for an equity interest
in the firm. Crowdinvesting is channeled through a web-based portal,
which aggregates business plans from fund-seekers and permits potential
investors to browse projects on offer.

Crowdinvesting is one of the riskiest asset classes individual investors
may access. Issuers in these markets have usually no track record.
Because the market is relatively new, that is also true for the online plat-
forms which may in theory act as gatekeepers and develop a reputation
for screening good investment opportunities. And, unless alternative
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information aggregation mechanisms are developed, there is a high risk
that individuals will make investment decisions based on what other
individuals have done before them (i.e., “herding”) rather than on a col-
lective, uncoordinated effort to understand the merits of the invest-
ment, such as can be seen in IPO markets (via the bookbuilding process)
and in secondary equity markets.

Given the small amount of capital typically raised by a firm pursuing a
crowdinvesting call, this mode of fundraising is only likely to be viable if
the rigor of “ordinary” securities regulations is relaxed. With issuers aim-
ing to raise a few hundred thousand dollars on average,' the compliance
costs of fully applicable securities regulations would otherwise swallow
too large a chunk of the money raised (Pope 2011). Hence, the choice by
many jurisdictions of providing for exemptions and special, more lenient
rules for crowdinvesting (Weinstein 2013).

The US and European jurisdictions have approached policymaking in
this area from opposite starting points. To make crowdinvesting viable in
the US, exemptions and relaxations of existing rules had to be devised
anew. The US Congress expressed desire to facilitate crowdinvesting with
the JOBS (Jump-Start Our Business Startups) Act of 2012: first, this Act
made crowdinvesting available as a source of capital for US businesses by
removing obstacles to the setup of crowdinvesting platforms limiting
access to accredited investors (i.e., high net worth individuals who are
presumed capable of understanding the risks, or failing that, of affording
access to professional advice). Several such platforms now exist: the larg-
est four among such restricted-access platforms (EquityNet, Angelist,
Fundable, and Crowdfunder) are estimated to have raised together more
than USD 575 million in 2014 (Massolution 2015). Then, in October
2015, the Securities and Exchange Commission introduced rules facili-
tating the operation of crowdfunding platforms for retail investors, fun-
draising from whom had previously required compliance with the rules
for general offerings (Securities and Exchange Commission 2015).

In Europe, the framework was of course less uniform, given the lower
degree of uniformity in securities regulation. But Member States could
provide for (partial) exemptions from MiFID rules on investment firms
and investment services and also dispense issuers from complying with
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the disclosure rules in the Prospectus Directive, because of its exemption
for small offerings.

As a result, crowdinvesting via (exempt) public offerings has been bur-
geoning in Europe for both retail and professional investors, while in the
US it has until very recently been relegated to platforms only accepting
accredited investors as funders. It is presently too early to tell whether the
new SEC rules for retail crowdinvesting will lower the burdens of securi-
ties regulation enough to allow platforms open to retail investors to
thrive.

This chapter first identifies the features that make crowdinvesting par-
ticularly risky for individual investors (Sect. 11.2). Next, it describes the
regulatory framework in two main jurisdictions (the US and the UK)
which approached the phenomenon from a different status quo (Sect.
11.3). Finally, it offers some tentative thoughts on how, and how strictly,
to regulate crowdinvesting (Sect. 11.4).

11.2 The Perils of Crowdinvesting

Crowdinvesting is one of the riskiest (non-leveraged) investment classes
a retail investor can access. Not only is the typical funded firm a start-
up or an early-stage business which, as such, presents the three central
problems of financing (uncertainty, information asymmetry, and
opportunism in the form of agency costs) in an extreme form (Gilson
2010, 901). It is also the case that the usual mechanisms by which retail
investors are protected before and after they decide to invest are unavail-
able in the crowdinvesting setting. To understand the extent of the risk
they run, it is worth highlighting how crowdinvesting compares, in
terms of risks for retail investors, with investing in an IPO. Before
doing that, however, it is worth asking whether, in the presence of other
forms of early-stage financing, like angel investing, venture capital
(“VC”), and other forms of crowdfunding, none of which particularly
lends itself to the exploitation of financial backers, crowdinvesting is
doomed to attract bad-quality start-ups, that savvy investors would
always refuse to fund.
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11.2.1 Adverse Selection?

While going public can be a natural move for successful companies, as it
provides liquidity for existing and prospective investors, some have
expressed the concern that only “lemons” will resort to crowdinvesting
(Dorff 2014, 496-497).

First, where the VC industry is well developed and angel investor net-
works are available, “good” start-ups should have no problem finding
backing from such financiers. Assuming that VCs and angel investors do
their job well, that is, that they will indeed finance all projects deserving
funding, only those projects that are not worth financing will be left to
seek crowdinvesting (Hurt 2015). Or, similarly, if “good” start-ups make
their pitch on a crowdinvesting platform, angel investors and VCs may
“cherry pick” them, thanks to their specialized knowledge of the field
compared to the crowd, and fund them entirely after having the offering
removed from the platform, so that investors will only have access to the
worst projects (Ibrahim 2015).

A second concern is that innovative start-ups’ success will most often
rely on keeping information about the venture secret, lest larger-shoulder
competitors exploit the idea behind it and deliver the innovation first
and/or more effectively (Ley and Weaven 2011, 96-97). Crowdinvesting
requires an entrepreneur to publicize sensitive information about his
product (as opposed to conveying such information to selected individu-
als like angel investors and VCs) at a much earlier stage than is typical for
an [PO: the risk that the innovative value of the idea will be destroyed by
disclosing it is thus much greater. Hence, again, the risk that only “bad”
projects that deserve no funding will enter the crowdinvesting market.

Finally, if that is not an issue, one may wonder why, then, an entrepre-
neur would not choose reward crowdfunding rather than crowdinvest-
ing, given that the former will not require the entrepreneur to share in the
venture’s profits with the crowdfunders and also has the advantage of
providing the entrepreneur with valuable information about demand for
his product (Armour and Enriques 2017).

None of these concerns, however, is so serious as to warrant the con-
clusion that the crowdinvesting market is bound to be a market for
“lemons”. To start with, angel investor networks and VCs may be very
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active in (some areas of) the US and in some other high-tech clusters.
Both angel investors and, to a lesser degree, VCs tend to invest in ven-
tures that are based in the same geographic area (Wong et al. 2009,
227-228; Ibrahim 2010, 730): especially with the prospect of more
intense border controls on immigration in some of the most developed
countries, we cannot expect all talented entrepreneurs in the world to
migrate to where VCs and angel investors operate. In many countries
outside the US, these professional investors networks are much less well-
developed and external finance much harder for start-ups to access
(Hornuf and Schwienbacher 2017).

In addition, even start-ups in the country where angel investor and VC
markets are most well-developed have experienced gaps in the financing
cycle. As Oranburg (2015) has documented, a number of start-ups have
no problem finding angel investors who will fund their early seed stage,
but may run out of cash before they are large enough and at a sufhiciently
mature stage of product development to attract VCs. At this interim stage
in which it is especially difficult to further tap angel investors, who gener-
ally prefer to engage in first rounds of financing with other start-ups than
pouring more money in one they have previously funded. Crowdinvesting
may well bridge the financing gap between early-stage and VC
financing.

Second, cherry-picking on crowdinvesting platforms by angels and
VCs seems unlikely to become a frequent phenomenon. Both of these
players typically receive a much larger number of investment proposals
than they accept (Morrissette 2007, 59) and, as mentioned already, tend
to invest in ventures based in the same geographical area. Entrepreneurs
based in those areas will either have proposed their investment to VCs
and angel investors before entering the crowdinvesting markets or will
simply be uninterested in those sources of capital.

In fact, there might be various reasons why founders may prefer the
crowdinvesting market to angels (and VCs). To start with, VCs and angel
investors provide not only capital but also business and strategy advice,
for which they will get compensated, however implicitly, in the form of a
higher return on their investments and correspondingly, a higher cost of
capital for the founders (Ibrahim 2015). An experienced serial
entrepreneur, or one with an extremely simple business idea (think of an
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app or a video game), may simply not need those services. Further, there
are strings, whether visible or invisible, attached to the involvement of
VCs and, to a lesser degree, angel investors. Venture capital firms rou-
tinely negotiate a number of governance rights which limit the entrepre-
neur’s freedom of action and may even put them in control (Fried and
Ganor 20006). Angel investors, while relying as often on informal as on
formal mechanisms, still heavily monitor ex post the ventures they fund,
thereby reducing entrepreneurs’ freedom of action (Ibrahim 2008,
1431-1433).> Crowdinvesting allows entrepreneurs to obtain funding
with hardly any strings attached. It may also avoid the risks inherent to
staged financing, which is typical of VC investing, and precisely that VCs
will take a less positive view of the venture at stage 2 than at stage 1, not
because any new negative information has emerged about the venture but
simply because the market as a whole has become less “hot” or optimistic
(Nanda and Rhodes-Kropf 2013): the crowd’s lack of financial sophisti-
cation, together with the hype which may go together with crowdinvest-
ing in a booming technology market, may help the entrepreneur secure
enough capital to rule out the financing risk stemming from the staged
financing constraint.

In addition to that, while feedback on the product from the crowd-
funding community may be more common in the reward than in the
crowdinvesting setting, one cannot rule out that interactions with crowd-
investors help the entrepreneur improve the product, the production pro-
cess, or more likely corporate finance and managerial aspects of the
venture. Similarly, crowdinvesting may be an effective marketing tool
itself both to find financiers in a later round and to create product aware-
ness (Belleflamme et al. 2015, 40—41).

The risk that competitors appropriate the entrepreneurial idea by tak-
ing advantage of information disclosed on the crowdinvesting platform is
real. But, while emulation by competitors thanks to crowdinvesting dis-
closures may be a concern for some projects, some business ideas may be
described in the pitch without giving away information that competitors
can profit from (Agrawal et al. 2014) or may be difficult to replicate, for
example because their success may critically be linked to the founder’s
personality or unique skillset (Hornuf and Schwienbacher 2016).
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Finally, reward crowdfunding cannot be used for each and any entre-
preneurial project: Sergei Brin and Larry Page could have never “pre-
sold” their search engine or the related services. In addition to
advertising-based business models, any business-to-business venture
would also be an unlikely candidate for reward crowdfunding. And even
business-to-consumer ventures may find it hard to raise sufficient capital
via reward crowdfunding if a lot of capital is required to fund the business
(Bellelamme et al. 2014).

To conclude on this point, the idea that crowdinvesting will only
attract lemons (i.e., fraudsters and low-quality, negative NPV projects)
seems unpersuasive.’ For sure, crowdinvesting will not cater to each and
every kind of venture, but there is no reason not to think that entrepre-
neurs will make use of it for good projects as well.

11.2.2 Market Pricing and the Risk of Herding

The big challenge with investing in an innovative start-up is how to know
what to pay. There is no market for the firm’s product—indeed, in most
cases there is not even (yet) a product—and so profitability forecasts are
at best guesstimates of likely production costs and market size. In the case
of a traditional IPO, however, this challenge is met by aggregating the
assessments of as many different sophisticated investors as possible,
through the mechanism of market pricing. The initial IPO will follow a
bookbuilding process: an investment bank will set the price based on
informed investors’ estimates of the likely value of the securities. Retail
investors can then free ride on sophisticated investors’ informed choices.

After the IPO, secondary market trading acts to aggregate investors’
assessments of the price relevance of publicly available information into
the market price extremely rapidly. This makes the market price the best
available estimate of the securities’ value, based on publicly available
information. Ongoing disclosure obligations for public companies ensure
that the set of publicly available information supports informed pricing.
A liquid and informationally efficient secondary market, in turn, makes
investment in the primary market, ex ante, less risky.
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In the case of crowdinvesting, it is very uncommon, albeit not unheard
of (Hornuf and Neuenkirch 2017), to use a bookbuilding process or any
auction mechanism akin to that. The issuer directly targets retail inves-
tors. Platforms typically give investors access to information about the
company’s (self-produced) valuation, its business plan, the target amount,
and the percentage of equity it represents based on the valuation; in addi-
tion to that, information is provided about how much funding the crowd
has already committed, and how many (and, unless they prefer anonym-
ity, which) investors have already committed to funding (or declared an
intention to fund). Theory suggests that, rather than serving to aggregate
information, the sequential arrival of investors is likely to engender herd-
ing. In an ordinary secondary market, investors assess their own valuation
of the security against that reflected in the market price, which adjusts
depending on demand. In the crowdinvesting setting, where a secondary
market does not exist or is highly illiquid, the price typically does not
change in response to demand. Investors therefore draw inferences about
the price from the level of observed demand. Put intuitively: “if lots of
others have invested, they must think this is a good opportunity, at this
price”. An investor who lacks the information necessary to assess the
quality of the project might then trust the “wisdom” evidenced by the
decisions of the investing crowd.

The problem is that most of the other investors might equally be bas-
ing their investment on what everyone else has done. In addition, studies
of early investment in crowdfunded projects report that the initial inves-
tors are disproportionately likely to be friends and family of the founders
(Agrawal et al. 2010). This likely injects an element of bias into the initial
signal of support. Success may be a consequence not of attracting
“knowledgeable” investors at the outset, but rather of founders being part
of a large social network (Colombo et al. 2015).

11.2.3 Reputation

The very nature of the projects as start-ups means that, in most cases, no
reputation can be pledged to investors. Nor are there any gatekeepers
who can pledge their own reputation to overcome this constraint as
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effectively as underwriters or securities lawyers in ordinary IPOs on pub-
lic equity markets (Coftee 20006). It is, again, the absence of a secondary
market that creates a long time lag between crowdfunders’ investment
and an objective, albeit imperfect, assessment of the offering’s pricing and
available disclosure. In other words, while informed traders, securities
analysts, and private and public enforcers of securities regulations provide
an immediate, or at least timely, feedback on the IPO’s quality, no such
mechanism can work out as expediently for crowdinvesting offerings.
Therefore, the room for opportunism on the part of the offerors (and the
platforms themselves) at the offering stage is much wider. Of course, like
reputational intermediaries generally, in the long run platforms stand to
gain more from establishing a record of good-quality offerings on their
portals. But the presence of fringe operators taking advantage of the
crowdfunding hype is a reasonable concern.

11.2.4 Governance

Those who invest in an IPO do so in the shadow of a framework of cor-
porate law rules, stock exchange listing requirements, corporate gover-
nance best practices, and market and legal institutions that together
reduce the risk of ex post expropriation on the part of those who retain or
obtain control over the company (Black 2001). While such direct and
indirect protections vary across jurisdictions and industries, and also
widely diverge in their effectiveness depending on a company’s ownership
structure, it is a truism that the higher visibility that comes from having
a stock exchange listing, from being subject to mandatory disclosure
rules, and from having daily trading on the shares reduces the risk of
expropriation. By contrast, a non-listed start-up will be under no such
scrutiny other than, if at all, by the crowd and the crowdinvesting plat-
form. Whether and to what extent contractual solutions are offered that
can substitute for the absence of all those protections (including corpo-
rate law protections, given the tendency of all jurisdictions to provide for
more flexible rules in the absence of a listing) will crucially depend on
whether the platform acting on behalf of the investing crowd will bargain
for such protections.
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Financiers of ventures that are similar to crowdfunded ones in terms of
uncertainty, information asymmetry, and opportunism risk typically
obtain joint or effective control of the company and its future financing
decisions as a condition for their investment. In fact, as noticed before,
one of the reasons why crowdinvesting may be appealing to entrepre-
neurs is that they retain a much higher degree of control over their firm
than after letting an angel investor or a VC in. Correspondingly, crowd-
investors run a much higher risk of ex post opportunism, especially as
regards the dilution of their equity claims in successive financing rounds.
While even shareholders in a listed corporation run the risk of dilution
once the listed corporation taps capital markets again, such a risk is argu-
ably much lower where a secondary market exists that at least provides a
yardstick for the pricing of the newly issued shares. Similarly, in the
absence of a secondary market, crowdfunders will also have a much
harder time finding a buyer for the rights to subscribe new shares, even
assuming (which may well not be the case) that they are entitled to those
rights and that, if so, they are allowed to sell them.

11.3 Regulatory Treatment
of Crowdinvesting: The UK and the US
Approaches

This raises a stark policy question: should securities laws be relaxed for
crowdinvesting? Advocates make two key points. First, start-up firms are
good for the economy. They are disproportionately associated with
innovation (as measured by patent applications and R&D spend) and job
creation (Hall 2011; Kogan et al. 2012). Hence relaxations of securities
law rules that apply to other firms in favor of start-ups may generate
social benefits.

In response to this, others point out that securities laws exist to protect
investors. Relaxing the rules in relation to start-ups—arguably the riskiest
types of issuer out there—would become a magnet for those willing to
part gullible investors from their money, with predictably sour conse-
quences (Hazen 2014). The “dot-com bubble” showed that even with the
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benefit of securities laws, small investors could be led astray spectacularly;
arguably, matters can only be worse if those protections are not in place.

As an outcome of this tension, and the political risks that any choice in
this area entails (either stifle crowdinvesting, denying investors the oppor-
tunity to finance the next Google, or make “fraudinvesting” feasible,
exposing individual investors to losses from unscrupulous promoters), it
is perhaps unsurprising that the pre-existing regime for offerings of this
kind dictates how strict regulations are that are specifically targeted to
crowdinvesting.

To illustrate, we compare the regulation of crowdinvesting in two
jurisdictions, the UK and the US, that started out as polar opposites in
this area. In the US, no such offering could be made to the public with-
out compliance with burdensome disclosure regulations—that is, an ini-
tial prospectus and then continuing disclosure. The costs of compliance
with such obligations acted as a de facto prohibition on crowdinvesting.
Meanwhile, European securities laws permitted Member States to apply
a “small offering exemption”. Pursuant to this, the UK imposed no real
disclosure burden on crowdinvesting. At the same time, crowdinvesting
platforms were considered investment services providers in both jurisdic-
tions and both, though with a time lag between the two, chose to provide
for special, less burdensome rules for platforms specializing in the crowd-

investing business.”

11.3.1 The UK Framework

The EU legal framework, to which the UK is still bound until “Brexit”
becomes effective, has always contained an exemption from prospectus
requirements for small offerings. That exemption has proved instrumen-
tal to make crowdinvesting offerings possible within the EU.

More precisely, the EU Prospectus Directive does not apply to offer-
ings of less than EUR 5 million in a 12-month period,’ thus allowing
Member States, if they see fit, to leave smaller offerings (including via
crowdinvesting campaigns) exempt from prospectus requirements. The
Prospectus Directive also explicitly prohibits prospectus rules from apply-

ing below offerings of EUR 100,000 in a 12-month period. The UK has
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followed the directive and implemented the EUR 5 million offering size
limic.®

At the same time, if the securities offered on the crowdinvesting plat-
form qualify as “financial instruments”,” which is usually the case, then,
under the framework set out in the Markets in Financial Instruments
Directive (“MiFID”),? crowdinvesting portals need to be authorized as
performing investment services or activities, because they usually engage
at the very least in the business of receiving and transmitting crowd-
funders’ orders relating to financial instruments (European Securities and
Markets Authority 2014, 16).” In particular, according to ESMA,
crowdinvesting platforms are required to conduct an assessment of
whether the investment is appropriate for the investor (id., 14-15).

Within this framework of European rules, the UK’s Financial Conduct
Authority (“FCA”) has established a flexible regime for crowdinvesting
platforms. Section 19 of the Financial Services and Markets Act 2000 (as
amended) requires crowdinvesting intermediaries to be authorized by the
FCA if they conduct regulated activities. Activities that crowdinvesting
platforms may only undertake with such authorization include arranging
deals in investments'® and carrying out financial promotions. In particu-
lar, financial promotions, defined as “invitation[s] or inducement[s] to
engage in investment activity”,'! clearly encompass crowdinvesting
offerings.

Under MiFID, all financial promotions must be “fair, clear and not
misleading”.'* In 2013, the FCA introduced specific consumer protec-
tion rules governing the sale of crowdinvesting securities (Financial
Conduct Authority 2014). The main elements of these rules are restric-
tions on the persons to whom crowdinvesting offerings of non-readily
realizable securities may be offered and a requirement that the crowdin-
vesting platform assess whether the product is appropriate for the client.'
In practice, this assessment is conducted by means of a simple multiple
choice questionnaire carried out as part of the investor’s process of sign-
ing up for an account with the platform. Platforms provide “investment
guides” which investors are encouraged to study as a means of preparing
to take these tests.'

Such securities may only be offered to certain sophisticated investors
or to retail investors who certify that they have not invested, and will not
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invest, more than 10% of their net assets (excluding the value of their
home) in non-readily realizable securities.

11.3.2 The US: The Long-Awaited Crowdfunding
Exemption

Under Title I1I of the JOBS Act," the US Congress provided for a small
offering exemption for crowdinvesting and directed the SEC to imple-
ment a framework of rules to govern such offerings. While the JOBS Act
required the SEC to have crowdinvesting rules in place by the end of
2012, it was not until October 2013 that its “Regulation Crowdfunding”
was proposed.'® These proved contentious, and as a result it was October
2015 before the SEC adopted its final crowdinvesting regulations, which
eventually came into force on May 16, 2016.

Title IIT of the JOBS Act added a new Section 4(a)(6) to the US
Securities Act of 1933, which provides an exemption from registration
of a crowdinvesting offering under the 1933 Act if certain conditions are
met. These conditions include a limit on the amount of capital raised of
USD 1 million per 12-month period, limits on the amount a single
investor may invest per issuer (rather than in the asset class as a whole)
based on his or her income and net worth,'® a requirement that investors
understand the risks of crowdinvesting, and a requirement that transac-
tions are conducted through an intermediary registered with the SEC as
either a broker or a new type of regulated entity called a “funding
portal”.

Regulation Crowdfunding also requires that only a single intermediary
is used for a crowdinvesting offering, and that all information in relation
to the offering is available “online only” in order to ensure that the collec-
tive opinion of the crowd is equally available to all potential investors."

Section 4(a)(b) of the Securities Act requires crowdinvesting issuers to
file certain specified disclosures with the SEC and provide these to poten-
tial investors and the crowdinvesting platform. Such required disclosures
include information on the issuer’s directors, officers, and principal share-
holders,” a description of its business and business plan,?' the purpose
and intended use of proceeds of the offering,** the price of the securities
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or the method for determining the price,? the target offering amount,
the deadline to reach it, regular progress updates,* and a description of
the ownership and capital structure of the issuer as well as any risk factors
related to the offering.® Further, crowdinvesting issuers must provide a
complete set of financial statements prepared in compliance with US
GAAP for the last two years or the period since the issuer’s inception,
whichever is shorter.2® In each case, these financial statements must be
certified by the issuer’s CEO. For offerings of more than USD 100,000,
they must also be reviewed by an independent public accountant, who,
in the case of offerings of more than USD 500,000, must also audit the
statements.” The issuer must also provide a narrative discussion of its
historical results, liquidity, and capital resources,”® and must file annual
reports with the SEC following a completed crowdinvesting offering.?’

In addition, the SEC has used its discretion to propose further items
that must be disclosed,” including the amount of compensation the
issuer is paying to the intermediary® the material terms of any debt
finance it has raised,’” and details of certain related-party transactions.”

The investor may not transfer securities issued in a crowdinvesting
transaction for a period of one year, with certain limited exceptions such
as resales to the issuer or to accredited investors, but are freely transferable
thereafter.?

To avoid conflicts of interest, brokers and funding portals, as well as
their directors, officers, and partners, are prohibited from having (or
accepting as payment) any financial interest in any issuer using their ser-
vices.” Regulation Crowdfunding also requires an intermediary to take
measures to reduce the risk of fraud in crowdinvesting transactions on its
platform. Such measures include having a reasonable basis for believing
that the issuer is in compliance with relevant regulations and has estab-
lished means to keep accurate records of holders of the securities it
offers.® The intermediary must deny access to the platform for issuers
that it believes may present a potential fraud risk.

Crowdfunding investors may bring actions against issuers for material
misstatements or omissions in the offering documents,’” and the SEC has
indicated that “it appears likely” that crowdinvesting intermediaries
would be treated as issuers under the statute’s liability provision.’® The
SEC has not clarified its position in its final rules indicating that the
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determination of an “issuer” liability for intermediaries will depend on
the specific circumstances of the matter in question.” Intermediaries
have an incentive to conduct due diligence on potential issuers before
deciding whether to allow them to list their securities for sale on their
platform.

The SEC’s own estimates of the costs associated with a crowdinvesting
offering suggest that the framework established by Regulation
Crowdfunding may be unappealing for potential issuers seeking to raise
smaller amounts. The fixed costs for required filings for offerings up to
USD 100,000 were estimated at USD 2,500 and intermediaries were
expected to charge between 5 and 15% of the amount raised, which
means that fees for an offering seeking to raise USD 100,000 may be as
high as 17.5% of the capital raised.*’ This may make smaller crowdinvest-
ing offerings less attractive to investors.*!

Issuers may therefore consider other exemptions from registration
under the Securities Act. For example, following amendments pursuant
to Section 201(a) of the JOBS Act, Rule 506(c) under the Securities Act
now allows offerings (of unlimited size) to use general solicitation and
advertising, as long as all purchasers are accredited investors,*
tory innovation that has contributed to the success of crowdinvesting
platforms only accessible to such investor class (Ibrahim 2015).

An additional limit to crowdinvesting stems from the US regulation of
investment companies (Oranburg 2015, 443).% If the practice prevailing
among angel investor syndicates were to be followed also in the context
of crowdinvesting, investors would not directly hold shares in the crowd-
funded venture, but rather hold certificates in a vehicle which in turn
would hold those shares. However, for such a vehicle not to be subject to
the burdensome regulatory requirements of the Investment Companies
Act of 1940, the vehicle must have no more than 100 beneficial owners.*
Hence, it might be difficult to combine investment from a genuine
crowd, in which each individual contributes small amounts, with an
effective tool to minimize the costs of interactions between the entrepre-
neur and the crowd.

Table 11.1 summarizes the regulations of crowdinvesting in the US
and the UK and, in addition, provides information about their cross-
border aspects.

* a regula-
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Table 11.1 US and UK crowdinvesting regulations—summary

UK us
Size thresholds EUR 5M usD 1M
Portals subject to authorization Yes Yes
Mandatory disclosure Non-itemized Itemized
Financial reporting requirements No Yes
Appropriateness filter Yes Yes

Limits to retail investors
Resale restrictions

Yes, per asset class
No

Yes, per issuer
Yes

Periodic disclosure obligations for issuers No Yes
Collective investment rules apply to No Yes
crowdinvesting vehicle, when present
Open to foreign issuers Yes No
Open to foreign investors Yes Yes
Open to foreign portals Yes, subject to Yes, subject to
MiFID rules conditions

11.4 The Fine Line Between Throwing
the Baby out with the Bathwater
and Giving Fraudsters Free Rein

In Sect. 11.3, we described the regulatory framework on crowdinvesting
in the US and the UK. In a companion paper, we show how, both in the
US (for offerings reserved to accredited investors) and in Europe, crowd-
investing platforms are experimenting with solutions to avoid adverse
selection problems and ensure a minimum quality of the offerings, at the
very least in terms of self-imposed disclosure requirements (Armour and
Enriques 2017). Market experimentation may provide support for a
“wait-and-see”, minimalist approach to the regulation of the sector. A
minimal-intervention approach, like the UK’s, would still aim to ensure
that potential investors understand the risks of crowdinvesting, for exam-
ple by conditioning their access to the platform upon correct completion
of a questionnaire.” The requirement, common to both the US and the
UK, that retail investors may only invest a limited proportion of their
income or net worth into crowdinvesting also seems a sensible restriction
on retail investor participation in the market.

More risk-averse (or market-mistrusting) policymakers may be less
persuaded by a laissez-faire, experimentation-friendly regulatory environ-
ment, and impose obligations on fundraisers and platforms more similar
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to those that apply to securities offers and investment (broker-dealer)
services providers under “regular” securities regulations: the menu would
include a list of items to be disclosed, a general antifraud provision with
liability rules favoring plaintiffs, a public enforcement apparatus, and
conduct of business rules for platforms, possibly making them subject to
strict liability. This appears to be US policymakers’ approach to
crowdinvesting regulation, the high fixed costs of which entail the risk of
precluding retail investors” access to crowdinvesting altogether by freez-
ing supply.

The differing policy choices of the UK and the US as respects crowd-
investing appear to be path dependent. The UK’s openness to this inno-
vative form of alternative finance derives from pre-existing rules that
made smaller offerings, such as crowdfunding ones, exempt from offer-
ings rules. In contrast, the more cautious approach in the US can be
traced to the previously applicable and prohibitively costly regulatory
environment under the Securities Act.

In the US, supply of crowdinvesting opportunities will be curbed by
the continued imposition of disclosure rules which, though less onerous
than the general disclosure regime, nevertheless still impose high compli-
ance costs. In the UK, there is no other restriction to supply than the
platforms’ willingness to screen issuers for quality with a view to estab-
lishing reputational capital and issuers’ and platforms’ liability in case of
financial promotions that are not “fair, clear and not misleading”. Only
time will tell which system will work best to facilitate effective capital
formation via crowdinvesting in the long run. Yet, given the highly
dynamic and competitive features of the market for crowdinvesting plat-
forms, one common sense policy suggestion can be made: regulations in
this area should have a sunset clause, thereby signaling policymakers’
commitment to revise rules once the phenomenon is better known or has
evolved in a way that could not be possibly predicted.

Notes
1. 'The figure for the UK’s most popular platform is GBP 440,242 (USD

559,855). See https://www.crowdcube.com/infographic (accessed on
December 5, 2016).


https://www.crowdcube.com/infographic

272

10.

11.
12.

J. Armour and L. Enriques

Angels investing styles vary significantly: while the overall picture is one
of less formal arrangements than in the case of VCs, still some angels
adopt the same protective measures that are common in VC investment
contracts. See Ibrahim (2008, 1420—-1425).

The available empirical evidence on the incidence of fraud in reward
crowdfunding platforms shows that it is a contained phenomenon.
Cumming et al. (2016) find that actual or suspected fraud occurred in
0.01%of initiated projects per year. One may well question, though,
whether that is a good predictor of the incidence of fraud on crowdin-
vesting platforms.

See SEC, Crowdfunding, 78 Fed. Reg. 66,428, 66,458 n. 309 (to be
codified in scattered parts of 17 C.ER.); Financial Conduct Authority
(2013).

Article 1(2)(h) Prospectus Directive [2003] O.]. L 345/64 (as amended)
(the “Prospectus Directive”).

Financial Services and Markets Act 2000 (“FSMA”), Section 85(5)(a),
Schedule 11A, para 9.

Annex I, Section C, of MiFID 2 defines financial instruments to include
transferable securities. Transferable securities are defined in Art. 4(1)(44)
to include securities negotiable on the capital market, such as shares in
companies.

Markets in Financial Instruments Directive [2004] O.]. L 145/1
(“MiFID”).

MiFID allowed member states to carve out an exemption for crowdin-
vesting platforms under Article 3, and at least two member states have
apparently done so. Id., p. 19, para 57. Such an exemption is premised
on the platform not holding client funds or securities, not providing any
investment service except the reception and transmission of orders, and
transmit such orders only to other authorized firms. Art. 3 MiFID. While
this exemption remains in MiFID 2, a new Art. 3(2) therein requires
member states to apply to them rules and regulations equivalent to
MIiFID 2 in many respects, including conditions for authorization and
supervision and conduct of business obligations.

Art. 25, The Financial Services and Markets Act 2000 (Regulated
Activities) Order 2001, SI 2001/554 (available at http://www.legisla-
tion.gov.uk/uksi/2001/544/article/25/made).

FSMA 2000 s. 21.

FCA’s Conduct of Business Sourcebook (“COBS”) 4.2.1R., implement-
ing Art. 19(2) MiFID (now Art. 24(3) MiFID II).


http://www.legislation.gov.uk/uksi/2001/544/article/25/made
http://www.legislation.gov.uk/uksi/2001/544/article/25/made
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COBS 4.7.7R. Clients could also be advised under COBS 4.7.8R, so
that the suitability of the crowdfunding is assessed by the firm or another
authorized firm, although that would likely be uncommon in the case of
crowdfunding.

The tests are not onerous. Typical questions might be of the following
form: “Most early-stage and many growth-focussed businesses: (a) suc-
ceed; (b) break even; (c) fail.” (Taken from sign-up questionnaire at
Seedrs, a UK platform: see https://www.seedrs.com/signup/investor-
profile/quiz).

Jumpstart Our Business Startups Act, Pub L. No. 112-106, 126 Stac.
306 (2012) (the “JOBS Act”).

Proposed Rule: Crowdfunding, 78 Fed. Reg. 66,428, November 5,
2013.

15 U.S.C. 77a et seq. (the “Securities Act”).

Under 17 CFR § 227.100(2), the maximum investment for an investor
in a single issuer is determined as follows. If the investor has both annual
income and net worth of less than USD 100,000, a limit of USD 2,000
or 5% of annual income or net worth, whichever is greater, applies. If
either the investor’s annual income or net worth exceeds USD 100,000,
a limit of 10% of annual income or net worth, whichever is greater, but
not to exceed USD 100,000, applies. (The JOBS Act actually stipulated
these limits, but did so in a logically inconsistent way, which required the
SEC to clarify its position in its final Regulation Crowdfunding).

17 CER § 227.100, 17 CER § 227.203.

Section 4A(b)(1)(B) of the Securities Act, 17 CFR § 227.201(b), 17
CFR § 227.201(m)(2).

Section 4A(b)(1)(C) of the Securities Act, 17 CFR § 227.201(d).

Section 4A(b)(1)(E) of the Securities Act, 17 CFR § 227.201(i).
Section 4A(b)(1)(G) of the Securities Act, 17 CFR § 227.201(m)(4).
Section 4A(b)(1)(F) of the Securities Act, 17 CFR § 227.201(g).
Section 4A(b)(1)(H) of the Securities Act, 17 CFR § 227.201(m).
Section 4A(b)(1)(D) of the Securities Act, 17 CFR § 227.201(t).
Ibid.

Section 4A(b)(1)(D) of the Securities Act, 17 CFR § 227.201(s).
Section 4A(b)(4) of the Securities Act, 17 CFR § 227.202.

The SEC was given discretion under Section 4A(b)(1)(I) of the Securities
Act to require additional disclosure for the protection of investors and in
the public interest.


https://www.seedrs.com/signup/investor-profile/quiz
https://www.seedrs.com/signup/investor-profile/quiz
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17 CER § 227.201(0)(1).

17 CFR § 227.201(p).

17 CER § 227.201(m)(5).

Section 4(a)(3) of the Securities Act, 17 CFR § 227.501.

Section 4A(a)(11) of the Securities Act, 17 CFR § 227.300.

Section 4A(a)(5) of the Securities Act, 17 CFR § 227.301. The interme-
diary is entitled to rely on representations from the issuer, absent knowl-
edge, or indications to the contrary.

Section 4A(c) of the Securities Act.

Proposed Rule: Crowdfunding (n. 16), 66,499.

Crowdfunding, Final Rule, 80 Federal Register 71,387, 71,478.
Crowdfunding, Final Rule, 80 Fed. Reg. 71,387, 71,500. Estimates
by SeedInvest, a crowdfunding platform, are even higher: if one raises
one million dollars via Title III crowdfunding, the cost of the offering
will be USD 250,000. See https://www.seedinvest.com/blog/jobs-act/
crowdsourcing-title-iii-crowdfunding-cost-model.

For example, in the case of an issuer raising USD 100,000 under
Regulation Crowdfunding with fees in the region of USD 17,500, the
equity actually contributed to the issuer’s operations would be USD
82,500 and it would need to increase in value by USD 17,500/USD
82,500, or 21.2%, before the value of issuer’s equity would reach the
valuation of USD 100,000 where equity investors would break even.
Section 201(a) Jumpstart Our Business Startups Act, Pub. L. No. 112-
106, 126 Stat. 306 (2012) (codified in 15 U.S.C. §77d). “Accredited
investor” is defined in Rule 501 under the Securities Act, 17 CFR
§230.501, to include among others any corporation with assets over
USD Smillion and any individual with either a net worth exceeding
USD 1 million or an income above USD 200,000 in the two most
recent years and a reasonable expectation of reaching the same income in
the current year.

Within the EU (and therefore, currently, in the UK) an investment vehi-
cle acting as the crowdinvestors’ nominee would seem not to qualify as
an Alternative Investment Fund as defined in the Alternative Investment
Fund Management Directive. According to this Directive, Alternative
Investment Funds are defined as “collective investment undertakings,
including investment compartments thereof, which: (1) raise capital
from a number of investors, with a view to investing it in accordance
with a defined investment policy for the benefit of those investors; and
(2) do not require authorisation pursuant to Article 5 of Directive


https://www.seedinvest.com/blog/jobs-act/crowdsourcing-title-iii-crowdfunding-cost-model
https://www.seedinvest.com/blog/jobs-act/crowdsourcing-title-iii-crowdfunding-cost-model
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2009/65/EC (the UCITS Directive) (Article 4(1)(a))”. While ESMA’s
guidelines clarify that it is enough to raise capital from more than one
investor for capital raising to be from a “number of” them, they also
define the term “defined investment policy” in a way that appears to be
inconsistent with the mere purchase and holding of securities issued by
an individual company in order to exercise the related rights on behalf of
investors. See ESMA (2013, 7). Consistent with this interpretation,
examples exist of European crowdfunding platforms that use investment
vehicles that are not registered as AIFs (see Armour and Enriques 2017).

44. 15 U.S. Code § 80a—3(c)(1).

45. See above, n 14.
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