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Abstract

This paper assesses the claim that crowdfunding will provide an important
contribution to financial development in developing countries. It does so by
reviewing recent trends of the industry and against the background of
modern banking theory. We find that crowdfunding is unlikely to have
noticeable impact on financial development in developing countries. While
recent advances in mature economies reflect banking sector weaknesses, for
crowdfunding to become a sustainable and significant part of the financial
sector it has to demonstrate its ability to address moral hazard and adverse
selection problems in a more cost-efficient way than banks. This is unlikely
to happen as banks have a competitive advantage in conducting lot size
transformation compared to direct finance as they economize on monitoring
costs by serving as delegated monitors. Several arguments suggest that
despite a lower level of banking development in developing countries these
advantages of banks compared to crowdfunding are even more pronounced

in developing than in advanced economies.
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1. Introduction®

Crowdfunding has captured the imagination of finance professionals, academics and the
public. Its rise in popularity can be linked to two factors. First, crowdfunding promises a
“democratization” of fund raising by small and young entrepreneurs, broadening their choices
beyond family and friends, angel investors, venture capitalists and banks (Harrison 2013).
This promise is exciting given the decline in trust in traditional financial service providers,
notably banks, after the global finance crisis.” Second, the negative impact of the global
financial crisis on small and young business finance from traditional sources, such as bank
lending (Bruton et al. 2015), has triggered a search for new financing mechanisms and
options. At the same time, investors hunt for yield in the current low interest rate

environment.

Against this background, it has been claimed that crowdfunding might offer the chance to
bypass banks and other financial institutions as key providers of funds in developing and
emerging countries (World Bank 2013). The claim is largely backed by the argument that in
many developing countries financial sectors, notably banking sectors, are underdeveloped.
Thus, entrepreneurs’ access to formal financial sector finance, i.e. banks, is — irrespective of
the financial crisis —more limited than in mature economies, constituting a large funding gap.
This offers a growth potential for crowdfunding that is substantially larger in developing than
in mature economies. As a result, crowdfunding could represent a new instrument to

successfully develop the financial sector in developing countries.

However, there are also critical voices on the sustainability of crowdfunding, raising

questions about its usefulness as an instrument to foster financial development in developing

! This paper is based on a study prepared for the German Ministry for Economic Cooperation and Development
(BMZ). The views expressed in this paper are the ones of the authors and do not in any way represent the views
of the BMZ. We thank Fahad Malik for excellent research assistance.
?For example, in Germany bankers rank 27th out of 32 professions in a survey on trust in professions (Gfk
2014).
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countries. These voices focus on the high risks associated with funding businesses with little
screening and monitoring efforts by the funders, and no collateral and little reputation of the
recipients. Naively applied crowdfunding opens doors for moral hazard and adverse selection
behavior among recipients potentially implying that many of the projects being funded “are
going to flop” (Dorff 2014). Like subprime mortgage lending, initially hailed as
“democratization of credit” (Greenspan 1997, Gramlich 2004), crowdfunding might end in

crisis.’

This paper addresses the question whether crowdfunding represents an instrument that can
make a significant contribution to financial development in developing countries. It starts out
by reviewing the state of play of crowdfunding in mature and developing countries (section
2). Concretely, we provide an overview of size, structure and key characteristics of
crowdfunding. Moreover, we have a detailed look at the most important crowdfunding
initiative related to development finance, kiva.org. Section 3 reflects on the potential of
crowdfunding for financial development in developing countries by reviewing the modern
theory of banking. In doing so we focus on whether and how crowdfunding could develop a
competitive advantage compared to banks in applying mechanisms that are used to mitigate
moral hazard and adverse selection risks of finance. Section 4 concludes by combining the
insights gained in sections 2 and 3 and argues that crowdfunding is unlikely to represent an
instrument for financial development in developing countries as the industry facee a less
benign environment in developing compared to advanced economies in making use and
enforcing mechanisms to mitigate asymmetric information problems. However, without these

mechanisms in place crowdfunding will not develop.

? Klein (2015) draws a direct comparison between subprime lending and crowdfunding.
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2. Size, structure and key characteristics of crowdfunding

2.1 Strong growth and small size: a snapshot of crowdfunding

Crowdfunding has seen spectacular growth in recent years. Growth rates of global funding
volumes have increased from 72% in 2011 to 167% in 2014, leading to a rise in total funding
volumes from about USD .85 bn in 2010 to USD 16.2 bn in 2014. Growth is expected to stay
at elevated levels of 112% in 2015, mainly driven by growth in Asia, notably China, which
would lead to a total funding volume of USD 34.4 bn (Chart 1). It is expected that the global

crowdfunding market will reach a volume of USD 93 bn by 2025 (World Bank 2013).

Chart 1: Crowdfunding - total funding volumes and growth
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Source: Massolution (2015), authors’ compilation

Despite strong growth, crowdfunding accounts for an extremely small size of the overall
financial sector. Moreover, it is an activity mainly conducted in mature economies. In 2014,

close to 80% of the total volume was generated in North America and Europe.” Of the

* The gap between traditional finance and crowdfunding can be illustrated by comparing global crowdfunding
volumes with the volume of total outstanding credit by US banks to the private non-financial sector. The latter
amounted to USD 25.1 trillion at the end of the third quarter 2014 (https://research.stlouisfed.org/fred2/series/-
CRDQUSAPABIS), which is more than 1,500 times larger than global crowdfunding volumes in 2014.
> Kshetri (2015, 100) refers to a “US-centric phenomenon”.
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remaining 20 percent, the bulk comes from Asia, notably China, largely due to rapid
development inpeer-to-peer (P2P) lending. By contrast, Latin America and Africa have
barely participated in the rise of crowdfunding over recent years Thus, claims according to
which “crowdfunding is quickly becoming a global financing methodology” (Massolution

2015, 20) have to be substantially qualified.

Originally, donation- and reward-based transactions, i.e. transactions where funders do not
invest predominantly for financial return reasons, represented the majority of crowdfunding
transactions. However, in recent years, driven by developments in the US, the UK and China
(Grant Thornton 2014) P2P lending has emerged as the by far most important crowdfunding
activity on a global level (72% of a a total of 34.4 bn in 2015, Massolution 2015). Fitch
Ratings (2014) and PwC (2015) expect P2P lending volumes to rise to USD 114 bn and USD

150bn over the medium term, respectively.

Small-scale consumer lending, mainly to prime and near prime borrowers, is dominating P2P
lending, often with the purpose of refinancing more traditional consumer debt, e.g. credit card
debt (Bruett 2007, Fitch Ratings 2014). By contrast, business lending remains
underdeveloped. For example, on Lending Club, one of the two major US P2P platforms
business loans accounted for about 3.5% of total lending in the period mid-2007- 2012 (Mach
et al. 2014). Moreover, funding of P2P loans is increasingly provided by non-crowd investors,
notably institutional investors such as hedge funds or pension funds. There are estimates
according to which the share of this investor group in total US P2P lending was
approximately 80% in 2014 (Morse 2015). Thus, a substantial share of P2P lending in

advanced economies does not represent lending by the crowd.



2.2 Key characteristics of crowdfunding

In its essence, crowdfunding involves uncollateralized lending with a high degree of lot size
transformation, i.e. many small contributions — “the crowd” — finance one project, one
household or one business (Herzenstein et al. 2011). Lot size transformation is a key function
of finance (Bodie and Merton 1995), characterizing banks as well as markets. Thus

crowdfunding represents a new form to perform the function of finance.

The peculiarity of crowdfunding with regard to lot size transformation is the open call to
investors via the internet,’ distinguishing crowdfunding from traditional informal finance,
where this call is transmitted to a small group of people, i.e. family and friends. Thus,
crowdfunding via the internet significantly expands the geography of informal finance.
Available evidence suggests that the average distance between funders and recipients can be

as wide as 3,000 miles (Agrawal et al. 2013).

Crowdfunding differs from direct finance performed on organized markets, as the latter are
highly regulated by laws and regulations aimed at providing transparency and investor
protection. However, in order to generate trust in the crowdfunding mechanism, investors
increasingly call for ‘“greater limits on the amount entrepreneurs can raise, and lower
thresholds for audited financial statements, more education, greater portal due diligence, and
other protections to mitigate risks.” (Cumming and Johan 2013, 376). Moreover, in stark
contrast to organized markets, crowdfunding platforms do not generate liquidity of the assets
created, i.e. there is no maturity transformation. Investors are typically unable to sell their

claims on the secondary market.

% In the Crowdfunding Industry Report crowdfunding is defined as “any kind of capital formation where both
funding needs and funding purposes are communicated broadly, via an open call, in a forum where the call can
be evaluated by a large group of individuals, the crowd, generally taking place on the Internet.” (Massolution
2015, 34)
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Low search and communication costs as well as the ability of funders to keep risk exposures
low by funding in small increments have been key success factors of crowdfunding (Agrawal
et al. 2013). Together they have reduced the transaction cost advantage of financial
intermediaries for example banks. Their ability to economize on monitoring costs and to
provide for a diversified loan portfolio that reduces the risk of depositors backing depositors
are key arguments in explaining the existence and superiority of bank intermediated finance
compared to direct finance on open markets (Diamond 1984). This view is illustrated in Chart
2, where transaction costs, here represented by monitoring costs ¢, of lending by m lenders to
n borrowers are substantially higher for direct lending (left side of Chart 2) than for
intermediated finance (right side of Chart 2), if funding of each borrower involves lot size
transformation, i.e. contributions by m lenders. While direct lending has transactions costs in
the amount of m*n*c, the transaction costs of intermediated lending amount to (m-+n)*c only.
As a result, intermediated finance via banks has a clear competitive advantage compared to

crowdfunding if ¢ is reasonably large.

Chart 2: Transaction costs of direct versus indirect finance — the traditional view
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Many borrowers turning to the crowd for funding are rejected. Success rates are in the range
between low single digits to upward of 40% (Mach 2014, Massolution 2015). Much depends
on early contributions, as funding propensity increases with accumulated capital indicating
herding behavior by investors (Herzenstein et al. 2011, Lee and Lee 2012, Massolution 2015).
This suggests that screening and monitoring costs are — given the loan amounts involved — too
high for most lenders. To keep costs low they aim at free riding on other lenders which
implies that crowdfunding is subject to the “known market failure in financial markets”,
namely the “[e]xternality of monitoring, selection, and lending”, i.e. that someone is more
willing to lend money to a project if he knows that a third party has already decided to lend
money* (Stiglitz et al. 1993). Thus, contributions by family and friends play a key role in the
early stage of funding, as they send a quality signal to other investors allowing for a
successful crowdfunding operation. Without this signal, the market fails “as everyone waits

and nobody invests.” (Agrawal et al. 2013). ’

Against this background, P2P platforms in mature economies have aimed at fostering
participation by limiting credit, moral hazard and adverse selection risks which funders are
exposed to. For example, platforms have started screening borrowers according to credit
scores and admit only borrowers to the platform presenting reasonable credit risk. They also
report defaulting borrowers to credit agencies and “hire a collection agency to collect the
funds on behalf of the lender.” (Emekter et al. 2015, 83). Some platforms, like kiva.org (see
below), make use of financial intermediaries in addressing moral hazard and adverse selection

risks by delegating to them the role of screening and monitoring end-borrowers. As a result,

7 Recent research suggests that acquaintances, group membership and friendships built within crowdfunding
platforms (and online media in general) may substitute for family and friends in providing early funding and
hence enhance the chance of funding success (Lin et al. 2013, Colombo et al. 2015, Freedman and Jin 2014).
However, online connections might also involve negative externalities: “when a borrower friend defaults, the
likelihood that the borrower will default more than doubles.” (Morse 2015, 15)
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the crowd funds intermediaries only. However, despite these efforts platforms do not become

intermediaries but remain brokers, as they stop short of having “skin in the game” themselves.

The long-term sustainability of the P2P model is likely to depend on the success of these
efforts as P2P platforms are subject to substantial reputation risk, also characterizing more
traditional finance, such as banks or organized markets (Gorton and Mullineaux 1987,
Calomiris and Gorton 1991, Gorton 2008). ® This risk could provide a major blow to
individual platforms, as recently illustrated by the platform Lending Club (Rudegeair 2016).
Platform reputation risk arises as investment decisions by lenders are at least partly based on
trust in the platform’s efforts and ability to screen loan applicants with the goal of limiting
lenders’ credit risk (Bruett 2007). Thus, individual failures of investments may lead investors
to stop investing at the platform and — due to spillover and contagion effects — to invest in P2P
lending at all (Fitch Ratings 2014). Platform reputation risks might become even more severe
if crowdfunding became subject to a negative credit quality shock. Up to now the industry has
benefitted from a benign lending environment characterized by low interest rates and a
satisfactory growth performance, in particular in the US and the UK. As a result, non-
performing loan ratios in P2P lending have developed in line with standard consumer finance
loans (Demyanyk and Kolliner 2014). However, credit risks might rise substantially when

loan quality is put to a test by a recession or a rise in interest rates (Fitch Ratings 2014).

2.3 Crowdfunding loans originated in developing countries— Kiva.org

Crowdfunding is underdeveloped in most developing countries. However, the platform
Kiva.org is widely known as providing the crowd with the opportunity to fund loans to micro

and small businesses in developing countries. Since its launch in 2005 Kiva claims to have




funded 857,791 loans totaling USD 686,306,450 involving 1,586,771 borrowers (74% female
borrowers) by 1,265,555 users of the Kiva community.” However, as most loans are short-
term loans, Kiva’s outstanding portfolio at year-end has been considerably smaller. According
to its financial report the outstanding loan amount in 2013 (2012) was USD 44.4 million (35.3
million). For the sake of comparison: microfinance institutions (MFIs) reporting to Mix
Market, an internet platform that focuses on providing consistent data on MFIs balance sheets
and performance, had on average an outstanding loan portfolio of USD 81.1 million (USD
78.8 million) in 2013 (2012). Thus, the total outstanding funding provided via kiva.org
amounted to about half of the loan portfolio managed by the average MFI among the more
than 2000 institutions reporting to Mix Market. This indicates that crowdfunding is a niche

market, even from a microfinance perspective.

Chart 3: Projects proposed at Kiva.org as of March 2015 - geographical distribution
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Chart 3 provides information on the geographical distribution of projects proposed on

kiva.org as of March 2015. It shows that Africa and Asia account for the bulk of projects and

? Data refer information available as of April 2015.
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Latin America has a significant share. Thus, in contrast to the geographical distribution of

crowdfunding in general, kiva.org has a clear developing countries focus.

Kiva users can browse among different profiles of candidates who are in need of a loan and
choose who they would like to finance. They can also specifically search for potential
borrowers by region or sector, with agriculture, retail trade and food being the sectors most
commonly proposed for funding). Lenders provide funds at zero interest but in case of a loan
default they lose their capital.” Thus, kiva.org lending is soft loan lending and kiva lenders
are “social investors” or “philanthropic citizens” (Ly and Mason 2012a, 2012b), influenced by

the character as well as the narratives of projects and people to be funded.".

A key characteristic of Kiva.org is its cooperation with about 300 field partners in more than
80 countries (Chart 4). Many Kiva partners are microfinance institutions (MFIs), of which
150 are reporting to Mix Market. This indicates that many MFIs cooperating with kiva.org are
among the better and best managed MFIs worldwide (Krauss and Walter 2009) as Mix
Market analysts review and cross-check information provided to them by the reporting MFIs.
In addition, Kiva provides lenders with a risk rating of all partner institutions, ranging from
one to five (highest rating) stars. In April 2015, 25 out of the 296 institutions had a rating at or
above 4 stars, 150 institutions were unrated and 22 institutions were either inactive or
paused.'” Thus, kiva.org screens and monitors its partner institutions and the partner
institutions screen and monitor the end-borrowers presented to the kiva lender on the
platform. The costs of the latter activity are borne by the end-borrowers and translate into an

average portfolio yield for kiva’s field partners of close to 35% (http://blog.kiva.org/fags/-

' Kiva itself also does not charge any interest or fees and covers its own costs almost entirely through grants,
loans and donations from its users, corporations and national institutions.
""" Moss et al. (2015) find that entrepreneurial characteristics presented and conveyed by the borrower increase
the likelihood of funding. By contrast, results by Allison et al (2015, 53) suggest that “lenders respond positively
to narratives highlighting the venture as an opportunity to help others, and less positively when the narrative is
framed as a business opportunity.”
> Ly and Mason (2012a, 645) find for their sample that the majority of projects (70.2%) posted by kiva partners
originate from partners with a rating of four or five stars.
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interest-rates-qa ). After disbursing a loan to end-borrowers field partners create an account

for them on Kiva to address the lenders. Individual lenders have to provide an amount of at
least USD 25. Once the lender has found a project or entrepreneur she would like to finance

1. Kiva collects the amounts from different

she transfers the amount to Kiva via PayPa
lenders for the specific project and as soon the Kiva community has crowdfunded the entire
amount required by the borrower, the money is forwarded to the field partner effectively
refinancing the pre-disbursed loans. '* Thus, as shown in Chart 4, kiva.org follows an

originate-to-distribute model: field partners originate loans in developing countries and

distribute them to lenders, mainly hosted in advanced economies, on the kiva.org platform

Chart 4: Crowdfunding via Kiva
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Source: Ly and Mason (2012a, 644), authors” compliation

The repayment rate is said to be 98.75%, suggesting that the financial intermediary solution to
the asymmetric information problems involved in crowdfunding works."> For example, while

in general lenders prefer to lend to borrowers that are culturally and socially similar to

1% PayPal forgoes its fees for Kiva.org..
' Kiva transfers money to its field partners only once a month to limit transaction costs.
"% Indeed, lenders — formally bearing the specific risk of the project they fund — seem to ignore idiosyncratic
project risks relying on kiva’s and kiva partner’s screening and monitoring abilities (Ly and Mason 2012b)
Moreover, as suggested by Roodman (2009), kiva partners might bail out borrowers with repayment difficulties
in order to keep its risk rating high and thereby ensuring a continuous inflow of funds at a zero interest rate.
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themselves (Galak et al. 2011), this effect is weakened when the respective borrowers are

presented from kiva partners with high ratings (Burtch et al. 2014).

Overall, the success of kiva.org seems to be built on (1) the intermediary model with kiva..org
screening and monitoring field partners and the field partners screening and monitoring end-
borrowers, significantly reducing moral hazard and adverse selection risks, and (2) the target
investor group, i.e. social investors ready to compromise on financial returns in favor of social

or economic impact.

3. Financial development and crowdfunding

3.1 Financial development — a stylized view

The stylized facts on financial development are well known (Cihak et al. 2012, Sahay et al.
2015) and can be summarized like this: First, financial development correlates with economic
development. Second, with rising levels of economic development, the relative importance of
capital markets (and insurance) compared to banks rises. These facts indicate a sequence of
financial development (Chart 5) where banks represent the first step of formal financial sector
development complementing informal finance and retained earning finance.'® Only after
banks are established, capital markets emerge. The last step of the ladder is represented by the

entry of insurance companies.

The rise of crowdfunding has been interpreted by some that the industry might represent the
next step on the financial development ladder for advanced economies, complementing or
even substituting for traditional sources of finance (Chart 5). This view is based on

technological advances that reduce transaction costs of direct lending (Morse 2015) and on

' Reviewing financial development as it historically emerged in today’s mature economies also suggests that
banking dominates the early stages of financial development (Lamoreaux 1986, Caprio and Vittas 1997). Capital
markets gained significant size only after banking had been reasonably established. This includes countries
where capital markets have played a more important role, i.e. countries with financial systems characterized as
market-based, notably the United States and the United Kingdom (Sylla 1998).
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the fact that bank-intermediated finance has been weakened by the global financial crisis

(Mach et al. 2014).

Chart 5: Financial development — a stylized view
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A similar kind of reasoning is applied for developing and emerging market country.

Concretely, it has been argued that crowdfunding might provide a kind of fast track to

financial development possibly allowing these countries to “leapfrog” steps 3 and 4 of the

ladder characterizing financial development in mature economies (World Bank 2013). Indeed,

financial underdevelopment is seen as an argument for an even larger growth potential of

crowdfunding in developing than in high income countries. As the former are characterized

by “substantial reservoirs of entrepreneurial talent” without (proper) access to finance, a large

funding gap exists which banks do not address. This gap could be filled by crowdfunding.
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3.2 Crowdfunding versus Banks — A Modern Banking Theory Perspective

Crowdfunding is uncollateralized direct lending involving lot size transformation. It is
inherently subject to a high degree of asymmetric information as most borrowers and lenders
do not know each other. Thus, in order to provide a viable alternative to bank-intermediated
finance it has to rely on cost-efficient monitoring efforts by investors and/or platforms or on
signaling, for example via reputation built-up by borrowers and/or platforms as mechanisms
to address moral hazard and adverse selection risks. Indeed, the review of key crowdfunding
characteristics has provided a list of concrete activities by recipients and platforms to develop
these mechanisms, stopping short of platforms themselves credibly signaling (by taking “skin

in the game”) the quality of end-borrowers.

The rise of crowdfunding is a surprise as modern banking theory suggests that intermediated
finance by banks is superior to direct finance by markets with regard to lot size transformation
(Diamond 1984)."7 Lot size transformation implies that many lenders have to monitor a single
borrower in order to ensure that the borrower does not engage in moral hazard activities.
Monitoring efforts are needed if borrowers are unable to use other mechanisms, notably

signaling, to mitigate moral hazard risks.

Banks have a competitive advantage in conducting lot size transformation compared to direct
finance as they economize on monitoring costs by serving as delegated monitors for the many
lenders that are needed to fund one borrower (Chart 2).Moreover, banks do not have to be
monitored by lenders, i.e. depositors, because banks can diversify credit risk by lending to
many borrowers and not just one.'® Thus, banks can rely on their reputation and the associated

costs of reputation loss in case of failure in mitigating asymmetric information problems vis-

"7 The same holds for maturity transformation (Diamond and Dybvig 1983). As crowdfunding has been
identified as providing a new form of lot size transformation, our focus is on the latter argument. However, as
long as crowdfunding does not provide for maturity transformation services, it is unlikely that the industry will
be able to supersede traditional banking.
'® In the model (Diamond (1984) assumptions are set in a way that the bank does not face any credit risk if it
performs the delegated monitoring role.
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a-vis their borrowers. As banks — in the model — will never have to bear these costs if they

hold a diversified portfolio and monitor, these “delegation costs” are de facto zero.

From a financial development perspective these advantages have put banks in a driver seat in
significantly expanding the funding options of borrowers that previously had to rely on
family, friends and the informal financial sector at large. Moreover, it also explains why the
professional informal financial sector is very expensive (Rutherford 2000) as monitoring costs
are substantial. As only few borrowers have projects with a return higher than the interest
rates charged, many potential borrowers either do not ask or do not get a loan. Thus, there is a
huge funding gap as credit markets remain thin and underdeveloped. This suggests that
economizing on monitoring costs, as done by banks, is decisive to get financial development
started and to “democratize” credit. Banks provide firms with a new and cheaper alternative
of funding than the informal financial sector, family and friends as they are able to address

moral hazard and adverse selection risks in a more cost-efficient way.

Financial institution building (Krahnen and Schmidt 1994), i.e. establishing banks and other
financial institutions with the mission to fill the funding gap, in particular for micro and small
businesses, has been the most important development policy tool to broaden credit markets
and foster financial development. Microfinance and the the establishment of microfinance
institutions represent a major example of this policy approach (Helms 2006). It mimics the
efforts by cooperatives and savings banks in mature economies in expanding access of formal

sector finance to the population at large (Guinanne, 2002, Schmidt et al. 2016)

However, the very success of banking carries the seed for the next stage of financial
development, namely capital market development. By demonstrating their creditworthiness
via banks, firms acquire reputation which they can use as a signaling mechanism when
addressing the open capital market (Diamond 1991). Investors fund these firms without the

involvement of a bank as reputation replaces costly monitoring efforts as the main instrument
16



to mitigate asymmetric information problems.” As a result, firms with a built-up reputation
experience a further democratization of credit, as they do no longer have to rely on either

family and friends or on banks as a source of funds only.

Financial development can thus be interpreted as the development of cost-effective
mechanisms in overcoming asymmetric information problems (Table 1). The sufficient
condition for crowdfunding to establish itself as a viable alternative to bank-intermediated
finance at a relevant scale is demonstrating its ability to address moral hazard and adverse

selection risks and to do so in a cost-efficient way.

Table 1: Financial development and mechanisms for overcoming asymmetric information
problems

Stage of Key mechanisms in mitigating Costs (interest Size

financial asymmetric information rates)
development problems

Informal
financial
sector
- Family and Symmetric information,
friends reputation Low Small
- Professional
service Screening, monitoring High Small
providers
(moneylende
rs, deposit
collectors)
Banks Monitoring
(of final borrowers), reputation ~ Low Large
(via depositors)
Capital Large (for those with
markets built-up reputation),
Reputation Low Non-existent (for
borrowers without
reputation)

Source: authors’ compilation

' By way of example: Households are ready to directly provide funds to Siemens, without knowing anything
about Siemens, most importantly its current financial status. They only know that Siemens has served and repaid
debt for more than 150 years, making Siemens a reputable borrower.
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3.3 Banking and crowdfunding — model and reality

The rise of crowdfunding in advanced economies suggests that banks have not been
performing their role as delegated monitor properly. The global financial crisis has
demonstrated that banks can and do fail. Both factors suggest that diversification benefits are
limited and monitoring of borrowers by banks is far from perfect. As a result the dominance
of intermediated finance via banks compared to direct finance has been questioned. The rise
of crowdfunding reflects these doubts about banks representing cost-efficient solutions in the
organization of lot size transformation under asymmetric information. On the asset side some
borrowers do not get access to loans as banks have become more risk-averse and monitoring
technologies seem to be too costly when lending to certain borrower groups, i.e. small and
young businesses businesses.”” On the liability side, investors, after having seen that banks
can fail and that outright defaults have only been prevented by interventions of governments
and central banks, conclude that — under certain circumstances— direct lending might be the
more cost-efficient investment approach. The low interest rate environment and related search
for yield behavior by investors provides an additional impetus for experimenting with new

forms of lending (Morse 2015, Massolution 2015).

However, doubts about the ability of banks to perform the delegated monitoring function in a
way that it is perceived as being superior to direct finance, is only a necessary but not a
sufficient condition for the emergence and medium to long-term sustainability of
crowdfunding as a new form of direct finance. The sufficient condition for crowdfunding
establishing itself as a viable alternative option to bank-intermediated finance with relevant

scale is demonstrating its ability to address moral hazard and adverse selection risks and to do

0 Blaseg and Koetter (2015) provide evidence suggesting that borrowers from banks that became distressed
during the global financial crisis, were more likely to turn to crowdfunding than other borrowers.
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so in a cost-efficient way (Morse 2015). There are indications - surveyed in section 2 — that

this process is under way as the crowdfunding industry

e makes use of new and low-cost monitoring opportunities provided by the internet,

e allows borrowers to establish reputation in the credit market via traditional (family and
friends) and new ways (social media connections and links),

e offers loan products, such as loans to creative industries or loans supporting social
entrepreneurship, where the financial motive is of less relevance than in traditional
finance,

e starts establishing platform reputation by limiting the pool of borrowers to
(comparatively) high-quality borrowers via screening and by getting engaged in
investor protection activities,

e is becoming increasingly subject to regulation and supervision that — as for banking —

aims at addressing moral hazard and adverse selection risks.

In the course of this process, tendencies of re-intermediation emerge as the original
crowdfunding model, i.e. a platform creating an open market where all borrowers freely meet
and interact with all investors, is replaced by models of cooperation or even strategic
partnerships between crowdfuning platforms and more traditional financial institutions (Fitch
Ratings 2014). Kiva.org provides an example for this by relying on field partners, mainly
microfinance institutions, in conducting its crowdfunding activities. Field partners are needed
to mitigate asymmetric information problems that loom large in direct cross-border funding to

unknown and opaque borrowers with no reputation.
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4. Crowdfunding’s potential for financial development in developing countries

Financial development indicators show that many developing countries have been unable to
develop their banking sectors. This indicates that banks have often been unable to address
moral hazard and adverse selection risks vis-a-vis their borrowers and vis-a-vis their
depositors. Partly this reflects the legacy of colonial times where an endogenous development
of local banking was severely hampered, also because the non-financial private sector lacked
depth, wealth and reputation (Newlyn and Rowan 1955). However, it also reflects ill-
conceived financial sector policies, such as the reliance on government-owned banks (La
Porta et al. 2002), deliberate attempts of financial sector repression (McKinnon 1973), naive
liberalization efforts that ignored the need for mechanisms to address incentive problems
related to asymmetric information (Diaz-Alejandro 1985) as well as weak property and

creditor rights (de la Torre et al. 2011).

Overall this suggests that in many developing countries mechanisms to mitigate problems of
asymmetric information in a cost efficient way have been made less use of. Financial
underdevelopment and the lack of progress in climbing the ladder of financial development

characterizing mature economies is an expression of this.”!

This raises severe doubts about crowdfunding’s potential as a means of financial sector
development in developing countries. This holds in particular with regard to small and young
business finance where information challenges are most acute. If underdevelopment of
banking sectors in developing countries reflects a failure to address moral hazard and adverse
selection problems, it is far from obvious why the crowdfunding industry were to be able to
develop and make use of these mechanisms in a better and more decisive ways than banks.

Indeed, there are several arguments suggesting that crowdfunding in developing countries will

2L Of course, as Akerlof (1970) has demonstrated with the ,,market for lemons®, i.e. the used car market, these
challenges are not confined to financial transactions.
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face similar difficulties as banks, and that these difficulties are more severe than in mature

economies.

1.

2.

Most developing countries lack the kind of borrowers that have been tapping the
crowd in mature economies over the last years. There are few prime and near prime
consumers in need of refinancing their consumer debt and the business population is
largely composed of firms and companies operating in the informal sector, i.e. opaque
firms that are either unable or unwilling to provide information about their
creditworthiness to the public. Thus, most businesses are unlikely to provide the kind
of information about their activities and their creditworthiness, for example their credit
rating, online. However, this is the kind of information crowdfunding platforms in
mature economies intermediating significant funds between lenders and borrowers
demand from their potential borrowers in order to generate loan supply.”” Finally,
creative industries, a major recipient of crowdfunding in mature economies, play a
marginal role in most developing countries (De Beukelaer 2014).

Investors (depositors) within developing countries are unlikely to make use of
crowdfunding platforms as they face a lending environment which has a track record
of being soft on creditor rights. In many countries a significant share of the population
does not have a bank account also due to a lack of trust in banks (Demirgii¢-Kunt et al.
2015). However, this does not imply that crowdfunding has a better chance to attract
funding in developing countries because crowdfunding assets are — compared to bank
deposits — illiquid and, also due to a lack of diversification, highly risky. Moreover,
given the small scale of wealth of most “would be depositors™ it is also unlikely that
non-financial considerations will play an important role in raising funds for borrowers,

at least for the vast majority of the population. Finally, institutional investors, such as

*2 The microfinance industry, which emerged over the last fourty years, can be interpreted as a concentrated
effort to generate this information either via group lending among borrowers or via unconventional individual
lending between borrowers and microfinance institution (Armendariz and Morduch 2010).
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hedge funds or pension funds, that have been increasingly dominating loan supply on
mature economy P2P lending platforms, operate on a substantially smaller scale in
emerging markets and developing countries.

3. Internet penetration is low in many developing countries. Thus, the most fundamental
precondition from a “hardware” perspective is not given in many developing
countries, providing another explanation why crowdfunding has basically been a
mature economy event. However, internet penetration is a conditio sine qua non for

online reputation to develop in the first place.

Overall, this suggests that the view that underdeveloped banking sectors provide a rich
opportunity for crowdfunding to establish itself as an alternative investment option to
intermediated finance is plausible on first glance only. Indeed, the lack of financial
development in terms of traditional institutions, banking and capital markets, signals that the
potential for crowdfunding in developing countries is lower rather than higher compared to
advanced economies. Monitoring costs, given borrower characteristics referred to above, are
likely to be higher in developing countries but — also given a lower level of internet
penetration — more difficult to reduce by the crowd. Moreover, as investors have repeatedly
made the experience that banks are unable or unwilling to address asymmetric information
problems and to enforce contracts they are unlikely to invest on crowdfunding platforms
where these problems are potentially more severe and where mechanisms that might address
these problems are untested. Thus, we conclude that despite a lower level of banking
development in developing countries crowdfunding is unlikely to establish itself as an

instrument leapfrogging financial development in developing countries in the near future.
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