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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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