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Abstract

In the aftermath of the global financial crisis, the funding ability of banks has declined resulting
in a financial void for riskier enterprises, such as startups and early-stage companies. New fi-
nancial service providers have emerged in response to the capital deficiency. A particularly
prominent incarnation of alternative finance is crowdfunding, where the funding is gathered
directly from the market, from several individuals, who invest relatively small sums to com-
pound the target amount. Financial institutions are contemplating the use of crowdfunding, not
only for its business implications but also as a preparation for the potential threats it may impose
on the traditional finance industry.

This thesis sets out to explore the potential use of crowdfunding in the banking industry by ex-
amining the key motivations of banks to enter the novel industry. First, the thesis aspires to de-
termine which of the financial instruments, debt, equity or donations should a bank construct its
crowdfunding mechanism around and secondly, determine if a bank should enter the market
through an arms-length collaboration, by building a platform internally or by setting up an in-
dependent subsidiary. Additionally, banks” motivations and attitudes towards novel financial
technologies and the development of the industry are scrutinized.

The research was conducted as a qualitative field research, where the primary data was collected
from seven interviews. The interviewees are banking professionals working for banks in Fin-
land, Germany, Netherlands and Switzerland. Additionally, a ministerial adviser, whose exper-
tise encompasses the regulative issues of crowdfunding, was interviewed. The secondary data
for this research consists of existing crowdfunding research and articles.

The empirical analysis indicates that crowdfunding does not currently represent the key focus
for banks, but is rather seen as an adjustment to digitalization and as a means of elevating their
image. Lending-based crowdfunding instruments closely resemble banks” current offerings and
could be more easily implemented than their equity counterparts. On the other hand, equity-
based crowdfunding could broaden banks’ current customer base and extend investors’ invest-
ment opportunities. However, facilitation of equity crowdfunding is not amongst banks’ core
competences and would likely require banks to obtain vast external capabilities. The analysis
shows that setting up a subsidiary for crowdfunding could provide the lightest regulatory envi-
ronment for Finnish banks, while collaborating with an existing crowdfunding platform could
facilitate the easiest entrance to the crowdfunding market.
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1 INTRODUCTION

The financial markets are undergoing a digital and structural transformation
with the Internet and digitalization remodeling consumers’ attitudes towards
traditional financial processes. The rapid development of financial technology
(Fintech) is defying the standard bank services while simultaneously enabling
the emergence of new independent financial service providers. Fintech new-
comers provide financial solutions that allow customers and businesses to
adopt new, faster and more efficient ways of handling their finances in a digital
environment without the rigid regulation imposed on traditional financial insti-
tutions.

The novel complementary and substitutional products, such as peer-to-
peer lending and crowdfunding provide funding in an online environment,
consequently eliminating the requirement for physical interaction. The applica-
tion of financial technology in banks’ operations can become crucial as current
banking processes are highly reliant on outdated legacy systems and conse-
quently, cannot match the efficiency and agility of alternative financial service
providers. A global report conducted by EY (2016) states that 6 out 10 custom-
ers expressed decreased dependence on their bank as their primary financial
services provider. The report emphasizes banks need to simplify their products,
improve their customer experience and increase innovation in line with the evo-
lution of Fintech solutions (EY 2016, 10.). The implementation of PSD2 (Revised
Directive on Payment Services) in 2018 will further contribute to the disruption
of the finance industry. PSD2 allows third-party access to bank accounts and
mandates external service providers the use of banks” APIs, thus enabling the
emergence of new service offerings. These factors are prime examples of poten-
tial threats imposed by technological innovations while defying the prevailing
dominance of banks in the financial services industry.

Aside from the technological aspect, another factor causing the disruption
of financial services can be traced back to the aftermath of the global financial
crisis. Due to the crisis, the regulatory environment for financial institutions has
become increasingly strict with capital adequacy demands restricting excessive
risk-taking of banks. The change in the financial environment and the protract-
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ed weakness of the economy have had a specific impact on the funding of small
enterprises in their growth and development stages. New growth-seeking com-
panies are often deemed too risky in the framework of the new regulatory envi-
ronment, which consequently can affect their ability to collect financing from
conventional financial institutions. In some instances, enterprises are facing a
funding gap where the funds of the enterprise prove out to be insufficient and
the availability of external funding is restricted. The regulatory constraints have
led to a tendency where bank financing is increasingly directed towards com-
panies with firm financial standing and already profitable businesses. Venture
capitalists and business angels are neither typically interested in investing into
newly found enterprises, but instead tend to favor companies in their later de-
velopment stages.

This research examines the real-life manifestation of the disruption in the
finance industry, crowdfunding. In crowdfunding, the funding is facilitated by
intermediaries, which in contrast to traditional intermediaries, are not involved
in the actual funding process. In other words, intermediaries do not borrow,
pool or lend money on their own account. Instead, platforms act as matchmak-
ers between capital-seeking agents and capital-giving agents, funneling the
funding from the investors to the capital-seeking enterprises.

In recent years, crowdfunding has become increasingly popular in enter-
prise financing. With annual growth-rates having repeatedly exceeded figures
of hundred percent and more, crowdfunding is establishing itself as a potential
source of funding for startups and SMEs (Massolution 2015). As of 2017, crowd-
funding does not yet threaten the traditional banking industry, but as the
growth rates indicate, there is an increasing demand for alternative funding
solutions. However, crowdfunding could provide a new channel for banks to
cater riskier enterprises, which are not currently eligible for funding, and a way
to adapt to the digital environment.

A report conducted by the European Expertise Centre on Alternative Fi-
nance and Community Finance (CrowdfundingHub 2016), states that the bank-
ing industry has showcased a wait-and-see approach towards crowdfunding
and is slowly entering the industry by either their own platforms or through
partnerships with existing platforms. Banks are slowly beginning to realize that
in addition to the business potential of crowdfunding, the up-and-coming in-
dustry might pose a serious threat to the conventional financial services busi-
ness. The extent by which banks are integrating to the new industry is largely
dependent on the regulation, which in several countries is slowly adjusting to
the changing operational environment.

This thesis sets out to explore how banks could utilize crowdfunding in
their operations. This is scrutinized by two distinct research objectives. First
objective of this paper is to examine banks” motivation and demand of adopting
crowdfunding, while also aspiring to find the best suited form of crowdfunding
for banks. The forms of crowdfunding can be generally divided into four differ-
ent funding mechanisms: equity-based, lending-based, donation-based and re-
wards-based crowdfunding. Lastly, the research aims to construct an overview



8

of the optimal operating model of a crowdfunding business specifically tailored
for the purposes of banking institutions. There are three central models that are
examined within this context: providing crowdfunding as part of bank’s opera-
tions, establishing a subsidiary for crowdfunding and cooperating with an ex-
isting crowdfunding platform.

1.1 Research Questions

The change in the operational environment of financial institutions and the
emergence of new financial products offer a wide range of research problems
that require further examination. Crowdfunding as a phenomenon is particular-
ly interesting to research for its current relevance, high annual growth rates and
its potential effect on the transformation of the finance industry.

In recent years, the number of crowdfunding related studies have become
more frequent as the phenomenon has become increasingly widespread. Cur-
rent crowdfunding literature is largely concentrated on different crowdfunding
instruments and intermediaries with a distinct focus on individual crowdfund-
ing platforms. Despite the increase of research on crowdfunding, the examina-
tion of the potential use of crowdfunding in financial institutions requires fur-
ther exploration. Haas et al. (2014-2016) have conducted empirical research on
lending-based crowdfunding examining the adoption of crowdfunding within a
Swiss bank. Their contribution will provide a valid reference for this research,
but lacks a comprehensive analysis of different crowdfunding forms and their
utilization in a banking environment. In addition, regarding this research, their
body of work is missing a thorough evaluation of an optimal platform design
within a banking institution.

This research is approached from a new angle with a focus on the applica-
tion of crowdfunding into already existing businesses of financial institutions.
As of now, this area remains largely unexplored. One key factor in banks” will-
ingness to adopt crowdfunding is their inclination to adapt their processes in
alignment with the digital transformation of the finance industry. It is particu-
larly interesting to examine whether banks perceive digitalization as an oppor-
tunity or will they find their current operations as efficient and adequate.

The focal point of this thesis is to examine the potential of crowdfunding in
the saturated banking industry, and more specifically, whether large institu-
tions could benefit from entering the crowdfunding market, and how the im-
plementation should be executed. The research questions are as follows:

RQ1: What is the perception of the banking industry towards alternative fi-
nance and the adoption of financial technology?

First research question refers to banks” approach towards novel financial tech-
nologies and the adoption of these solutions. In addition, the perceived threats
and opportunities of adapting their operations along with the emergence of
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new financial providers are scrutinized. It is exceptionally interesting to exam-
ine, whether banks perceive alternative finance providers as minor competitors,
or will they adopt some of their innovations to broaden their current product
offering.

RQ2: Which type of crowdfunding is best suited for financial institutions?

The examination of the first research question focuses on finding the optimal
crowdfunding type from a bank’s perspective. The forms taken into considera-
tion in this context are primarily the monetary forms of crowdfunding, which
are lending-based crowdfunding and equity-based crowdfunding, while dona-
tion-based crowdfunding will be lightly touched upon.

RQ3: Should banks provide crowdfunding;:

(i) As part of the bank’s current operations
(i) By setting up a subsidiary
(iii) By anarm’s length collaboration with an existing platform?

The final research question refers to the design of the business. The advantages
and disadvantages of the three alternative models are reflected against the cur-
rent regulation, existing theory and the overall suitability of the model in a
banking environment.

1.2 Crowdfunding

Crowdfunding involves an open call, mostly through the Internet, for the provision
of financial resources either in the form of donation or in exchange for the future
product or some form of reward to support initiatives for specific purposes.

- Belleflamme, Lambert & Schwienbacher (2013)

The Internet has enabled the democratization and socialization of funding, in
some cases eliminating the necessity of the involvement of financial institutions
such as banks, venture capitalists and business angels. The term “crowdfunding”
is derived from the concept of “crowdsourcing”, which defined by Estellés-
Arolas (2012), stands for participative online activity where individual traits,
such as skills and ideas are sourced from an undefined crowd by a flexible open
call to reach a certain objective. Compared to traditional financiers, the financ-
ing can be gathered from the crowd where anyone can participate as permitted
by their individual capabilities. In addition, crowdfunding is frequently per-
ceived as a more transparent, easy and democratic way of funding compared to
banks (Haas et al. 2015, 2.).

Crowdfunding shares similar characteristics with the concept of
crowdsourcing as the funding is gathered from a large undefined crowd via
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online platforms. The first crowdfunding initiatives were applied to collecting
donations and funding for minor creative projects without monetary compensa-
tion to the investor. Later, the application of crowdfunding was expanded to
loans between private persons (peer-to-peer lending) where lenders would re-
ceive interest in exchange for borrowing money. The natural continuum for this
new type of capital formation is the emergence of private-to-business loans and
equity-based crowdfunding (Haas et al. 2014, 2.). Crowdfunding allows entre-
preneurs to fund their ventures by collecting relatively small sums of money
from a relatively large number of individuals. The funding is collected through
internet platforms without the accompaniment of a traditional financial inter-
mediary. Instead, a crowdfunding intermediary usually serves as a service pro-
vider with a specific focus on crowdfunding or peer-to-peer lending (Mollick,
2014, 2.). The underlying mechanisms of the internet economy have shaped
crowdfunding in becoming a novel form of financial intermediation.

30

$25,1bn
25

20
15

10

5 $2,9bn $2,7bn $2,6bn
Lending Donation Reward Equity

FIGURE 1 Crowdfunding Volumes: 2015 (Massolution 2015).

The size of the total crowdfunding industry in 2015 was estimated to stand at
$34 billion. North America is by far the largest market for crowdfunding with
estimated fundraising volume of $17.2 billion in 2015. Asia is the second largest
market with $10.5 billion raised, while European market trails with $6.5 billion
of funding gathered. As illustrated in FIGURE 1, the lending-based crowdfund-
ing is the most prominent form of crowdfunding with $25.1 billion compared to
the second largest form of donation-based crowdfunding which was estimated
to stand at $2.9 billion in 2015. Rewards-based crowdfunding represented the
third largest form with $2.7 billion, with equity-based crowdfunding estimated
at $2.6 billion in 2015. It should be noted that the lending column illustrates the
figures of both peer-to-peer lending and lending-based crowdfunding com-
bined. Nevertheless, even with peer-to-peer figures eliminated, lending-based
crowdfunding is still by far the largest form of crowdfunding with an estimated
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funding volume of $10 billion in 2015. Debt- and equity-based crowdfunding
have grown substantially fast after the financial crisis with approximate annual
growth rates of 130% (Massolution, 2015).

1.2.1 Donation-Based and Rewards-Based Crowdfunding

Both donation-based and rewards-based crowdfunding offer investors non-
monetary rewards, such as sense of fulfillment and other social rewards, in re-
turn for their money. Donation-based crowdfunding is often used to collect
funding for charitable projects. Funders use this as a channel to donate money
to causes they wish to support without receiving any monetary compensation
or rewards in exchange for their donation (Wilson & Testoni 2014, 2.). Dona-
tions can thus be seen as a form of philanthropic activity. In rewards-based
crowdfunding funders cannot expect a monetary reward either, but choose to
fund a campaign to obtain a product offered by the fund-seeking enterprise
(Belleflamme et al. 2015, 12.). Fundraisers often offer variety of rewards in ex-
change for funders’ contributions. The contributions can vary from small sums
to thousands of dollars depending on the reward received. The reward is typi-
cally the final product, which in many cases can be customized. In addition, it is
common for the company to publish a public acknowledgement of the contribu-
tors on their website (Belleflamme et al. 2015, 14.).

1.2.2 Lending-Based Crowdfunding

In crowdfunded debt financing, enterprises seek loan with interest for a pre-
described time and fixed interest rate from private individuals, companies or
other entities. The funding is facilitated through the Internet, through platforms
that intermediate crowdfunding. The loans facilitated by crowdfunding plat-
forms are fundamentally very similar to regular loans provided by banks. The
main difference is in the financing model. Whereas banks provide financing
from their own balance sheets, the crowdfunded loans are provided in a digital
market place where multiple investments are combined into a single loan
(Tekes 2015). In addition, the crowdfunding platform does not screen between
different projects, but rather lets funders decide for themselves if a particular
project should be funded (Belleflamme et al. 2015, 13.). A key difference be-
tween the provision of traditional loans and lending-based crowdfunding is
evident in the loan application process, which in the case of crowdfunding is
performed entirely online.

1.2.3 Equity-Based Crowdfunding

Equity-based crowdfunding, also referred to as crowdinvesting, investment-
based crowdfunding or securities-based crowdfunding, represents the Internet-
based investment in startup companies by the crowd, who expect to obtain
some equity claim on future cash flows of a company. The enterprises issue se-
curities to satisfy their financial needs and the funding is directly applied to the
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development of the enterprise. Compared to some other forms of crowdfunding,
the money raised is not restricted to a specific product (Hornuf & Schwien-
bacher 2014, 2-3.). Bruton et al. (2014) state that equity-based crowdfunding has
grown slower than its debt-based counterpart. This is largely due to legislative
constraints concerning equity-investments in businesses. (Bruton et al., 2014, 12.)

Investment stage Selection and valuation Investment Post-investment Exit
\

N
Submits Finds new
Entrepreneur e sotirces of

application
. J
4 N\
Screen
Platform applications
o J

' N\
Crowdinvestors
A\ J

FIGURE 2 The Equity Crowdfunding Process (Bruegel 2014)

The equity crowdfunding process, which is illustrated in FIGURE 2, contains
four key phases: the selection and valuation of the enterprise, the actual in-
vestment, post-investment and the exit. The process begins with the application
by the entrepreneur to the platform, which is then screened by the platform.
Second, the information is provided by the fund-seeking enterprise, the pitch is
posted online by the platform and the crowdinvestors assess and decide on the
funding of the company. Further vetting of the enterprise is still performed by
the platform after which the funds are released. In the post-investment phase
the platform mentors and monitors the company and the crowdinvestors can
also participate in the monitoring of the company’s operations. The exit can oc-
cur through an IPO or through a merger or acquisition of the enterprise. Wilson
& Testoni (2014) note that most of the exits have been through a merger or ac-
quisition and the number of successful exits has been lower compared to the
figures before the financial crisis. Some platforms have facilitated the future
exits by pooling the investments into a holding company which in turn invests
in the startup. In this model the future investors face a single counterparty
(holding company), instead of large number of small investors (Hornuf &
Schwienbacher 2014, 6.).
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1.24 Crowdfunding Intermediaries

—[ Financing }

The Money Transfer

Fixed Fee

Issuer Crowdinvesting Investor
(Startup Company) Portal

. A

Investor Network | Investor Relations

Marketing Channel
Business Support

v

Financial Contract

—[ Financial Return }

FIGURE 3 Structure of Crowdinvesting Transactions (Hornuf & Schwienbacher 2014)

Crowdfunding transactions are performed through intermediaries, which in
some countries are mandated by law. The intermediaries offer standardized
financial contracts to the issuer while providing a marketing channel and busi-
ness guidance to the entrepreneur. In addition, the intermediaries function as
an investor network, where the securities are advertised through their website
and in newsletters. In return, for these services, the intermediaries charge a
predetermined fee based on the transaction value (Hornuf & al. 2014.). An
overview of crowdinvesting transactions is depicted in FIGURE 3.
Crowdfunding intermediary functions as a middleman in between two-
sided markets facilitating funding and providing information from the capital-
giving agents to the capital-seeking agents. The intermediary acts as an elec-
tronic matching market enabling the exchange of information to overcome in-
formation asymmetries and to reduce transaction costs by applying similar
transformation functions as traditional financial intermediaries (Haas, Blohm &
Leimeister, 2014, 4-6.). Ingram & Teigland (2013) note that platforms often pre-
fer to position themselves as sole intermediators of financial instruments, in-
stead of functioning as marketplaces due to the heavy regulation imposed on
latter activities. Haas et al. (2014) have found that the attractiveness of the plat-
form increases for both parties along with the increase of the number of agents
signing up from the other group of agents. This effect is referred to as the net-
work effect (Haas et al. 2014, 4.). In other words, the large number of investors
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is proposed to signal of the quality of the venture, thus making the investment
appear more attracting to the investors.

Several classifications for the different types of crowdfunding intermediar-
ies have been introduced by number of researchers. In their paper, Belleflamme
et al. (2013) propose a bipartite classification of crowdfunding intermediaries.
Pre-ordering where capital-giving agents purchase a subscription right for the
future product and profit-sharing, which stands for individuals providing
money in exchange for future profits, i.e. equity shares of the company. Brad-
ford’s (2012) categorization differentiates the crowdfunding intermediaries
based on the returns capital-giving agents receive for their investments. He in-
troduces five different types which are donation, rewards, pre-ordering, lend-
ing and equity. The classification proposed by the consulting agency Massolu-
tion (2013) gained widespread attention when first introduced. Their model
groups crowdfunding into crowd-supporting, crowd-donation, crowd-lending
and crowd-investing. Haas et al. (2014) find the above-mentioned classifications
conceptual in nature, lacking theoretical grounding and empirical validation.
They further argue that crowdfunding is manifold and addresses diverse inter-
ests, which reinforces the need for differentiation. This is followed by an expla-
nation, which states that in order to understand the dynamics of crowdfunding,
one must understand how crowdfunding today actually works, what the con-
stituent parts are and how crowdfunding intermediaries differentiate (Haas et
al. 2014, 2.).

Investors have identified three distinct clusters of crowdfunding interme-
diaries, which aim at representing their individual value propositions: Hedon-
ism, Altruism and For Profit, which are grounded in the theories of two-sided
markets and financial intermediation (Haas et al. 2014, 3). Hedonism cluster
describes crowdfunding intermediaries where capital-giving agents invest in
innovative and creative projects and products, receiving non-financial compen-
sation in exchange for their money. The most common type of return comes in
form of preordered products or some form of acknowledgement of the contri-
bution by the capital-giving agent. One of the most prominent examples within
this cluster is Kickstarter, which offers a platform for capital-seeking agents to
promote and introduce innovative products and projects (Haas et al. 2014, 11.).
According to Haas et al. (2014), Hedonistic intermediaries aspire to address the
capital-giving agents’ sense of interest, desire or joy, thus striving to create he-
donic value for the investors. This cluster fundamentally covers the previously
introduced rewards-based crowdfunding forms. The second cluster, Altruism
appeals to the altruistic nature of the capital-giving agents. The funders will
receive neither monetary compensation nor rewards for their contributions, but
are instead being offered with emotional and ideological returns. Thus, this
type of crowdfunding intermediaries emphasizes participation for the greater
good and altruistic reasons. The intermediaries often apply keep-it-all principle
where the capital-seeking agents receive the donated amount, regardless of the
intended amount being reached. The final and the most relevant cluster regard-
ing this research is For Profit. The intermediaries in this cluster offer financial
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rewards for the support of capital-seeking agents. The forms of crowdfunding
related to this cluster are debt-based crowdfunding and equity-based crowd-
funding. The compensation comes in the form of interests (loans) or as shares of
the future profits (equity capital) of a company, respectively. The intermediaries
within this cluster focus mainly on financing startups or similar entrepreneurial
ventures (Haas et al. 2014, 12.). The capital-giving agents largely consist of indi-
viduals. However, Haas et al. (2014) note that several organizational capital-
giving agents are among the common contributors.

1.2.5 Legislation

The legislation for different forms of crowdfunding in Europe is uneven as the
regulation varies by country. Along with the popularization of crowdfunding in
enterprise financing, some regulators have slowly begun to adjust the regula-
tion to cater the specifies of crowdfunding and to improve the overall efficiency
of the crowdfunding market. There is no EU-level regulation for crowdfunding
and very few separate national regulations exist. Instead, there are several exist-
ing regulations of financial instruments which were not specifically designed to
cover alternative financial instruments and this type of activity (Wardrop et al.
2015, 3.). In the US, the implementation of JOBS Act (The Jumpstart of Our
Business Startups Act) has allowed the provision of investment-based crowd-
funding in an online environment and enabled the offering of these instruments
to non-professional investors.

According to Wardrop et al. (2015) UK, along with its leading position in
crowdfunding in Europe, is also one of the few countries that have imposed
dedicated crowdfunding regulation for alternative finance providers. Recently
Finnish regulators have also taken steps towards the modernization of the
crowdfunding regulation. The Finnish Crowdfunding Act which came into ef-
fect on September 15t 2016 improves investor protection and alleviates the con-
ditions for investment-based crowdfunding instruments while clarifying the
rules for lending-based crowdfunding, which were previously treated under
the regulation of traditional financial instruments. The crowdfunding act ap-
plies to crowdfunding intermediaries, which are required to enter a special reg-
ister of financial intermediaries. The central difference to the previous regula-
tion is that the intermediaries are no longer treated under the traditional finan-
cial market regulation, which required the intermediaries to obtain an expen-
sive operating license. Furthermore, the threshold for minimum capital re-
quirement has been reduced from 125 000 euros to 50 000 euros.
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2 LITERATURE REVIEW

The set of theories introduced in this chapter will serve a purpose of explaining
the core variables and phenomena related to crowdfunding. Later, the frame-
work enables a meaningful way to compare crowdfunding with traditional and
other alternative financial instruments, while also facilitating the description of
a bank-specific crowdfunding model. The results of the thesis are also further
examined in the light of this framework.

2.1 Financial Intermediation Theory

Financial intermediaries are omnipresent institutions of economies and central
actors in the saving-investment process where financial intermediaries lend
capital, borrowed from several capital-giving agents and further allocated to
numerous capital-seeking agents. The financial intermediation theory is based
on models of resource allocation between capital-seeking and capital-giving
agents by a market-making mechanism presented by Benston & Smith (1976).
The returns of capital-giving agents are based on the amount and type of their
initial investment. FIGURE 4 depicts the simplified model of financial interme-
diation.

Financial
Lending INGSVR I IETWA Borrowing

Capital- Capital-

seeking giving

Agents Agents

Roles &
Functions

FIGURE 4 Financial Intermediation (Gorton & Winter 2003; Benston & Smith 1976)

Financial intermediaries operate in imperfect markets, which are characterized
by transaction costs and information asymmetries and their existence can be
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justified by the presence of these phenomena (Benston & Smith 1975, 215.; Haas
et al. 2014, 4.). For the examination of financial intermediaries, Merton (1989)
suggests a functional perspective to an institutional perspective. The functions
of traditional financial intermediaries can be divided into three central func-
tions: lot size transformation, risk transformation and information transfor-
mation. The first function, lot size transformation, describes financial interme-
diaries as providers of payment systems for the exchange of goods as well as
providers of mechanisms for pooling funds, which allow the transfer of eco-
nomic resources through time, geographies and industries. Based on this defini-
tion, Haas et al. (2014) deduce that intermediaries act as consumption smooth-
ers and liquidity providers in the market.

According to Merton (1989), financial intermediaries manage and trade
risks and uncertainties. This definition is associated with the risk transfor-
mation function of intermediaries. Diamond (1984) states that intermediaries
can minimize significant costs of monitoring due to diversification and bun-
dling of monitoring activities, while avoiding the problem of free-riding of capi-
tal-giving agents, therefore reducing the risk associated with financial transac-
tions. Third function, information transformation, relates to the capabilities of
intermediaries in reducing information asymmetries by providing reliable in-
formation on the projects of the capital-seeking agents. Related to the infor-
mation problem, Haas et al. (2014) state that only capital-seeking agents occupy
the true characteristics of their projects and intermediaries could alleviate the
information asymmetries by supplying relevant information to the capital-
providing agents. Haubrich (1989) further addresses the trust and reputation
building benefits of a long-term relationship between capital-giving agents and
intermediaries concluding that financial intermediaries manage information
asymmetries and provide price information.

Financial intermediation theory suggests that a financial service provider
needs to fulfill the three functions: lot size transformation, risk transformation
and information transformation. Based on the results of existing research,
crowdfunding intermediaries have succeeded to deliver these functions with
relative efficiency. Thus, crowdfunding could pose a substantial competitive
threat to banks by providing a substitutional funding channel for enterprises.

2.2 Transaction Costs

Minimization of transaction costs is a central element in the enterprise funding
process. Crowdfunding intermediaries have managed to overcome some of the
rigorous processes involved in the funding activities of traditional banking ser-
vices by automatizing certain traditional functions. This has enabled the inter-
mediaries to develop faster application processes, which along with automa-
tized rating mechanisms can reduce transaction costs as the requirement for
manual labor becomes minimized. Furthermore, the lower transaction costs
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enable the crowd to make smaller investments and spread its capital over a
great number of projects (Agrawal, Catalini & Goldfarb 2014, 33.).

One of the most lauded academics in the field of transaction cost research
is Nobel laureate Oliver Williamson and his theory of transaction cost econom-
ics. Its main contributions to organizational productivity are the managerial
implications of how inter-firm transactions, and intra-firm activities are orga-
nized in a cost-efficient manner (Viitamo 2012, 135.). Chandler’s (1990) observa-
tions imply that the costs of transactions are reduced by more efficient exchange
of goods and services between units. His findings indicate that transaction costs
have a profound influence on the overall cost efficiency.

The transaction cost analysis by Williamson (1985) and Chandler (1990)
follows the principles of the contingency theory. Granovetter (1998) states in his
study, that Chandler and Williamson envisage the balance between federations
of firms and single combined units which derives from the need to adapt to
technology variations, consumer demand and market structure. This demon-
strates a deliberate pursuit of “transactional efficiency” (Viitamo 2012, 136.).
Williamson (1993) describes that transaction cost economics at the operative
level encourages managers and firms to organize economic activity in a manner
that economizes bounded rationality while safeguarding the transaction against
hazards of opportunism at the same time.

According to Meyer & Cuevas (1990): “Transaction costs can be defined as
the costs of transferring resources between markets or between participants in
the same market.”. In financing, transaction costs refer to the resources required
to transfer (lend) one unit of currency from a saver to a borrower, and recover
that unit of currency at a later date, added with a predetermined interest charge.
Lenders’ returns are represented in the form of interest and other charges as a
compensation of mobilizing the funds, allocating them to borrowers and recov-
ering them through loan repayments (Meyer & Cuevas 1990, 1.). Compared to
transactions in other markets, financial transactions always involve some risk as
the completion of a contract is dependent on a future date of loan repayment.

Alterations in technology and consumer borne transaction costs affect the
financial commodities produced, how they are packaged, and the institutions
that produce and sell them to consumers (Benston & Smith 1975, 229.). The au-
tomatized processes have reduced transaction costs and subsequently enabled
the emergence of crowdfunding. In their research, Wilson & Testoni (2014) de-
scribe two fundamental elements that support crowdfunding as a funding
mechanism. First, the Internet lowers transaction costs substantially by enabling
small transactions from a large crowd in an online environment. Second, the
Internet facilitates a direct connection between capital-seeking agents and capi-
tal providers.

Transaction cost theory suggests that the industry equilibrium is reached
in a situation where transaction costs are minimized. Crowdfunding facilitates
the reduction of transaction costs as the platforms operate in an online envi-
ronment and because the regulatory burden for crowdfunding intermediaries is
lower compared to traditional financial service providers. The lighter regulation
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of lending-based crowdfunding can be partly attributed to the lack of maturity
transformation. Therefore, crowdfunding can be considered to pose a consider-
able threat to banks’ current equity offerings and loan instruments, and for this
reason, it is likely for banks to be investing in the new business model.

2.3 Asymmetric Information and Adverse Selection

Agrawal, Catalini & Goldfarb (2016) state that information asymmetry is a pri-
mary barrier to the financing of new ventures and can impede the formation of
a well-functioning market. One of the first and most noteworthy theories on
asymmetric information and adverse selection is the lemon principle by econo-
mist George Akerlof (1970.). The theory examines the impact of asymmetric in-
formation between buyers and sellers, which can degrade the quality of goods
sold in the market and can lead to adverse selection. Akerlof (1970) uses a mar-
ket of second-hand cars in his examination, but his theory can be applied to
other fields as well. In short, Akerlof’s (1970) theory describes a market where
two types of goods are sold, good cars and “lemons” (bad cars). The buyers
cannot distinguish whether they are buying a good car or a “lemon” due to lack
of available information. Thus, they are willing to pay only the average price of
good cars and “lemons”. As a result, an informational asymmetry has emerged,
where the sellers possess more information than the buyers. This leads to a sit-
uation where the owners of good cars should stay locked in, as the buyers are
only willing to pay the average price of good cars and bad cars, while the sellers
benefit more from selling “lemons”, leaving the market with mostly “lemons”
and possibly eliminating the good cars altogether (Akerlof 1970, 489-490.).
Spence (1973) originated the idea of signaling in job markets as a means of
reducing asymmetric information. In his paper, Spence (1973) proposes that in
the prevalence of information asymmetry, it is possible for people to signal their
type, thus believably transferring information to the other party and resolving
the asymmetry. His paper implicates that employers lack complete information
about the quality of job candidates. In response, candidates obtain education to
signal their quality and thus reduce information asymmetries (Connelly, Certo,
Ireland, & Reutzel 2011, 42-43.). While the paper is examined in the context of
the job market, Spence (1973). states that the theory can be applied to several
other areas such as variety of market and quasi-market phenomena like admis-
sions procedures, promotion in organizations and loans and consumer credit.
Connelly et al. (2011) state in their research that potential investors evalu-
ate the unobservable characteristics of venture quality by interpreting the sig-
nals transmitted by entrepreneurs. Crowdfunding intermediaries are able to
convey these signals via internet to the investors. According to Ahlers et al.
(2015), retaining equity and providing more detailed information about risks
are effective signals and have a significant contribution to the funding success
of an enterprise. Their research notes that human capital, such as level of educa-
tion of board members, can produce a positive signal, while intellectual capital
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(patents) and social capital (alliances) did not show a notable correlation with
funding success (Ahlers et al. 2015, 976.).

In their paper, Leland & Pyle (1977) state that informational asymmetries
exist in numerous markets, but they are particularly pronounced in the finan-
cial markets. The informational disequilibrium in financing arises from the fact
that the borrowers typically know collateral and their own work and moral eth-
ics better than their counterparts. Thus, entrepreneurs possess “inside” infor-
mation about the projects for which they seek financing. Lenders would benefit
from a full disclosure of the true characteristics of borrowers, but in reality this
is infeasible for several reasons. Borrowers cannot be expected to be entirely
transparent about their characteristics, nor entrepreneurs about their projects,
since there may be significant rewards for exaggerating positive qualities. Fur-
thermore, the verification of these characteristics by outside parties may prove
out to be costly or even impossible (Leland & Pyle 1977, 371.).

The information asymmetry plays a key role in investors” decision-making
in crowdfunding and is one of the primary barriers in the financing of early-
stage ventures (Agrawal et al., 2016.). In the case of equity-based crowdfunding,
the informational transparency is crucial. In rewards-based crowdfunding the
funder is only required to be concerned about receiving the product he/she has
preordered. However, when funding a company by buying its shares, the inves-
tor needs to trust the entrepreneur to generate equity value by building a solid
profitable business. In addition, the requirements for equity-instruments in
crowdfunding largely differ from those of publicly traded security markets,
thus posing a relatively high risk for investors (Agrawal, Catalini & Goldfarb
2014, 68.). Moritz, Block & Lutz (2014) have explored the communication be-
tween the enterprise and the investors in equity-based crowdfunding. Their
research states that the overall impression of the venture, which constitutes of
characteristics such as perceived sympathy, openness and trustworthiness, is a
key factor in reducing information asymmetries in equity crowdfunding. Fur-
thermore, their paper suggests that the entrepreneur should embody these traits
in his/her public behavior as well as communicate the involvement of prior
investors and references from key customers and suppliers (Moritz et al. 2014,
28.).

In the context of crowdfunding, and especially equity-based crowdfund-
ing, the informational equilibrium is highly important. In a case where infor-
mation is not openly available for investors, the role of the intermediary in as-
sessing finance-seekers becomes increasingly important to ensure a tolerable
level of investor protection and keeping the incentives of each party correctly
aligned. Overcoming the barriers of asymmetric information will thus be a key
driver for winning platforms. In this regard, banks have existing data and as-
sessment tools that could facilitate lending-based crowdfunding, but the com-
petences for conducting proper due diligence for equity-instruments is lacking,.
Thus, outside experts, such as business angels or venture capital funds could
provide requisite capabilities to ensure adequate evaluation of enterprises for
banks to offer equity crowdfunding.
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2.3.1 Pecking Order Theory

Pecking order theory proposes that the cost of financing increases with higher
prevalence of asymmetric information. According to Brealey, Meyers & Allen
(2014), the asymmetric information affects the choice between internal and ex-
ternal financing by companies and also the choice whether operations should be
financed by debt or by issuing equity securities. The pecking order theory im-
plicates that companies prefer internal finance over debt and equity finance.
The essence of the pecking order theory lies in the examination of the effects of
asymmetric information - a term which indicates that managers are more aware
of their companies” prospects, risks and values than the outside investors. Prof-
itable companies prefer financing their operations with internal financing for a
simple reason that they do not need external financing. In a scenario where ex-
ternal finance is required, the companies prefer the safest security first, which in
this case is debt or hybrid securities such as convertible bonds. (Brealey et al.
2014, 468-467.) Brealey et al. (2014) note that according to pecking order theory,
external equity financing is a last resort according to the pecking order theory.

The pecking order theory cannot always be directly applied to all busi-
nesses as external investors can add value to the company through their owner-
ship. Garmaise (2001) further elaborates this by explaining that, if the investors
possess greater knowledge of the assessment of the project quality than the en-
trepreneurial team itself, the external equity financing is a signal of a high quali-
ty firm. The paper introduces an alternative pecking order, which is in contrast
to the original pecking order theory first introduced by Myers (1984). This theo-
ry takes into account the maturity of the firm, which is not considered in Myers’
original theory. Garmaise (2001) argues that the original pecking order theory
applies to well established enterprises whereas their revised theory is more ap-
plicable to young firms. In the paper the success of U.S. venture-capital firms is
also partly explained by their ability to purchase equity claims of the enterpris-
es they finance, a feat traditionally not existent in bank financing (Garmaise
2001, 2.). The model’s outcome is that junior equity (call-option) and debt fi-
nancing can be applicable to new firms without a loss of efficiency. Additional-
ly, it is proposed that entrepreneurs should always honor investors” request for
junior equity over debt, which is an opposing idea compared to the original
pecking order theory’s concept. (Garmaise 2001, 25.) Garmaise also states that
their theory applies to new firms whereas Myers’” (1984) theory is more applica-
ble to mature firms.

2.4 Resource-Based View

Company’s resources are vital in its ability to develop new product offerings.
Resource-based view stresses the significance of the unique resources and ca-
pabilities in firm’s strategy planning. Wernefelt (1984) defines a resource as an-
ything that can be thought as the strength or a weakness of a firm. Furthermore,
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he adds that the resources can be defined as the assets (tangible and intangible)
which are fixed semi-permanently to the firm. Hunt (2002) refers company’s
resources as bundles of potential services, while Penrose (1959) asserts that re-
sources themselves are not the inputs in the production process, but only the
services that the resources can render. Viitamo (2012) also describes in his re-
search that resource-based view stresses the significance of the unique re-
sources of the firm.
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FIGURE 5 A Resource-Based Approach to Strategy Analysis: A Practical Framework
(Grant 1991, 115.)

Based on the resource-based view, Grant (1991) has developed a practical
framework for firm'’s strategy analysis. The framework is outlined in FIGURE 5
and depicts a five-stage procedure for strategy formulation constituent of fol-
lowing procedures: analyzing the firm’s resource-base; appraising the firm’s
capabilities; analyzing the profit-earning potential of firm’s resources and capa-
bilities; selecting a strategy; and extending and upgrading the firm’s pool of
resources and capabilities (Grant 1991, 115.). The framework illustrates a con-
tinuous cycle where after each analysis the missing, required resources should
be replenished. In his paper, Grant (1991) emphasizes the critical role of the re-
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sources and capabilities of a firm in its strategy formulation and describes them
as the primary sources of its profitability.

Novel Fintech solutions enable profit oriented crowdfunding intermediar-
ies to serve market segments that banks could not serve efficiently. The innova-
tive approaches include behavior-based risk scoring models, high modulariza-
tion and automation of the services provided. In addition, improved technology
allows the construction of partnership ecosystems in which each partner focus-
es on providing the services of their core competences resulting in a unified
service bundle for capital seekers and givers (Haas et al. 2015, 2.).

Haas et al. (2015) remark that crowdfunding services are not entirely
unique compared to traditional banking services, as both aim at decreasing
transaction costs and information asymmetries. Their research further notes
that banks already possess some essential components required to provide
crowdfunding, such as account management and payment processes. In addi-
tion, banks have already established competences in meeting regulatory re-
quirements, which help meet the special requirements involved with the regu-
lation of profit oriented crowdfunding. Nevertheless, disruptive services such
as online matchmaking and automatized data-based risk scoring are quite novel
to traditional financial institutions.

Crowdfunding
Partner

IT Operations

Crowd-related Services Funding-related Services

Crowd Activation Matchmaking
[ Capital Seekers ] Customer Support ContraCfing & [ Capital Givers ]
Compliance

Investor Relations Risk Scoring

!

Payment Providers

Payment

Dunning & Debt
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I:I Traditional Services

Bank
I:l Disruptive Services L J
[:] Network Partner Banking
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FIGURE 6 Crowdfunding Service Ecosystem (Haas et al. 2015)
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In their study, Haas et al. (2015) present a modular model which enables a bank
to utilize crowdfunding (FIGURE 6). The model fulfills the gaps presented in
the framework by Grant (1991) by acquiring required competences from an ex-
ternal operator. The research of Haas et al. (2015) is based on the theory of
modularization which is described as: “The decomposition of one object into
decoupled single components with specified interfaces that can be combined to
create new single object configurations.” Two major principles of modulariza-
tion theory are cohesion and loose coupling. In this context, cohesion refers to
the intra-module cohesion of the module elements with loose-coupling refer-
ring to the inter-module dependency between the independent modules (Haas
et al. 2015, 3.). Previously modularization attempts have been mainly conducted
in a service context. Haas et al. (2015) identify eleven preliminary crowdfunding
services and their interdependence within an ecosystem:

e Matchmaking

¢ Contracting & Compliance
e Customer Support

e Risk Scoring

e Authentication

e Crowd Activation

e Investor Relations

e IT Operations

e Payment

e Banking

¢ Dunning & Debt Collection

These eleven services are divided into two categories based on whether they
represent traditional or disruptive services. Traditional services represent ser-
vices which can be provided by the bank as they possess the necessary skills,
experiences and capability to carry out these services. Disruptive services, on
the other hand, describe novel services which are beyond the experiences and
competences of the bank and require the involvement of an external service
provider. FIGURE 6 illustrates the interconnection between the partners and the
services provided by each partner while also illustrating the division of tradi-
tional and disruptive services.
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Based on the implications of the resourced-based view, we suggest that
banks possess several resources and capabilities to provide some components of
the lending-based crowdfunding by themselves. Collaboration with an external
service provider can facilitate the necessary components required for the provi-
sion of certain disruptive services, which applies to both lending- and equity-
based crowdfunding. Furthermore, it should be noted that equity crowdfund-
ing will most likely require further external monitoring and screening capabili-

ties to fulfill the resource gaps of banks.

2.5 Theoretical Comparison of Financial Instruments

TABLE 1 Overview of Different Sources of Finance. Modified from Lukkarinen et al. (2016)

Features Rewards-based Crowdfunding Business Angels

Equity-based Crowdfunding |cht— based Crowdfunding

Donation-based Crowdfunding |Financial Institutions

Venture Capital

Typical Funder ~ Various, many may have no Various, many may haveno  Various, many may have no Various, many may have no Vast experience in providing Former entrepreneurs

Background investment experience investment experience investment experience investment experience loans. Equity instruments not
often the core expertise
Source of Funds  Investing own money Investing own money Investing own money Investing own money Transforms deposits into credit  Investing own money
Funding Non-financial, e.g., products Shares Loans Donations Loans Shares
Instruments
Deal Flow Through web platform Through web platform Through web platform Through web platform Through physical branches, Through social and /or

some activities online angel networks

Due Diligence Very limited; may be C byi

by individual, if at all all

ividual, if at C by indivi
atall

,if No returns Conducted by business analysts Conducted by
individuals based on

their own experience

Geographic Investments made online: Investments made online: Investments made online:  Investments made online: Often provided by local Most investments local
Proximity of funders often distant from funders often distant from funders often distant from  funders often distant from branches

Funders venture venture venture venture

Post-funding Most remain passive Most remain passive Most remain passive Most remain passive Predeteminen repayment plans  Active (hands-on)
Role of Funders

Return on Financial return not relevant Financial return important Financial return important  No financial return (altruism)  Financial return important, Financial return
Investment (but not the only reason for  (but not the only reason for collaterals highly important important (but not the

investing) investing)

only reason for investing)

Finance, consulting,
industry

Investing other people's
money

Shares.

Through social
networks and proactive
outreach

Conducted by staff in
VC firm with potential
assistance from outside
firms

Invest nationally (or
internationally with
local partners)

Active (strategic)

Financial return critical

Previously, transaction costs have prevented small amounts to be offered to the
public as individual contracts would have exceeded the potential benefits of
individual investments. However, in recent years, the Internet has enabled the
offering of small investment opportunities to a large crowd. (Hornuf &
Schwienbacher 2014, 2.). Hornuf et al. (2014) further elaborate this by explaining
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that platforms can provide boilerplate contracts to crowdinvestors, which alle-
viates the process by eliminating the negotiation and drafting costs. This is far
more intriguing for the entrepreneurs as tailor-made financial contracts’ trans-
action costs can outweigh the potential gains of the contract. The tailor-made
contracts are traditionally used with business angels, who invest larger sums
and demand greater protection for their investments. In crowdfunding, the in-
vestor base is significantly broader and the sums invested are substantially
smaller which enables the attraction of non-experienced investors and the use
of standardized boilerplate contracts (Hornuf et al. 2014, 15.).

TABLE 1 illustrates the difference between crowdfunding instruments and
traditional equity instruments. There are several similarities between the new
forms of finance and traditional equity instruments. Equity-based crowdfund-
ing bears closest resemblance with angel and venture capital investments as all
three investments result in ownership in the target company. The most signifi-
cant variations between crowdfunding and traditional financiers can be found
in the backgrounds of the investors, deal flows, due diligence, geographical
proximity of the investors and the post-funding role of the investors. Crowd-
funders are often inexperienced investors, which emphasizes the due diligence
responsibility of the finance provider. Banks’ core competences lie in the origi-
nation of loans, whereas equity investments are relatively new to them. In order
to provide equity crowdfunding, a proper due diligence mechanism is required.

251 Equity Crowdfunding vs. Traditional Equity Instruments

Helping to
Overcome

Funding
Difficulties

Facilitation
of Further
Funding

Investee

Involvement
Company

Provision of
Contacts

FIGURE 7 Framework of Business Angel Benefits (Macht & Robinson 2008)
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Agrawal et al. (2016) state, that information asymmetries are prevalent in equity
crowdfunding as well as in other markets for equity capital. These are frequent
in the assessment process of new ventures as the company information is not
completely transparent for investors. Business angels face similar problems in
their investment decision-making as some of the core information is tacit.

Deakins & Freel (2003) describe business angels (BAs) as wealthy individ-
uals who invest their private money and experience in small, unlisted enter-
prises with which they have no family connection. The capital provided by BAs
is referred to as “informal venture capital” as a separation from institutional-
ized venture capital (VC) financing. Despite the separation, both BAs and VCs
typically invest in companies in exchange for an equity stake. The exact size of
the business angel market is unknown due to BAs willingness to remain anon-
ymous about their investments (Macht & Robinson 2008, 188.). Aside from
providing funding for enterprises, business angels can benefit investee compa-
nies in several other ways. Harding & Cowling (2004) note that business angels
can also provide management expertise, access to networks, technological stim-
ulation and help in obtaining further funding. Macht & Robinson (2014) remark
that while business angels invest similar amounts that can be raised through
crowdfunding, they are not sufficient to overcome the funding gap for majority
of small companies. Business angels require investees to showcase high growth
potential, which excludes companies with limited growth prospects. Further-
more, business angels invest into only a small fraction of companies they en-
counter, the number of business angels is limited and they tend to favor geo-
graphically proximate ventures and some businesses lack “investment readi-
ness”, meaning these companies require time and capital to become attractive to
business angels.

Despite a few high-profile stories of the success of angel investments, the
majority of these investments will never prosper. Freedman & Nutting (2015)
note that some of the investments are moderately to very successful but yet,
most of them are losses. The possibility of a meteoric growth in the value of the
startups is equally accompanied with a risk of slow growth or a complete fail-
ure. Successful angel investors typically diversify their risks by investing in
multiple startups, thus increasing their chances of finding the golden goose of
startups (Freedman & al. 2015, 17.). Similar risks are involved in equity-based
crowdfunding and it is probable that the market will showcase parallel insol-
vency rates in the future.

Apart from obvious financial rewards obtained by businesses, the angel
investments usually also offer strategic benefits. Angel investors involvement
enables the creation of close associations with developers, inventors, entrepre-
neurs and well-connected directors of companies. Furthermore, angel investors
may become affiliated with the enterprises in the role of strategic partners,
board members or paid consultants. The participation can offer an insider look
at innovative business models and products, new technology and proprietary
research. In the later phases of the company, the angel investors who have al-
ready made investments, may have an opportunity to further invest in future
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rounds of angel, venture and pre-IPO financing. There are also social rewards
for angel investors, such as community development, job creation, supporting
of their favorite products and services as well as helping people fulfill their
dreams (Freedman & al. 2015, 17.). Haas et al. (2014) have also found similar
non-monetary motivations with crowdfunding investments. Equity-based
crowdfunding draws comparison to business angel and venture capital invest-
ments as all types invest their money in exchange for company shares. The key
difference derives from the post-investment involvement of investors. As op-
posed to the active role assumed by angel investors in the post-investment face,
the crowdinvestors rarely have an opportunity to get involved with the busi-
nesses.

The equity-based crowdfunding differs from angel and venture capital in-
vestments in its process, as the transactions are intermediated by an online plat-
form (Wilson & Testoni 2014, 4.). According to Hornuf & Schwienbacher (2014),
the platforms offer standardized contracts to the issuer, provide marketing and
guidance to the entrepreneur, and function as an investor network by advertis-
ing the securities on the platform. In exchange for the provided services, the
platforms charge a previously determined success fee of the transactions. Gen-
erally, if the minimum threshold is not reached during a pre-specified funding
period, the investments are returned to the investors (Hornuf & Schwienbacher
2014, 6.).

The financial aspect is not the sole driving force behind the investment de-
cision, but similarly as in angel financing, the social and emotional factors play
a key role in the process. According to Wilson & Testoni (2014) crowdinvestors
tend to invest in enterprises that share their own values, vision or interests. The
top three motivations for investors to fund startups are the desire to help entre-
preneurs in starting their businesses, the ability to exploit tax reliefs and the
hope of achieving financial returns (Wilson & Testoni 2014, 5.). Haas et al. (2014)
express their concerns over equity-based crowdfunding, where costs and han-
dling of an overwhelmingly broad co-owner structure may be too high, thus
possibly complicating a future sale of the company.

In his paper Garmaise (2001) examines the pecking order theory in the
context of venture capital funding. Garmaise (2001) justifies the attractiveness of
angel financing to entrepreneurs by the provision of expertise in addition to
sheer funding. In the case of crowdfunding, the funders comprise of a hetero-
geneous group of individuals who often do not possess expertise of the field
whereas venture capital investors can often add value to the company by their
existing experience. (Macht & Weatherston 2014, 11.).

The asymmetric information for companies funded by crowdfunding can
generate different types of operating risks compared to ones funded by angel
investors. The difference stems from the screening of the company, which in the
case of crowdfunding, is not performed by professional investors. The infor-
mation, such as production costs and operating efficiency, on which crowdin-
vestors rely on, is largely based on the appreciation of the founders, which in-
creases the operating risk compared to angel finance (Hornuf et al. 2014, 13.).
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Schwienbacher (2014) describes a second risk-factor concerning the information
asymmetries of crowdfunding. In a scenario where the fund-seeking company
runs prematurely out of funds, the angel investors are more likely to reinvest
further funds into the company. In the case of crowdinvesting, however, com-
panies can only raise additional funding when there are tangible results and
visible progress, as the crowdinvestors do not possess insider information of the
company, thus posing a threat to the continuity of company’s operations (Hor-
nuf et al. 2014, 13.).

2.5.1.1 Syndicates

Agrawat et al. (2016) propose syndicates as a solution for overcoming the in-
formation asymmetries in equity-based crowdfunding. Syndicates are a consor-
tium of angel investors and crowdinvestors but can involve angel groups and
venture capital (VC) funds as well. In this model, business angels (BAs) func-
tion as leads who provide the due diligence and progress monitoring on the
behalf of the investors. Rather than just screening the potential investments,
leads also invest their own money into the enterprises, which in turn is backed
by the investors (backers). The syndicate “lead” provides a written investment
thesis for each investment he/she makes and discloses potential conflicts of in-
terest regarding the investment. The investors who choose to back the leads
agree to invest in the same terms as the lead and to pay the lead a carry (com-
mission) for their investment opportunity (Agrawal et al. 2016, 114.).

According to Agrawal et al. (2016), syndicates solve the information prob-
lem by aligning the incentives of both leads and backers. The lead investors are
faced with a reputational and financial penalty for poor performance and in
turn, gain reputational and financial rewards for good performance. The entre-
preneurs also face reputational risk for not delivering promised actions and re-
sults to the lead. Agrawal et al. (2016) conclude that this model aligns the incen-
tives of all participants involved in the investment process.

There are three principal costs associated with asymmetric information in
angel investing: general awareness of the deal, transaction costs and due dili-
gence (Agrawal et al. 2016, 116.). Agrawal et al. (2016) state that the first two
costs have been successfully reduced by equity crowdfunding platforms but the
due diligence continues to be an issue. Despite the communication of key ele-
ments of ventures and cost-effective processes, the investors face a high cost of
conducting due diligence on their own. The syndicates resolve this issue by
providing ability and incentive for the leads to leverage the information they
gather through their relationships and by conducting due diligence on behalf of
other investors (Agrawal et al. 2016, 117.).
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FIGURE 8 Cumulative Number of Successful Syndicated and Non-Syndicated Deals on
AngelList (Agrawal et al. 2016)

FIGURE 8 illustrates the difference between syndicated and non-syndicated
deals based on data from an investor-matchmaking service AngelList. The fig-
ure exemplifies the substantial difference between the two types of crowdfund-
ing signified by the number of successful deals.

2.5.2 Lending-based Crowdfunding vs. Bank Financing

According to Palmer (2015), the price of capital is not in fact the main driver for
entrepreneurs when seeking funding for their projects. From a range of inter-
views Palmer (2015) conducted with entrepreneurs who had funded their ven-
tures by crowdfunding, he came to a fascinating conclusion. The main driver
for entrepreneurs to choose crowdfunding over bank financing was not the eli-
gibility, but instead, the rigid and slow application process of banks. Further-
more, crowdfunding platforms allow entrepreneurs to fill out a loan application
outside of normal business hours, which for now is not the case for banks
(Palmer 2015, 189.). Palmer (2015) further elaborates that the application process
for banks can take up for weeks due to high level of bureaucracy whereas
crowdfunding platforms can perform similar assessments just under 48 hours.
Green (2014) has found similar obstacles in banks’ lending process. He de-
scribes how small-business owners are often required to provide hand written
application forms, personal financial statements and printed copies of other in-
formation. All the documents will then be handled by two or more people
which can waste valuable time and in some cases information due to the mis-
handling of physical documents (Green 2014, 16.). Green (2014) notes that the
large quantity of gathered information is due to the tight regulations imposed
upon banks. According to him, banks traditionally assess bank loans against the
tive Cs of credit: capacity, capital, credit, collateral and capital. Green (2014)
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adds that the rigidness of the process can eliminate some potential borrowers
from applying a loan. Despite acknowledging the flaws in the system, few
banks have adopted new processes in the handling of loan applications. Inte-
grated technology could simplify the transfers and the examination of infor-
mation for both parties of the process (Green 2014, 8.).

2.6 Previous Research

Number of crowdfunding related studies have emerged along with the popu-
larization of crowdfunding in enterprise financing. Due to being a relatively
recent phenomenon the research papers largely follow a “phenomenon-based
approach” which involves constructing a definition and description along with
a differentiation to related subjects and concepts (von Krogh, Rossi-Lamastra &
Haefliger, 2012). Before the term crowdfunding had been coined, scientific arti-
cles on lending-based crowdfunding applied terms “social lending” and peer-
to-peer (“P2P”) lending (Hulme & Wright, 2006; Freedman & Jin, 2014, 2008).
The first scientific papers using the term crowdfunding were mainly examining
the legal issues under the U.S. law. The discussion of venture financing through
crowdfunding was first discussed by Belleflamme, Schwienbacher and col-
leagues (Belleflamme, Lambert & Schwienbacher, 2010., 2013a, 2013b; Belle-
flamme & Lambert, 2014; Schwienbacher & Larralde, 2012). Plenty of scientific
papers have since emerged, following a descriptive, explanatory or concept-
based approach, often accompanied with case studies within the authors’ na-
tional context (Giudici et al., 2012; Hemer et al., 2011; Hemer, 2011; Ingram, Tei-
gland, & Vaast, 2014; Klaebe & Laycock, 2012; Kortleben & Vollmar, 2012; Mar-
tinez-canas, 2012; Meinshausen et al., 2012; Mitra, 2012; Tomczak & Brem, 2013;
Vitale, 2013; Wheat, Wang, Byrnes, & Ranganathan, 2013).

The research of crowdfunding literature can be divided into three distinct
categories (Moritz & Block, 2014):

1. Literature focused on capital seekers
2. Literature focused on capital providers
3. Literature with a focus on the intermediary

The most relevant of these categories, concerning this paper, is the examination
of the role of intermediaries, while the focus on capital seekers and capital pro-
viders constructs a backbone for the examination of platform development.
Literature on capital seekers is mainly focused on the motivations for
crowdfunding, the determinants of success and the legal issues and restrictions
of equity-based crowdfunding. Belleflamme et al. (2013b) identify three distinct
reasons for entrepreneurs to finance their projects through crowdfunding.
These are collection of funds, public attention and receiving feedback of their
products and services. Gerber et al. (2012) have ended up with very similar re-
sults in their research. The results of their semi-structured interviews of entre-
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preneurs resulted in five different categories of motivation: financing, forming
relationships and networks, self-affirmation, replication of success stories and
increased awareness of the product. Crowdfunding can also solve the problem
with a possible funding gap in the early stages of a company’s life cycle (Hemer
et al. 2011, 30.). Additional identified reasons for pursuing finance through
crowdfunding are speed and flexibility of the funding, little formal obligations,
market product testing, multiplier effects, positive signaling effects and taking
advantage of the “wisdom of the crowd” for company activities (Hemer et al.,
2011, 77; Hienerth & Riar, 2013; Macht & Weatherston, 2014; Surowiecki, 2004).

The research on capital providers has largely focused on the motivations
of the capital providers in participating in crowdfunding and the factors that
influence their investment decisions. According to Allison et al. (2014) & Lin et
al. (2014) capital providers are not solely motivated by financial aspects of
crowdfunding, but their motivations can be of visceral nature. Aside from the
financial motivation, the social reputation of a company and intrinsic motives
play a key role in the investment process. Ordani et al. (2011) have found in
their interviews with founders and employees of three crowdfunding platforms,
that capital providers share some common characteristics. They are described as
innovation-oriented, interested in interacting with each other, identifying them-
selves with the company or the product, and being interested in the financial
result of the target company.

The research into crowdfunding intermediaries and examination of the
best model for businesses remains scarce, with only few articles being examined
compared to the previous two categories, despite the existence of a variety of
different crowdfunding platforms. The intermediary serves both parties of the
crowdfunding transaction process by providing information and functioning as
a communication and execution portal. The informational aspect can reduce
information asymmetries and by this lower the risks of the participating parties
(Allen & Santomero, 1997; Berger & Gleisner, 2009; Elsner, 2013; Haas, Blohm &
Leimeister, 2014, Leland & Pyle, 1977). Platforms can also function as a trust
builder between the market participants (Burtch et al., 2013a; Greiner & Wang,
2010). Chen et. al. (2013) examined if the auction model in crowdfunding mar-
kets leads to an optimal result for market participants by analyzing data of the
auction model used on Prosper.com until 2010. The auction model functions in
such way that the interest rate of the borrower is determined by the number of
bids by the capital providers. Chen et al. (2013) concluded in their research that
this model does not provide results in the best interests of the capital seekers. In
addition, the model is less transparent and more complex than a fixed interest
rate model from the capital providers’ perspective when profit-sharing is ap-
plied.

In their research paper, Belleflamme, Lambert & Schwienbacher (2014) ex-
amine the financing selection from the entrepreneur’s standpoint. They distinct
two forms of crowdfunding in their study, pre-ordering in which early inves-
tors receive a product in advance and profit-sharing in which consumers pro-
vide money for the entrepreneur in exchange for future profits. Belleflamme et
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al. (2014) have found that entrepreneurs prefer the pre-ordering over profit-
sharing when the initial capital demand is relatively small. On the other hand,
entrepreneurs prefer the latter option in a situation where the amount of re-
quired capital is larger. The pre-ordering mechanism allows entrepreneurs to
attract customers by price discrimination as the individuals who choose to fund
a product in advance will receive benefits over other customers by early access
to products or in the form of discounted prices of the final product. This model
will be applicable in the early stages, while launching the first products. How-
ever, as the volume of business grows and the capital needs increase, the dis-
crimination strategy will force entrepreneurs to distort the prices in a way that
is not optimal for the profitability of the initiative. In the case of profit-sharing
the entrepreneurs are not forced to create concentrated incentives, but instead
solicit investors without affecting the profitability itself. (Belleflamme et al. 2014,
586.)

Lukkarinen et al. (2016) have found in their research that traditional in-
vestment criteria such as business features, as well as financial and legal fea-
tures are not determining factors in the success of equity-crowdfunding cam-
paigns. Instead, their research indicated that softer criteria were more indicative
of the success of these campaigns. Their research indicates that campaign suc-
cess is related to predetermined campaign characteristics, networks and under-
standability. The relevant campaign characteristics are the amount of money the
company is seeking to raise, the smallest accepted investments size, the dura-
tion of the campaign and whether or not, financials have been provided. The
networks criterion contains two characteristics. First, the more funding the
company has been able to collect prior to the campaign is indicative of success.
Second, presenting the campaign in social media is a positive predictor of suc-
cess. The understandability criterion, as measured by whether company’s
products are targeted directly to consumers, is indicative of success. This is de-
rived from an assumption that consumers may be more comfortable in invest-
ing in products that they know or understand (Lukkarinen et al. 2016, 35.).
Lukkarinen et al. (2016) conclude their research by stating that the investment
decision making of equity crowdfunding investors resembles more of that of
providers of other types of crowdfunding than traditional providers of early-
stage financing.

The most relevant studies related to this paper have been published by
Haas et al. (2014-2016). Their studies focus on the examination of the role of in-
termediaries in crowdfunding. Haas et al. (2014) present three archetypes of
crowdfunding intermediaries: Hedonism (reward-based), Altruism (donation-
based) and For Profit (equity- & lending-based), based on the underlying in-
strument provided by the intermediary. They define crowdfunding as: “Digital-
ly transformed model of financial intermediation with crowdfunding embed-
ded in the theory of two-sided markets and financial intermediation.”

In their paper Haas, Blohm, Peters & Leimeister (2015) examine applica-
tion of disruptive innovations in the banking industry with crowdfunding plat-
form design as their primary focus. The results are retrieved from an ongoing
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crowdfunding project with an unidentified Swiss Bank. Their research resulted
a depiction of a modular design combining the strengths of banks existing ca-
pabilities with the processes of an outside crowdfunding platform. In order to
research the utilization of crowdfunding, an interdisciplinary project team was
set up consisting of researchers specialized in crowdfunding and innovation
management, researchers specialized in service engineering, and bank execu-
tives specialized in innovation management and banking services. Their re-
search process was structured in three cycles. First cycle focused on conceptual-
ization to identify a fitting market segment for the application of crowdfunding,
to derive crowdfunding services, and to determine ecosystem partners. The ob-
jective of the second cycle is to decompose the identified crowdfunding services
on a process level to develop modules as building blocks for the profitable utili-
zation of crowdfunding service bundle by enabling synergies and management
of the service ecosystem. Third and final cycle consists of the actual implemen-
tation of the modules and the service bundle (Haas et al. 2015, 4-5.). Haas et al.
(2015) argue that a modular design could enable a bank to utilize crowdfunding
without having to provide the whole infrastructure by itself. At the time of the
publication, cycle 1 was completed while cycle 2 was in action. As concluding
remarks, Haas et al. (2015) remark three contributions that they expect to re-
trieve from their research project. First contribution is expected to expand the
findings of existing research of crowdfunding by considering crowdfunding as
modular, IT-enabled service bundle performed within an ecosystem. Second,
their study illustrates a dynamic Internet phenomenon, such as crowdfunding,
affects an established industry. Final contribution is expected to expand the
modularization and service research.
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3 METHODOLOGY

As stated earlier, crowdfunding at its current form is a relatively new phenom-
enon in enterprise financing. The unestablished phase of the market imposes
some limitations for research with the most prevalent barrier being the lack of
analyzable data. This limits especially the application of quantitative methods
in examination of the realized profits in the crowdfunding market. Nevertheless,
crowdfunding is a fascinating topic to examine for its topical and constantly
developing nature, backed by the high annual growth rates of the market. Due
to the lack of market evidence, it is sensible to survey the opportunities of the
market and seek validation and possible deviations from existing research re-
sults by qualitative methods. Furthermore, the development of the financial
industry supports the examination of the implementation of novel financial in-
struments within the banking industry. The study is conducted in cooperation
with a New Business Development unit of a Finnish bank.

The aim of the empirical study is to explore banks” prospects of entering
the fast-developing crowdfunding market. Several components are examined in
the research, most notably the motivation and willingness of banks in adopting
crowdfunding, the threats and opportunities imposed on banks by the phe-
nomenon and furthermore, the exploration of an optimal form and operational
model for crowdfunding in the framework of the banking industry. The re-
search design considered most appropriate to address the research questions of
this study is an exploratory field research, relying on interviews conducted with
banking professionals.

Edmondson & McManus (2007) define field research as a systematic study
of original data - qualitative or quantitative - gathered from real settings. De-
horatius (2011) continues by stating that field research is critical to the devel-
opment of scientific knowledge within operations and supply chain manage-
ment, and is commonly characterized by a detailed understanding of the prac-
tice of operations in a particular firm, business, or industry. Edmondson &
McManus (2007) list four essential elements of field research along which the
study should be constructed by: the research question, prior work, the research
design, and the contribution to literature. The research question defines the the-
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oretical and practical significance of the study while establishing the boundaries
for the research. The less extensive the prior literature, the broader the research
question might be. The research design, which includes collected data and the
type of data collection and the analysis methods, is derived from the research
question. The final element proposed by Edmondson & McManus (2007), refers
to determining the theoretical contribution of the findings, building connections
with existing literature and summarizing key practical results. The results
should convey the new theory generated by the research or possible deviations
and novel findings of the phenomenon (Edmondson & McManus 2007, 1156.).

According to Meredith (1998), case/field research is an example of an al-
ternative research paradigm known as interpretivism. Interpretivism applies
both quantitative and qualitative methodologies in the quest for understanding
certain phenomena. The essence of field research lies in the duality of being sit-
uationally grounded, while seeking a sense of generality. Meeting both re-
quirements satisfies the duality criterion. Conducting a situationally grounded
research requires being empirically disciplined and taking into consideration
the specific contextual characteristics already in the data collection phase. On
the other hand, the findings induced from empirical data must be applicable in
some extent outside the research subject. The sense of generality involves an
attempt to go beyond the empirical context and seek broader theoretical com-
prehension through abstraction (Ketokivi & Choi 2014, 234.). Benbasat & al.
(1987) have identified three major advantages of case research. First, the phe-
nomenon can be examined in its natural surrounding and it allows meaningful,
relevant theory to be generated from the understanding gained through observ-
ing actual practice. Second, the case method enables a deeper understanding of
the nature and complexity of the phenomenon by asking why rather than just
what and how. The final advantage of case research is that it allows early, ex-
ploratory examination of the subject while the variables remain unknown and
when the phenomenon is not yet fully understood.

3.1 Data Collection

Two methods of data collection were used for this research. The primary data
was collected by conducting seven semi-structured interviews with banking
professionals. Secondary data is derived from the examination of previous re-
search and reports on crowdfunding. Interviewees were selected by their in-
volvement in the banking industry with a special emphasis on their association
with crowdfunding related projects. The seven interviews were conducted with
banking professionals from four different countries. Geographically four of the
seven interviews were conducted with Finnish representatives with the remain-
ing three individual interviews being composed of professionals from Germany,
Netherlands and Switzerland. All interviewees, apart from the representative of
the Ministry of Finance of Finland, work for a major cooperative bank in their
respective countries. The Ministerial Adviser brings a legislative perspective for
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the research, as he was a central figure in the drafting process of the Finnish
Crowdfunding Act.

Despite, being conducted for a Finnish banking institution, the interna-
tional scope for the thesis can be justified by widening the angle of the research
and by providing alternate results from similar banking institutions in different
countries. Finnish interviewees were interviewed in Finnish while the rest were
conducted in English. All the quotes are represented in English and the direct
quotes of the Finnish interviewees were translated into English.

The interviews were conducted throughout August, 2016. The structure of
the interviews followed a semi-structured questionnaire framework, which was
not intended as exhaustive. Rather, the interviews were structurally designed as
flexible, guided by the individual expertise of each interviewee. All interviews
were recorded and transcribed into text form. The transcriptions were written
word by word excluding duplicate phrases and comments irrelevant to the top-
ic. The results of the interviews are reflected on the pre-existing theoretical re-
search in the field of crowdfunding. The data was subsequently retrieved from
the transcribed interviews by analyzing the text and identifying the prevailing
themes in the interviews.

The list of interviewed professionals signified with their titles and respective
countries:

e Business Manager at a Dutch bank

e Head of Capital Markets Financing at a Finnish bank

e Head of Marketing at a Swiss bank

e Ministerial Adviser at Financial Markets Department in the Ministry of
Finance of Finland

e Business Development Manager at a Finnish bank

e Product Manager at a Finnish bank

e Senior Consultant at a German bank
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4 RESULTS

4.1 Background of the Phenomenon

The emergence and prominence of crowdfunding and other alternative forms of
finance can be traced back to the global financial crisis. Banks willingness and
ability of carrying risks has declined in the aftermath of the crisis and has been
further restricted by the tightened regulation imposed on banks after the crisis.
Subsequently, a funding gap has emerged for some enterprises limiting the fi-
nancing of their ventures (Lukkarinen et al. 2016, 27.). Business manager at a
Dutch bank, describes the events leading to the emergence of crowdfunding:

After the crisis, there was a look for alternative finance for SMEs and crowdfunding
initiatives started, especially (platforms) like Kickstarter where there was a sell offer
of items and promotion for arts and sports. As the crisis became more and more ap-
parent, the banks couldn’t provide all sorts of finance and platforms started to ap-
proach the SMEs. First it started off with a pure crowdfunding where the platform
offered a podium where SME could present itself and organize all friends and rela-
tives and the best way to take care of administration, handling money and all sides.
Over the time, more crowdinvesting platforms got the bigger part of the market
share.

Based on the conducted interviews, all respondents saw digitalization as one of
the core factors in the future development of the banking industry. The views of
banking professionals on the evolution of the industry were relatively unani-
mous. Each interviewee considered the adoption of digital solutions vital in
adapting to the disruption of the industry. Crowdfunding was generally per-
ceived as one form of adjustment to the disruption, rather than being an eco-
nomically significant move at this stage. As the Head of Capital Markets from a
Finnish bank described:

Banks think this through the disruption, rather than having a major business oppor-
tunity at this point. It is more about how banks should alter their own business mod-
el.
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One of the interviewees described the significance of crowdfunding as such:

I believe that crowdfunding is really one of the most important innovative business
models that arose from the whole digitalization of the banking sector, because before
that you weren’t really able to do something like that. If you needed a loan, you had
to go to a bank, but now thanks to digitalization, the Internet, social networking, now
you have an alternative, so to speak. (Senior Consultant at a German bank)

As shown above, the emergence of Internet-based finance providers has not
gone unnoticed by banks. The current rigorous banking processes are slow and
inefficient compared to automatized processes of the alternative financial ser-
vice providers. An interviewee illustrated the rigorous application process in
banks as such:

If you apply for a loan, you first speak to a clerk whose hands are pretty much tied
up, after which you're transferred to a separate credit unit, even though the bank has
all your information. In there, someone with a slightly higher rank will give the cred-
it decision, apparently by inserting your information to some Excel sheet or to a pro-
gram. And, this process can take for days. (Ministerial Adviser at Financial Markets
Department in the Ministry of Finance of Finland)

The example demonstrates the rigidity of the banking process which has largely
remained unaltered apart from transferring parts of the process into a digital
environment. New alternative finance providers offer faster application pro-
cesses due to automatized rating systems which rely on advanced algorithms.
The data is retrieved from public registers and from information provided by
the applicants online. Thus, the fund-seeking enterprises can receive their indi-
vidual credit rating and credit decision instantly. A respondent detailed the ad-
vantages of the novel processes:

It is far more automatized and quicker process, which is why I'm not surprised that
in some cases enterprises are willing to pay higher premium for it. Furthermore,
there are hardly any collaterals or covenants involved, as is the case with bank loans.
When banks lend money, they want to ensure that they can get their money back,
and usually there are quite restrictive terms, which can be detrimental to growth-
seeking startups and SMEs. (Ministerial Adviser at Financial Markets Department in
the Ministry of Finance of Finland)

The responses indicate that crowdfunding could provide a channel for banks to
cater riskier clients, which currently cannot be served due to regulatory con-
straints. Furthermore, crowdfunding could be the determining factor for banks
to transform some of their processes into the digital era.

4.2 Risks Involved with Crowdfunding
4.2.1 Reputational Risk

A recurring theme among the interviewees, regarding the risks of adopting
crowdfunding, was the reputational risks associated with crowdfunding. This
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section examines the reputational risk aspect of crowdfunding. An interviewee
noted that the reputation of the bank is beneficial in soliciting investors, but it
also increases the importance of acting responsibly towards the customers. A
respondent from a Finnish bank described the special characteristics of banks
entering the crowdfunding market:

Undeniably, banks have had, and still have different capital adequacy requirements
and other conditions, which definitely are the root cause for very different risk poli-
cies in comparison to the smaller players. Banks surely examine this more from the
perspective of a traditional financier. They want to assess the risks and benefits bit
more carefully (Business Development Manager at a Finnish bank)

She further detailed the risks involved with crowdfunding from banks” perspec-
tive accordingly:

I guess the negative issues are similar with the positive ones. In a way, with reputa-
tion, it can open opportunities of collecting investments from new target groups.
Then again, the flip side of having a good reputation and certain expectations (from
investors) is that there is also a lot more to lose. Banks’ strength in general, is that the
risks are maybe evaluated a bit more thoroughly and crowdfunding, being a risky
and new market, poses a question what will happen in the next five years. How big
of a percentage of those who can pay back their loans today, will also be able to re-
pay their loans in later years. In one sense, there are more platforms, more funding
channels, which naturally lowers the threshold (for the capital-seeking agents) in re-
ceiving financing. Inevitably, bad actors will appear in the market. In a way, there’s
more to lose on the reputational side (for banks). (Business Development Manager at
a Finnish bank)

The immaturity of the market is one factor causing the banks to take a caution-
ary approach towards crowdfunding. The potential profits and defaults have
not yet been realized in the market, which makes it hard to evaluate the benefits
of entering the novel industry. When asked whether banks possess a competi-
tive advantage in crowdfunding, one of the respondents discussed the potential
reputational risks involved in the full intermediation of loans:

[...] there is a lot of reputational risk, if we assess the clients and we let investors take
a full risk. So, in the way of our model, we take half of the risk and we give out half
the loan towards the crowd. That is the situation that might be acceptable. We don’t
know yet, if there is a market for the way we do right now. Only assessing the loans
and then giving them out to investors, that is too much of a reputational risk at the
moment, but that might change in the future or we should find another label, not
under our flag. I don’t know yet, how the public will react to this, but right now, the
reputational risks are way too high. (Business Manager at a Dutch bank)

A representative of a German bank also weighed the reputational risks in-
volved with crowdfunding, reflecting it against the results indicated by the
peer-to-peer lending market:

When you look at classic peer-to-peer financing where private customers take out
loans from private investors, I believe it carries a large reputation risk for your bank.
Because usually loans are rather anonymous. So, if I put my money into my bank ac-
count, of course the bank is going to hand out loans but I as an investor don’t know
exactly which loans. But, with a crowdfunding platform you suddenly have a trans-
parency depending on how the platform works. But, if you follow that classic model
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where the first peer-to-peer loaning platforms came up with, that you can actually
see like a social network profile of the borrower, you have to ask yourself as a bank
whether you want to get involved with that, because there’s always going to be some
kind of reputation transfer. Especially when a loan defaults. I'm not sure if you really
want to put your own bank brand in association with such a platform. I think it’s bet-
ter suited for business to business customers, so like corporate loans. (Senior Con-
sultant at a German bank)

Another respondent saw reputational risk as one of the core factors preventing
banks entrance to the crowdfunding market:

If you think of this, there is a reputational risk for banks. When customers invest in it,
they have to understand what they’re doing. This is of course a reason why banks
haven’t applied this (crowdfunding) before. The reputational risk has been evaluated
higher than the potential benefits. That’s the biggest obstacle in my opinion. What
I've seen, when I have observed the market, crowdfunding platforms and enterprises
applying for funding, there are very vague future prospects, and other things pre-
sented by enterprises. Also, after the funding round, the implied market value is not
often there. In some cases, the future scenarios seem to be completely fabricated, just
to make them sell well. (Product Manager at a Finnish bank)

The representative of the Ministry of Finance of Finland also acknowledged the
reputational risks involved with crowdfunding, and especially with equity-
based crowdfunding. He noted that, although, the legislation was drafted with
relatively light disclosure obligations in mind, it does not prevent banks from
providing additional relevant information to the investors:

From banks” perspective, it is essential. Currently, banks are entering the market, one
way or another, and for them, the reputational risk is even higher. Our legislation
does not prevent (banks) from telling additional information or highlighting the risks
beyond the requirements of our legislation. (Ministerial Adviser at Financial Markets
Department in the Ministry of Finance of Finland)

The reputational risks involved with crowdfunding are major barriers to entry
for banks. The assessing of startups and growth-seeking enterprises is not
among the core competences of banks and can intricate the selection of ventures.
Furthermore, the market is still immature and the defaults are yet to be realized,
which could prove out to be detrimental image-wise, especially when investors
carry all the risk. Providing crowdfunding under a different brand could allevi-
ate the reputational risks for banks, while clear communication of the related
risks should be conducted as explicitly as possible to the investors.

4.2.2 The Significance of an Aftermarket

Crowdfunding instruments are fundamentally similar with their traditional
counterparts. The key difference that came up during the interviews was the
lack of an aftermarket, which reduces the market efficiency. As one of the re-
spondent described the differences between traditional and crowdfunding in-
struments:

All the other instruments have an aftermarket. This one (crowdfunding) doesn’t have
one yet, but surely someone will construct it at some point. In some sense, the differ-
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ence is similar to comparing derivatives to common stocks. The uncertainty of the
payback is quite significant. (Product Manager at a Finnish bank)

Another respondent considered the lack of aftermarket as a major issue with
crowdfunding instruments:

This is one of the biggest drawbacks of the market at this moment, although I see this
as a temporary thing. With these stocks, you don’t have an aftermarket and if you
look at the platforms, the selling of stocks can in some cases even be forbidden, you
can’t participate in the shareholder meetings, you don’t have voting rights and you
can’t sell them to your friend, which makes it kind of an incomplete product. Also,
often you won’t get any dividends until five years or so and in the worst case you
end up with nothing. Without the aftermarket, you can get rid of the stocks either by
the company buying back its shares or in a case where the company lists its stock in-
to some aftermarket. (Head of Capital Markets at a Finnish bank)

A problem regarding the liquidation of the investments is further caused by the
relatively small size of the funded companies. The companies funded by crowd-
funding are often too small for an IPO, which diminishes the exit opportunities
of crowdinvestors. On the other hand, a proprietary aftermarket for crowdfund-
ing instruments could solve this problem but would also require relatively high
volumes to function properly.

4.3 Benefits of Providing Crowdfunding

Respondents described several motivations for entering the crowdfunding
market. Due to the immaturity of the market, the financial motivations were not
regarded as the key reason for banks to enter crowdfunding. Instead, the re-
spondents described the adjustment to the digital disruption of the industry
and reputational factors as the most prominent motivations. One of the re-
spondents elaborated their motivations for providing donation-based crowd-
funding;

Mainly it’s reputation, so uplifting the (image of) cooperative banks who really have
had a bit of a laidback reputation, not being really top notch in terms of digitalization.
With that, we try to really modernize our image, be close to the people and really
help the people, so that's number one. And then secondly, the cost reducing aspect of
the sponsoring side. (Head of Marketing at a Swiss bank)

The comment supports the argument that financial motivations are not the only
reason for banks to provide crowdfunding. Crowdfunding can help boost
banks” image as a digital player and allow them to facilitate charitable projects
in an online environment.

A recurring topic among the interviewees and in crowdfunding research is
that crowdfunding could provide a platform for offering financing to enterpris-
es which are commonly regarded as too risky for traditional financial institu-
tions. Crowdfunding platforms have focused on this segment, which traditional
finance institutions cannot currently serve efficiently. An interviewee elaborat-
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ed the possibilities of applying this type market funding mechanism by ac-
knowledging crowdfunding as an opportunity to expand banks current offer-
ings:

Here we're talking about a very traditional banking business, financing and how it
could be expanded to the smaller end. Also, when we're talking about the facilitating
of funding, it is market funding. The money doesn’t come from bank’s balance sheet,
but instead, it is collected from the market. Traditionally this has been available only
for listed companies and large enterprises. Furthermore, banks must take into con-
sideration the evolving regulation and the existing capability of funding smaller,
riskier enterprises. Thus, the two aspects related to crowdfunding are business de-
velopment and the evolution of the regulation, which forces banks to come up with
new alternatives. (Head of Capital Markets at a Finnish bank)

Crowdfunding could provide a new channel for customer retention as well as a
mean of risk management for banks. Acting as an intermediary, the funding
would not strain the balance sheets of banks, thus allowing the funding of riski-
er enterprises and possibly alleviating the funding gap of small enterprises. One
of the respondents illustrated this as such:

With the crowdfunding platform you can definitely leverage new customer groups,
or do business where for various reasons you couldn’t do business otherwise. For ex-
ample, just in terms of risk management. Maybe you would help a customer, wheth-
er it’s a private or a business customer take out a loan but you just can’t provide that
loan by yourself, because of the risk involved. And (with) a digital crowdfunding
platform, for example, you could get other investors into the boat, which would help
you serve your customer. So, it's a very interesting field. (Senior Consultant at a
German bank)

He also found the image benefits involved with crowdfunding a relevant moti-
vation for banks to enter the market:

If one of the old established banks was going to start a crowdfunding platform, I be-
lieve they would usually try to leverage their brand and their existing customer base
to fuel that platform. So, for them, it's probably also another advantage that it makes
you look very innovative. (Senior Consultant at a German bank)

A representative of a Finnish bank described the advantages of banks compared
to individual platforms as such:

Banks clearly have major advantages (in providing crowdfunding). It (crowdfunding)
is still a marginal business, and at the beginning it doesn’t even have to be profitable,

to get it started. In addition, banks already have all the customers, enterprises and

individual customers, who could invest in the projects. In that sense, the competitive

position compared to individual platforms is completely different, which will make it
difficult for platforms. Especially, when it's evident that banks are willing to enter

crowdfunding. Also, in the big picture, the costs for banks in entering the market are

quite insignificant. (Product Manager at a Finnish bank)

The large customer base of the banks and their reputation as trustworthy insti-
tutions would most likely increase the popularity of crowdfunding as the new
form of finance. Additionally, new investment opportunities would become
more easily accessible for individual investors. An interviewee further elaborat-
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ed the potential competitive advantage of banks over the proprietary crowd-
funding platforms:

Banks have the customer base and experience of enterprises, as well as of investors.
So, they probably do have an advantage in certain target groups, even though expe-
rienced investors involved with crowdfunding don’t necessarily care if it’s organized
through a bank or not. Nevertheless, there is a lot of capital laying on bank accounts,
and there are certain target groups to whom banks have a different access to. Just be-
cause of their (banks) reputation, as compared to the smaller platforms. The reserva-
tions towards crowdfunding are perhaps also minor with banks. And of course, facil-
itating funding is traditionally associated with banks, so there’s the competence.
(Business Development Manager at a Finnish bank)

As illustrated above, crowdfunding could provide several benefits for banks.
Whereas the reputational risks were perceived as a major barrier to entry,
crowdfunding could conversely provide positive image effects for financial in-
stitutions. Offering novel financial instruments in an online environment could
help shift the image of banks from outdated service providers to digital trail-
blazers. Moreover, crowdfunding can offer banks a channel for customer reten-
tion and facilitation of funding for riskier ventures. In addition, the new in-
struments would broaden the investment selection for investors.

4.4 Form of Crowdfunding

As loans, have represented the core business of banks since the inception of the
banking industry, it would seem natural that a lending-based model would also
be the optimal form of crowdfunding for banks. The interviews on the other
hand produced mixed responses among the interviewees. Each of the respond-
ents discussed the different forms of crowdfunding and their applicability in a
banking environment. All respondents agreed on the immaturity of the market,
which does not yet support entering the crowdfunding market for sole business
purposes. Nevertheless, they acknowledged the future potential of for-profit
models, such as equity and debt-based crowdfunding. This chapter presents the
results of the interviews regarding the optimal form of crowdfunding from a
bank’s perspective.

44.1 Donation-Based Crowdfunding

The donation-based crowdfunding is already implemented in banks, with 2 out
of 7 of the interviewed banks having already started donation-based crowd-
funding platforms. The motivation for applying this model stemmed from non-
profit objectives such as serving communities and gaining image benefits. One
respondent described their current donation-based model:

Speaking from our perspective as the cooperative financial group in Germany, first
of all, it's the way we use crowdfunding with our crowdfunding platform. It is main-
ly (used) for customer retention, and also from a social point of view. How our
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crowdfunding works, it’s a donation-based platform, we have our local branches, the
local cooperative banks and they have their own incarnation of this crowdfunding
platform. If you have a local project and maybe you want to build a new soccer field
for your local community but there’s not enough money, you can put a request on
the crowdfunding platform and then you can look for donations within the local
community. (Senior Consultant at a German bank)

He further elaborated the reasoning behind the building a donation-based
model:

[...] it's not for driving business and it’s not providing us with revenues but its pri-
mary focus is customer retention and just serving our community. So, this is definite-
ly one aspect where crowdfunding can be used by banks.

Another respondent described their choice of donation-based crowdfunding by
similar motives, also adding that the current platform works as a proving
ground for possible future incarnations of crowdfunding:

It is a platform that is basically only donation-based crowdfunding, and it’s focusing
on associations and individuals that collect money for their association, for welfare
projects or sponsoring engagements. We use that basically as a first entry into the
sponsoring, into the crowdfunding area, in order to learn, to have a look how these
develop, before we go into fully business related crowdfunding platform, like lend-
ing- or equity-based crowdfunding. (Head of Marketing at a Swiss bank)

It is evident that donation-based crowdfunding serves as a less risky platform
for initial crowdfunding endeavors. This way, banks can refine their online
platform and its functionality without excessive reputational risks arising from
potential monetary losses faced by investors. The donation-based model can
serve as a first entry into the crowdfunding, of which banks can learn and ob-
serve how the rest of the market develops. The model of the Swiss banks is of-
fered locally with each individual bank having their own charitable projects
targeted for their local customers.

44.2 Equity-Based Crowdfunding

Equity-based crowdfunding is well suited for ventures that require large
amounts of capital and for businesses that are seeking to grow without exces-
sive financial stress, imposed by loan repayments and interest payments. An
interviewee saw equity crowdfunding as a potential channel for customer re-
tention:

Starting an equity-based platform can be a good idea if you want to tackle the whole
startup market, if you're looking for contacts with startup companies. Maybe you de-
cided at the bank that it's important to grow your business customers for tomorrow,
so you want to put greater effort into dealing with startup companies that could be-
come very viable business customers for your whole product range. Therefore, it
could also be a good idea to engage in equity-based crowdfunding. (Senior Consult-
ant at a German bank)

One of the respondents elaborated the use of equity-based instruments by the
capital need of startups. He justified this by the structure of the balance sheets
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of startups and their inability to use financial leverage due to a lack of equity.
He explained how startups might strengthen their balance sheets to complete a
project:

Startup might have a good idea for which they need some amount of equity. After
acquiring equity, a startup could apply for a loan of the same amount and thus bal-
ance the structure of their balance sheet. (Head of Capital Markets at a Finnish bank)

Equity-based crowdfunding offers investors a way to diversify their portfolios
over traditional financial instruments. As one of the interviewees elucidated:

This is the only new investment area that wasn’t available to private investors before.
Because with startup companies, it was really difficult to invest into startup compa-
nies. And most of the companies that use equity based crowdfunding are startup
companies. Not all of them, but most of them are. So, for them it's a new channel to
gather funds for their companies, and for investors it's a new asset class really. So,
before you couldn’t invest into venture capital funds, but now you can pick specific
companies that appear interesting to you where you're sure that this is really the
product of the future. So, for investors crowdfunding provides them with a larger
variety of assets they can invest in. (Senior Consultant at a German bank)

Regarding the investor risk involved with equity-based crowdfunding, he ex-
pressed concerns of adequate investor protection. The risks he mentioned were
related to the expertise required to make equity investments, which is often not
possessed by less experienced investors. He detailed that the less experienced
investors might not possess the necessary abilities required to diversify their
portfolios efficiently:

It's often an investment of affection and love rather than of economic sense [...] So,
for this reason I believe it's good if even less experienced investors invest in a startup
company, but looking at the return on investment overall diversification is really im-
portant. And less experienced investors don’t have the experience that is necessary to
spread their investments across for example, debt-based project in combination with
some equity-based ones. (Senior Consultant at a German bank)

One of the respondents found equity-instruments more interesting asset class
for the investors:

I would say that, from investor’s perspective, equity is more interesting. Of course, it
depends on the enterprises available. For example, an IT firm, which wants to ex-
pand its operations, but doesn’t have any collateral or capital to obtain collateral
loans, could still be a good, healthy firm to invest in. With loans, the rating process
should be completely different and it’s hard to think that this type of loans could be
issued with reasonable interest levels, which the firm could also accept. Then again,
with equity, there is always a certain “lottery win” opportunity, which doesn’t exist
with loans. (Product Manager at a Finnish bank)

An interviewee expressed concern over the due diligence side of equity-based
crowdfunding:

Evaluating start-up companies is quite difficult because all traditional, like discount-
ed cash flow models you can’t really apply it, it's really something that you need to
practice. And this is something where experienced angel investors are, they seek
companies that are really good, the people, speaking to the people, of course also
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looking at the business plan, the feasibility of certain assumptions that the founders
have made. This is something that can’t be done by looking at an online profile on an
equity-based crowdfunding platform. (Senior Consultant at a German bank)

Equity-based crowdfunding would allow investors an early access to startup
companies, which are traditionally inaccessible for small investors. The most
significant challenge in equity-based crowdfunding comes from banks’ lack of
expertise in issuing of equity-instruments. An interviewee emphasized banks’
lack of experience in equity-instruments and deemed it necessary to recruit ex-
perts for banks to facilitate equity-based crowdfunding.

4.4.3 Lending-based Crowdfunding

The most prominent reasoning among the respondents for the use of loan based
instruments in crowdfunding was its similarity with regular bank loans and
current competences possessed by banks. One of the respondents described the
benefits of lending-based crowdfunding;:

We would probably start with lending, because that’s our core business. That’s
where we feel at ease. It would probably be easier for us to enter these markets. And
then secondly, hopefully (there is) slightly less risk involved on the lending side. If
you go into startup equity financing, then it’s obviously high risk, high return. And
this is not really the culture we’re having in the bank. So, there would be, a slightly
more reputational risk, because obviously 90% of the startups will fail, so we’ll lose
the money and it’s not really comparable with our (current) case. Our key story to
the clients is always, our bank is safe, our investments are worth doing and are safe.
So, it would be a bit of a conflict. (Head of Marketing at a Swiss bank)

Another respondent expressed similar advantages of a lending-based model,
and additionally, highlighted the risks of providing equity instruments for
SMEs:

As a bank, we are in the business of providing loans and have been doing so for over
a hundred years and our models and structures are built on the basis of providing
loans. So, it is easier to incorporate and to start off with. Doing equity would be a
completely new ball game for us. Especially for SMEs and everything. (Business
Manager at a Dutch bank)

The Dutch bank is already piloting a small-scale lending-based crowdfunding
platform by offering to invest a minimum of 50 percent to each loan and collect-
ing the remaining amount from their private banking clients. The minimum
investment sum is 100 000 euros. In this model the investors share the collateral,
the profits and in case of a default, the losses. The results of the pilot will be
shared with Dutch lawmakers and supervisory instances. He further reflected
their current model against a pure crowdfunding model as such:

By doing it all by ourselves we know at least, what kind of risk we incorporate. Espe-
cially for the smaller tickets, if you have a loan of like 500 000 and you’re with three
parties at the table and you're trying to get a club deal or a syndicated loan, it takes
too much arrangements. We try to build a model where we do all the arrangements
pre-modeled and straightforward towards our SME clients but we find on the back-
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side of the bank, we find participants who want to participate on a loan by loan basis.
(Business Manager at a Dutch bank)

The representative of a German bank justified the application of a lending-
based model by the potential revenue generation and the existing expertise of
banks:

If you want to create business volume and revenue, I believe debt-based crowdfund-
ing is the way to go for bank entering the market, because loans are really where the
bank has expertise and that’s the turf they know. So, also in terms of credit rating,
risk assessment, that's home turf and that’s where they have experience. And they
can use that, if they want to build up the crowdfunding platform. (Senior Consultant
at a German bank)

An interviewee illustrated the benefits of debt-based instruments to equity in-
struments:

Loans can be more suiting for banks in a sense that there is a due date and a coupon,
which can be paid monthly. This ensures that you can get a hold of the company at
an early stage in case the firm faces problems. With stocks, you cannot necessarily get
a hold of the company until it’s too late as the stock is the first one to burn. (Head of
Capital Markets at a Finnish bank)

Nevertheless, he also saw problems with debt-based crowdfunding instruments:

With loans, the rating process should be completely different and it’s hard to think
that this type of loans could be issued with reasonable interest levels, which could al-
so be accepted by the firm. (Head of Capital Markets at a Finnish bank)

His comment reflects the lack of technology, which could facilitate the automa-
tized rating processes in banks which are fundamental for providing quick and
effortless lending processes for enterprises seeking for finance. Nonetheless,
lending-based crowdfunding possesses similar qualities to traditional loans, of
which banks are familiar with and could be more easily implemented by banks
than equity-instruments.

4.5 Operational Model

The choice of an operational model for crowdfunding cannot be seen unequivo-
cal. The design is highly dependent on the individual objectives of banks and
how they perceive the fit of crowdfunding with their current operations. A re-
spondent illustrated the reasoning behind the choice of a design for crowdfund-

ing:

I would say, that it is naturally a question of business strategy and it depends on how
you design the business; what is your business plan and how you perceive its role in
serving your clients and the bank’s business in general. (Ministerial Adviser at Fi-
nancial Markets Department in the Ministry of Finance of Finland)
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Regarding the design of the crowdfunding platform, he identified three con-
ceivable models with their individual characteristics, which banks could utilize:

[...] either you practice it (crowdfunding) as part of your banking operations where
some of the regulations of the Crowdfunding Act are applicable, but then again, you
must also take into consideration the vast palette of legislation imposed on credit in-
stitutions, which remains in the backgeround. Also, what restricts a bank to establish a
subsidiary, through which it would only provide crowdfunding? In this case, it
would be the subsidiary that solely practices crowdfunding, which would be sepa-
rated there and would be considered only as a provider of crowdfunding. Another
approach for banks would be to collaborate with existing crowdfunding platforms,
which we have already seen in the market. (Ministerial Adviser at Financial Markets
Department in the Ministry of Finance of Finland)

The three models are presented below, commencing with the examination of
the integrated model, followed by the subsidiary approach and concluded with
an analysis of a cooperation with a crowdfunding platform.

451 An Integrated model

As stated previously by the representative of the Ministry of Finance of Finland,
the choice of platform design is highly dependent on the individual business
strategies of banks. Constructing crowdfunding internally can be justified by a
desire to have full control over the platform. However, there are a few hin-
drances of having an internal design. First, based on the responses of the Finn-
ish Ministerial Adviser, the regulation in Finland is far more rigid for an inter-
nal model, as it is mostly treated under the regular bank regulation. Second,
retrieving the necessary competences within a bank may prove out to be chal-
lenging. One of the respondents commented the internal approach as follows:

In a way, it's about what you're looking to achieve. The easiest way is to build it with
a partner, but then again if you want more influence on the way it turns out or who's
coming there, then an internal platform might be the way to proceed. However, only
a few banks might have the ability to build it from scratch. In that sense, having a
partner or collaborating with someone can be somewhat appealing. (Business Devel-
opment Manager at a Finnish bank)

One respondent detailed the risks of banks constructing crowdfunding internal-
ly by stating:

You have to be really careful there, especially coming back to the reputation point, if
I as a bank build up such a platform, the least thing I want to have is an unsatisfied
investor, who later goes to the media and says: well, the consulting process was ter-
rible, they didn’t tell me how risky it was and I was able to invest into those loans
and now all my money is gone. You don’t want that. So, I'm skeptical that it's a good
idea for a bank to do it all themselves, so I would prefer a cooperative approach.
(Senior Consultant at a German bank)

To summarize, internal model does allow banks to design the business freely,
without the involvement of external partners. However, banks rarely possess
adequate resources to provide the whole crowdfunding ecosystem. Additional-
ly, in Finland, the regulation for providing crowdfunding as part of bank’s cur-
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rent operations is far more regulated in comparison to individual crowdfund-
ing platforms.

4.5.2 Providing Crowdfunding Through a Subsidiary

The Ministerial Adviser suggest that the use of an external platform for provid-
ing crowdfunding can be justified by lighter regulation and outsourcing of risks,
compared to an internal structure. He described the use of a subsidiary in Fin-
land from the legislative perspective:

If I think of the lightest possible structure for a financing institution or for a credit in-
stitution, also from a risk perspective, then a subsidiary would seem like a reasonable
choice. The risks would be allocated there and of course the reputational risk will still
be there, but somehow it would seem like a viable option. Of course, I understand
that banks, also in Finland, have aimed at reducing subsidiaries from their previous
structures and transfer majority of their businesses in different units under the main
activities. This is also possible, but then again, you must accept that, in many parts, it
(crowdfunding) is viewed as a regular banking operation and building these, type of
“Chinese walls” can be quite difficult and will lead to major questions of interpreta-
tion. Thus, my view is, that if you consider this from the risk perspective, a subsidi-
ary could be the smartest choice. (Ministerial Adviser at Financial Markets Depart-
ment in the Ministry of Finance of Finland)

The subsidiary model is relevant especially in Finland, as the Finnish Crowd-
funding Act came into effect in September 2016. The new regulation clarifies the
rules for crowdfunding platforms and alleviates the conditions for the plat-
forms. The Ministerial Adviser further concluded the stance adopted by the
Ministry of Finance:

In principle, banks will abide the regulation imposed on credit institutions, which in
many ways is quite a lot stricter than the current Crowdfunding Act. If a bank wants
to concentrate on this (crowdfunding), then setting up a subsidiary will definitely be
a viable option. (Ministerial Adviser at Financial Markets Department in the Ministry
of Finance of Finland)

From banks perspective, as mentioned by the Ministerial Adviser, the regular
banking regulation is applied to crowdfunding, if facilitated as a division of
current banking operations. However, if a bank would set up an independent
subsidiary, which would function for the sole purpose of providing crowdfund-
ing, the regulatory requirements would be much less restrictive as it would be
treated under the recently introduced Crowdfunding Act.

4.5.3 Cooperation with an Existing Platform

A couple of different cooperative models came up in the interviews. Essentially
the models were to build a platform together with an existing crowdfunding
platform or to partner with a platform by directing customers to the platforms
without an active part in the process. One of the respondents detailed the po-
tential of a cooperative model by stating:
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I believe that some type of a modular, flexible platform, with the capability of adding
new functionalities to the current (banking) system might be the best way to move on
from bank’s perspective. Banks are used to being attached to these big “mastodon
systems”, which have remained practically the same for the last 20 to 30 years, and it
is common knowledge how hard it is to develop them. For these reasons, this type of
modular system, which could be integrated to our internet banking or internet appli-
cation, might be the smartest way to proceed with. (Head of Capital Markets at a
Finnish bank)

The representative of a Dutch bank explained the benefits of cooperating with
crowdfunding platforms:

[...] we foresee that, because of capital pressure on our side, it will be beneficiary to
work together with crowdfunding platforms. It's a way to get higher risk loans for
SMEs, so cooperation with them would be nice. (Business Manager at a Dutch bank)

He further continued about the cooperation with existing platforms, while de-
scribing the experienced downsides of crowdfunding platforms and the issues
regarding the founding of a proprietary platform within the bank:

They are small and they can have fast adjustments to their processes and everything.
You can put some reputational risk to the side. We think the time is not right (for our
own platform). We have our ongoing business to run and banks can always acquire
these businesses. There’s no need to start evolving them ourselves right now. But we
do keep in close contact with the few, like the three we collaborate with. As of now,
they are too small, there are too many risks, and the market isn’'t mature yet. You
don’t know the results in the long run. They all have difficulties with their business
models. For us, as a bank, there is a lot of pressure on our costs that our clients have
to pay and with crowdfunding platforms, there are a lot of issues around the costs
involved. If we should be behind this, it would come back to us. So, the market is not
ready for a bank to have a large crowdfunding platform. (Business Manager at a
Dutch bank)

When asked about the choice of an optimal design for the platform, the repre-
sentative of a German bank responded regarding the choice between an internal
and an external platform:

Well, I think something in between. If I want to build up my own platform, then it’s
probably not a good idea to cooperate with a later competitor. Then, I would rather
do a cooperative approach from the beginning and not even try to build my own
platform. On the other hand, I would definitely not do it all by myself, because with
online platforms, banks don’t do too well. They don’t have too much experience
there when it comes to usability and customer interaction in an online space. Obvi-
ously, it depends on the bank, but for our group for example, we are really good
with the customers in the local branches, the personal contact. So, I would definitely
recruit some help, or people who've built up online platforms and markets before.
(Senior Consultant at a German bank)

He also added a comment on the benefits of collaboration in equity-based
crowdfunding:

My theory is, it would be a good idea maybe to do that (equity-based crowdfunding)
together with other companies or even other banks, and not necessarily alone be-
cause you will have difficulty to get the good startups. Especially with equity-based
startups, the market is probably even more narrow than with loans and debt-based
crowdfunding. Because, there are only that many good startups out there and there
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is a big competition, from a funding perspective. If you're reallfz good (startup) and
you have a good team, you have good connections, well you will get venture capital.
You will be able to bootstrap as you want to, depending on what you want to do. So,
it’s not necessarily that all the startups are just waiting to finally have another equity-
based crowdfunding platform. (Senior Consultant at a German bank)

Cooperating with an existing platform could help banks acquire the necessary
competences to provide crowdfunding, either by arm’s length collaboration or
by business acquisitions. Additionally, it is crucial, especially when embarking
into equity crowdfunding, that the finance provider can solicit good companies
to their platform. Thus, a cooperative approach can further assist banks to at-
tract good enterprises on their platform and provide capabilities in conducting
proper assessments of the companies.

4.6 Regulation

The crowdfunding legislation in Europe is tied to country specific legislation as
there is no harmonized legislative framework in Europe. In some countries, ex-
isting regulation of traditional financial instruments is applied to crowdfunding
instruments. Due to the distinctive nature of crowdfunding, this approach may
cause somewhat peculiar interpretations and rigorous processes for enterprises.
Therefore, the market has expressed the need for a specific regulation of crowd-
funding instruments. The representative of the Finnish Ministry of Finance de-
tailed the objectives behind the drafting process of the Finnish Crowdfunding
Act and elaborated the bank specific limitations from the legislative perspective:

After the Crowdfunding Act, our objective has been to ensure that the lighter legisla-
tion would also be applicable to credit institutions, with certain limitations so that
banks can enter the market as well. Then again, you must remember that bank is a
bank, certain stricter disclosure obligations and capital adequacy requirements are
imposed on credit institutions, which cannot be circumvented by national legislation.
All in all, the Crowdfunding Act enables banks to practice crowdfunding and it can
be designed in multiple ways. (Ministerial Adviser at Financial Markets Department
in the Ministry of Finance of Finland)

The regulation poses some restrictions for crowdfunding platforms in regards
of trading securities. Individual platforms can intermediate tradable securities,
such as stocks and bonds, only to a counterparty with a banking license. From
Finnish banks” perspective, which already have acquired the banking license,
this could provide a unique advantage in creating an aftermarket for crowd-
funding instruments. A respondent detailed this accordingly:

When you have the banking license, you have more obligations and a slightly heavi-
er process. Then again, you also have considerably broader authority in designing
crowdfunding. Thus, you also benefit quite substantially from the license and can
operate more freely. (Ministerial Adviser at Financial Markets Department in the
Ministry of Finance of Finland)
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According to the representative of the Swiss bank, the regulation for starting a
platform is relatively light and even less strict for financial institutions. As he
put it:

It’s easier if you're a bank, because you need to have an okay from the financial au-
thority to start that platform. And we as a bank, we inherently already have these
approvals from the authorities to do our banking services. (Head of Marketing at a
Swiss bank)

The Swiss regulation on donation and rewards-based crowdfunding instru-
ments is essentially not regulated. The equity and debt-based instruments on
the other hand, are widely regulated by law. Dutch regulation is still evolving
as the market keeps maturing. The business manager of the Dutch bank ex-
plained the stance taken by the regulators:

As for now, they see the crowdfunding market evolve over time, and they don’t want
to put regulatory framework in place and therefore stop innovation and develop-
ment of the market. They do have rolled the given rules about normal investments
and they don’t quite match the crowdfunding issues but they are easy to give out a
waiver so the platforms can still operate. (Business Manager at a Dutch bank)

The crowdfunding regulation is evolving along with the development of the
market. No harmonized EU-level regulation exists, which is problematic for
cross-border activities to operate efficiently. The Ministerial Adviser noted that,
even if crowdfunding intermediaries possess a banking license, which allows
them to operate in Europe, there are still some rigidities, which are hindering
cross-border operations. However, as a silver lining, he added that the Europe-
an Commission is actively monitoring the development of the market, despite
their current stance not deeming a European level regulation necessary.
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5 DISCUSSION

This thesis set out to examine three separate research problems. First research
question focused on the examination of banks” motivations to enter the crowd-
funding industry, the overall attitude towards the development of financial in-
dustry and the willingness to adopt novel financial technologies. Research
questions 2 and 3 delved into the design of the crowdfunding service by exam-
ining the optimal crowdfunding instrument for banks and the business design,
respectively.

The results illustrate the existence of several crowdfunding practices in
different banks across Europe. The crowdfunding approach of each bank is
highly dependent on the individual business strategy and the perceived impact
of crowdfunding to the financial industry. All respondents emphasized the
immaturity and distinctive quality of the market which is exhibited by the vari-
ous approaches taken by banks towards the phenomenon. Despite the justifica-
tions made by the interviewees regarding the adoption of crowdfunding, there
seemed to be a lack of clarity concerning the direction and place of crowdfund-
ing in their business models. The respondents justified the adoption of crowd-
funding by image benefits, as an adjustment to shifting consumer demands and
as a means of adapting to the digitalization. These are quintessential issues in
adjusting to the transforming operational environment, but have a vague quali-
ty to them. This type of rationale deems the development of crowdfunding as a
secondary objective, opposed to considering it as a standalone business oppor-
tunity.

There are multiple aspects that justify the incorporation of crowdfunding
into the banking environment. One of the most fundamental contributions of
crowdfunding is its ability to narrow the funding gap of risky ventures which
cannot be served efficiently by banks due to strict regulatory constraints (Haas
et al. 2015, 2.). The results indicate similar motivations, as all respondents
acknowledged banks’ inability to cater this segment due to tightened capital
adequacy requirements. The respondents highlighted crowdfunding’s potential
to widen their customer base and to help serve their current customers more
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efficiently. The restricted financing has been one contributor to the increasing
success of crowdfunding (Belleflamme et al. 2014, 586.).

Another implication for the application of crowdfunding is the technolog-
ical aspect. Crowdfunding can provide banks the proving ground in their first
forays towards Internet-based platforms and a podium to evolve their current
processes towards the digital age. In their research, Haas et al. (2015) recognize
the rising popularity of innovative Fintech newcomers as a major force, pushing
banks to develop their own IT-driven business models and products, challeng-
ing the prevailing dominance of traditional financial institutions. Liebenau,
Elaluf-Calderwood & Bonina (2014) emphasize the increasing pressure of
providing digital services over newer platforms, which is enforced by custom-
ers who are accustomed to online services. One of the respondents elaborated
banks’ rigorous application processes, which in some cases can eliminate poten-
tial customers from applying loans from traditional funding channels (Green
2014, 8.). Current lending process of banks still contains time-consuming manu-
al labor, which alternative finance providers have been able to minimize signifi-
cantly. The adoption of automatized rating and application processes can be
justified by reduced transaction costs and provision of quicker, more efficient
service offerings. As derived from Williamson (1985) transactional efficiency
stems from adapting processes to technology variations, consumer demand and
market structure. This is also in line with the findings of Haas et al. (2015).
They conclude that banks have become increasingly aware of the disruptive
potential of crowdfunding as it represents a novel way of financing projects or
companies, involving a diverse crowd of private capital givers over the Internet,
and is also considered more transparent, easy and democratic way of funding
compared to banks.

There are also immaterial motivations for banks to enter the crowdfund-
ing market. Alongside the profitable exploitation of the market segment, crowd-
funding should provide positive image effects for the bank regarding its inno-
vativeness and digital leadership (Haas et al. 2015, 6.). A respondent saw
crowdfunding as a way to improve the overall image of banks, which is often
deemed as undeveloped and dated. A report conducted by EY (2016) supports
this view, as customers perceive banks being behind the curve in the develop-
ment of the financial industry.

The reputational risks and regulative constraints were perceived as the
key issues for banks to enter the crowdfunding market. All interviewees con-
sidered the reputational risk as a major obstacle in the adoption of crowdfund-
ing. Walter (2006) defines reputational risk as a risk of loss in the value of a
firm’s business franchise that extends outside event-related accounting losses
and is further reflected in a decline in its share performance metrics. (Walter
2006, 3.). Reputational losses can be avoided to a certain extent by providing
crowdfunding under a different label. Nevertheless, respondents did not con-
sider another label completely impervious to reputational effects. The reputa-
tional risks can be seen as a major factor to the decision of banks commencing
with donation-based platforms. Donation-based crowdfunding is more likely to
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create positive image effects as there are no financial rewards or losses involved
with the model.

The results on the optimal form of crowdfunding turned out relatively
disperse. The donation-based crowdfunding was seen to offer image and chari-
table benefits for banks. Several implementations of the donation model have
already been put into practice in several banks. The monetary models divided
the respondents” opinions more drastically. Equity-based crowdfunding was
perceived as a relatively risky instrument for banks for a couple of reasons. First,
the required competence for rating startups and unlisted companies may be
outside the core expertise of banks. Second, the risks involved are quite signifi-
cant for the investors, which should be communicated with a strong emphasis
in the marketing phase. On the other hand, equity crowdfunding was perceived
as a channel to tackle the whole crowdfunding market, which could function as
a means of customer retention. Equity-based crowdfunding was also seen as an
exciting instrument for the investors as the profits are conversely higher with
successful ventures. Furthermore, equity-crowdfunding opens a new market
for small investors and provides exposure to early-stage financing, as startup
investments have traditionally been available only for business angels and ven-
ture capitalists.

The lending-based instruments were seen to bear a closer resemblance
with banks current offerings and competences. It was also considered less risky
than equity instruments, with higher transparency and lower information
asymmetries. Banks already possess large quantities of data, which could be
translated to the crowdfunding process. Moreover, as lending represents the
largest share of the crowdfunding market, it could create larger business vol-
ume and revenues for banks. However, the transaction costs of banks” current
processes are overly high compared to the automatized processes of crowd-
funding platforms and unsuited for the provision of numerous small invest-
ments.

The results revealed that among the respondent’s banks crowdfunding is
either built as part of the banks” operations or conducted in cooperation with
crowdfunding platforms. The choice of a particular design depends on the
business strategy and how the business is designed. The use of an internal
model for crowdfunding can be rationalized by the possession of full control of
the service, but it may be too far away from banks’ current competences. Major-
ity of the respondents viewed the partnership model as the easiest way to
commence crowdfunding. This viewpoint is supported by the research con-
ducted by Haas et al. (2015), where they argue that a modular design enables a
bank to utilize crowdfunding. In their model, traditional financial services are
provided by a bank, while disruptive services are facilitated by an external
partner. The inclusion of an outside partner could also resolve the informational
problems of rating startups and early-stage enterprises, which is not the core
expertise of banks. Building a platform as part of bank’s operations could
prove out to be a challenge due to a lack of competence regarding crowdfund-
ing. The partnership approach can also be justified by the theory of resource-
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based view where resources are considered as the key component in the for-
mation of company’s strategy (Grant 1991, 115.). Whereas, banks do not possess
the required resources for providing disruptive functions, a partnership model
would allow them to acquire these functions from an external partner.

From the Finnish legislative perspective, constructing crowdfunding with-
in a bank is subject to more rigorous bank regulation. The results retrieved from
the representative of Finnish Ministry of Finance indicate that some of the regu-
lation can be circumvented by setting up a subsidiary for crowdfunding. This
model could prove out to be functional in Finland, where a subsidiary would
enable the treatment of crowdfunding under the less regulated Crowdfunding
Act, as opposed to tight bank regulation. As of 2017, no harmonized legislation
in Europe exists, which can hinder the opportunities of setting up crowdfund-
ing activities encompassing multiple regions.
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6 CONCLUSIONS

This paper offers an overview of the approaches taken by different banks to-
wards crowdfunding. Overall, the thesis succeeded in providing a vast outline
of the impressions of banking professionals on crowdfunding. Despite, not of-
fering exhaustive results or strict guidelines on how to construct crowdfunding
within a bank, this paper illustrates the several approaches of different banks
and the reasoning behind their views of the immature market. The research
succeeded in producing new information and helped to understand a relatively
new phenomenon. The objectives of the field research were reached by con-
structing early, exploratory examination of a new phenomenon, which included
the broader set of questions proposed by Benbasat et al. (1987) of why, in addi-
tion to what and how.

As showcased by the results, it is evident that crowdfunding is still gain-
ing momentum in the banking industry and the implementations vary largely.
One of the core reasons for the wait-and-see approach of banks is the immaturi-
ty of the market, which is causing banks to examine the market with caution.
The profits and defaults have not yet been realized and it is interesting to see
how the market develops over time. While the crowdfunding industry is still at
its infancy, banks should prepare themselves by reviewing their current re-
sources and capabilities against the functions required to provide crowdfund-
ing. Grant’s (1991) framework (FIGURE 5) could offer a standardized model for
the analysis of banks current resources, and their suitability for the provision of
each crowdfunding instrument. As indicated by the financial intermediation
theory and the research conducted by Haas et al. (2014), the alleviation of trans-
action costs and asymmetric information is the central role of financial interme-
diaries, which supports the development of the current processes.

Derived from this, it would be highly fascinating to examine the results of
a syndicated approach in providing equity crowdfunding in the banking indus-
try. A dedicated model of a cooperation between banks, venture capital funds
and crowdinvestors could possibly alleviate the transaction costs for banks,
while reducing the prevalence of asymmetric information for the investors, as
the vetting would be performed by venture capital experts of this field. As pre-
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sented in the syndicates chapter of this paper, syndicated crowdfunding deals
have proven to be more successful than their regular equity-based crowdfund-
ing counterparts. Thus, the use of professional investors could reduce market
failures caused by information asymmetry by transferring the focal investment
activities of the crowd from the startups to professional investors (Agrawal & al.
2016, 1.). In addition, the banks involvement in the financing process would be
an interesting area to scrutinize by examining if banks and VC funds could
provide a base sum for crowdfunded enterprises to further solicit investors, and
help fund-seeking agents in fulfilling their funding targets.

Crowdfunding will surely be subject to numerous studies as the market
further evolves and the market data becomes available. It is interesting to see
whether crowdfunding will pose a serious threat to banks, or will it prove to be
just another trend among a slew of financial innovations.
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