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INTRODUCTION

Entrepreneurial finance:
TEx ' PXY] PaOb¥%6bXs PX Esids EOIs

Massimo G. Colombo, Giancarlo Giudici

(Politecnico di Milana School of Management)

VEE % E v pE] o (]v v ]* P JvlvP u}u vS3pu ]v + Z}olndEhe ScBpus datdaspyv67 SZ A}
contributions are listed, }vS Jv]vP §8Z ¢« & Z § Bu »" VSE % E v pE] o (Jvv _ Vv %u 0]
§Z ¢ AE 8iU v Z}voC[ 1A Jv TiioX dz A v3 }( (]v&inahcing opiidns lEde« }( ]\
crowdfunding and token offerings, agll as incentives granted from several Governments to new business venturing,
reduced the information and cost barriers to startup a new enterpriBata paradigm offer stamips the
opportunities to introduce radical innovations, in technology dmasiness models, creating new industries and
fostering economic growth. To capture these opportunities, smart financing plays a key role. At the same time, the
digital revolution opens alternative sources of finance for stggs (crowdfunding, token offergs, angel investing),

which both complement and compete with traditional sources.

The attention of scholars towards entrepreneurial finance is highlighted by the growing number of dedicated

seminars, workshop and special issues of top journals. One of th]v]3] §]A « Je 8Z Z VEE % E v ud
JWW(E v [U AZ}e (JE+3 iBlyon @®0i6)Zamthen in Ghent (2017) The third editionhas been

organized by Politecnico di Milano in Milazn June 26t27th 2018. We are delighted to introdutiee proceedings of

the conference, thawas attended by 79 participants from four continents, including New Zealand, USA, Hong Kong

and India (and obviously from Europe); 66 papers have been presented in 18 parallel s&simgsthe conference

we hadthe opportunity to host two outstanding scholars, Professboifias Hellmann (Said Business School) and

Professor Gary Dushnitsky (London Business Sci@linann gave v Jve% ] E]Vv P «EftrepZnéwrship Policy:

A hopeless cause ]+ pee]vP Sof pulili¢ dGovernments in supporting venture capital activiushnitsky

revisited the existing theories on venture financing (where, when and whgf) appreciated keynote

We wish to thank the sponsors: AlFI, the Italian association for private egaityire capital and private debt, who
also organised a special session on VC; Accenture Strategy and Gruppo Bertoldi / Wallianai#eretiowo prizes
for the best papers on Innovative Entrepreneurship and on Crowdfunding.

Building on the network estafle Z LME]VP §Z SZ&E }v(E v U 8Z Z VSE %E& v puE] o &
established in 2018. It will be the opportunity for academicians and practitioners to share knowledge and experiences.
The fourth edition of the Conference will be ordgsed in Trier in 201@nd we look forward to meeting there for a

new exciting event



CONTRIBUTIONS

Parallel sessiofh] #s EdhKIVESTMENTSE s >h  Z d/KE_
Chair:Massimo G. Colombo

1. Characteristics of entrepreneuentrepreneurial finance, and growth patfisaurence CoherPeter Wirt2
DiscussantMassimiliano Guerini
Abstract.The aim of this paper is to better understand how entrepreneurial equity finance interacts with the complex
growth process of young technologl ventures. More specially, we investigate how different growth paths are
]Jv(ou v C §z VEE % E v pE<[ Jvd E 3§]}ve A]S3Z J(( & v§ S PIE] ¢ }( % CE
angels (BAs) and formal venture capitalists (VCs). Througimpazative casestudy contrasting one hyperowth
venture with one moderate growth venture, we show that growth paths depend strongly on the entrepreneurs being
U}E }E o0 +*+ o0 8} *]Jupos v }pu*oC o A E P [ v s e¢[uldes. Th¢ entreprdneurs « }P\
Z % ]0]3C 8} } «}U ]+ «Z}Av &} % Vv VS }v §Z J@E *% ](] %*C Z}o}P] o v
their decision making style.

2. Disentangling investor valuedd: How VC specialization aimyestorfirm-fit affect VC valueadd (Carolin

Bock, Massimiliano Guerirgjmon Tatomiy

Abstract. KHE E « E Z JvA «3]P § « Z}A A vSuE %15 0]*Se[ ~s ¢ *% ] o]l £E %
expertise and firm characteristics affect inve€§»|[ ]0]SC §} A op 3} 3 ESP%e+X he]vP MV]<p
on European venture financing and performance (VICO 4.0) and robust econometric techniques, we find that greater
E o S]A % ] o]l 3]}v v P 3]A oC -add. MoreMeA we il ¢fatigregier specialization can be
helpful for investor valuadd in latestage investments. Nonetheless, our results suggest that greater relative
specialization improves VC selection skills and thus can be a reasonable investment sirat€gynvestors.
DiscussantJos Marti Pellon

3. Venture capitalism and retail investqiBaniele PreviatiGiuseppe Galloppp
DiscussantPeter Wirtz
Abstract. Venture capital funds are typically characterized by a minimum investment size and keveglof risk.
Consequently, they are generally considered unattractive to the large crowd of small investors. However, in recent
years, a class of retail funds that follows an investment style similar or identical to those of private venturing funds is
expanding. Although the riskdjusted characteristics of mutual funds have been extensively documented, this type of
openend fund, which is mainly invested in small companies at early phases of their development, is rarely investigated
in the literature. Tks work is venture capital industry analysis research that aims to investigate the characteristics of
this type of open fund in accordance with the main research questions usually addressed by the literature in the mutual
fund context. We relate the naturef returns to fund characteristics by taking management style and diversification
into account. Finally, using a ngarametric method, we examine the persistence of fund managers. When
appropriate, we compare venture capital funds and more traditionsstments. The results
highlight that operend venture fund returns are sensitive to similar risk factors to those of mutual funds and they also
show an identical persistence pattern. The results are also robust to alternative econometric specificatiensei

when part of portfolio is invested in similar assets, the whole portfolio benefits in terms of overall diversification.
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4. What money cannot buy: a new approach to measuring venture capitafinancial value adde¢Anita
QuasJosé Marti PellonCamelo Reverte)

DiscussantGiuseppe Galloppo
Abstract. In this work we present evidence on the impact of venture capital (VC) financial aftharmial value
added on the growth performance of investee companies based on a new approach. While mostitefatuee
compares V@acked companies with similar companies that did not receive external financing, in this paper we use as
counterfactual those companies that received external gagsity financing (in the form of participative loans) but
not nonfinancial valueadding services. We use a differefiealifferencein-difference (DDD) estimator to isolate the
contribution of the nofinancial value added by the VC firm and disentangle it from the effect derived from the
injection of financial resourc€fnancial value added). Starting from the populations of young Spanish companies that
received either VC (985) or participative loans (1,840) between 2005 and 2013, and a control group of 20,539
companies, we find that about one third of the impact oe #mployment growth of \\Backed companies is due to
the nonfinancial value added. The contribution of VC Hfinancial value added is relatively higher for total assets
(40%) and sales (almost 60%) growth. Furthermore, we show that théireortial vale added by VC is driven by VC
firms with more capital under management, with broader experience and with a lower number of companies to

oversee per portfolio manager.

Parallel sessio EQUITY CROWDFUNDING
Chair:Silvio Vismara

1. Market analysis, economics and success drivers of equity crowdfuisdilvgitore Luciano Furngri
DiscussantCarine Girard
Abstract. The main scope of this paper is to identify which are the determinants on equity crowdfunding development
from two differevs % }]v3e }( A] AW ~]s 3Z }v }( 8Z u EI 3V v ~]]* 8Z ]JVA «3}E][-
introduction of equity crowdfunding and of its more relevant dynamics, the first part of this paper deals with factors
determining equity crowdfundingrarket development while the second identifies the drivers that attracts investors
participation, testing its theoretical findings with a case study on Italian equity crowdfunding plaiform.

2. Why do firms fail after equity crowdfunding campas@rEvidence from Fran@&rima Bouais€arine Girard

Constantin Zopounidjs

DiscussantSalvatore Luciano Foari

Parallelsessio@ A> tU WK>/d/ ~ E 'Ks ZE E J/E EdZ WZ E hzZ/ > &/E E
Chair:Alexander Groh
1. How do firms choose legal form of organizatigR@bel ColeTatyana Sokolyk)
DiscussantJohn Duca
Abstract.In this study, we analyz6 Z (]@Eu[s Z}] }( o P o (}Eu }( YEP v]i 8]}v ~">&K_eX t
in three firms begins operations as a proprietorship, while almost as many begin as limited liability companies and as

corporations. Moreover, this distribution is remarkoC 3 o }A E §Z (JE+S « Av C E-« }( §Z (]da
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one in ten firms changes LFO during its first seven years. Those that do change LFO disproportionately move to a more
complex form, primarily from proprietorship to a form with limitdd IJo]SCX Ku®E& v o0Ce]e }( $Z (JEu[°* ]
LFO reveals that a firm chooses LFO based upon factors that include access to capital markets, tax consequences, and
personal liability and risk exposure. At stag, the entrepreneur chooses a LF@ttban accommodate the expected
future complexity of her firn{gU RPN NN,

2. The impact of the DodBrank Act (Basel Ill) on U.S. small busi@iEgmDuca Michael Bordo)
DiscussantRebel Cole

3. The evaluation of the Italian Startup AErancescdanaresi, Carlo Menon, Pietro Santol&ipvanni Soggia
DiscussantVincenzo Capizzi
Abstract: The performance and growth of innovative stgs is key to economic growth: policy makers are therefore
interested in understanding which types ioferventions and policy instruments successfully impact entrants. This
paper attempts to shed light on this question by providing a comprehensive economic evaluation of an innovative
start-| % % }0] C Ju% o0 u vS§ Jv 13 oC-Yh%v}ASv XmalkZs boifds ok a unique database that
combines information for all staxips born in Italy between 2009 and 2015 on their balastesets and demographics,
wages and employees, patent applications, and bfimk matched data. The estimation strategypdoits the fact that
firms entered treatment at different point in time because of exogenous factors. The empirical evidence demonstrates
that the policy induces a significant increase in firm assets, value added, and labour productivity, while re@ucing th
probability of exit within the first three years of life amongst policy participants. The analysis also identifies significan
treatment heterogeneity depending on whether stags rely primarily on equity or debt as a source of external

finance.

Parllel sessior@] ‘ENTREPRENEURIAL FINANCE AROUND THE WORLD
Chair:Yan Alperoych

1. Facilitatingaccess tentrepreneuriafinancingin developingcountries:therole ofinstitutional entrepreneurs

(CarlosR.Martinez)

DiscussantYuejia Zhang
Abstract.This paper aims to understand how institutional entrepreneurs address barriers that hinder entrepreneurial
financing in developing countries. The grounded theory method was used to analyze 33rsetmied interviews
with Central American actors related to entrepreneurial financing. Based on the grounded evidence, institutional
entrepreneur (IE) concept, and social capital dimensions, the study proposes a model explaining how IEs improved
access to entrepreneurial finang in developing countries by enabling two social capital mechanisms. The
contribution to social capital theory is twofold. Firstly, the paper extends the bridging brokerage mechanism: It
explains the role of the broker not only as an information gatekedggtween two disconnected networks but as a
promoter of the strong ties between the members of such networks. Secondly, the paper sheds light on the causal
relationship between the cognitive and relational social capital dimensions by explaining hotieswae generated
between actors with a discrepancy of expectations. The study has practical implications for organizations interested in
promoting highgrowth entrepreneurship in developing countries.

2. Structuring and security selection in venture caats: evidence from Indi@uruva RameshA. Thillai Rajgn

5



DiscussantCarlosR.Martinez
Abstract.Venture Capital and Private Equity (VCPE) investments in India have grown significantly, and between 2005
2016, the total VCPE investment in India wasesi § jiiio Joo]lvX dZ Jeep }( %]S 0 *SEM S|
far studied only in the context of mature or developed economies. Theoretical models predicted the use of convertible
preferred equity to mitigate the agency cost and information riskoamted with the venture contracts. Whereas, the
outcomes from the empirical studies are confronting and not consistent with the theoretical predictions. The objective
of this paper is to introduce data on venture capital contracts and analyze the stngctdecisions of the VCPE
investors in an emerging market, viz., India. In this study, we introduced data from the Indian venture capital, one of
the unexplored major venture market in the world. We used a unique dataset comprising of VCPE investments
executed in India between 19982015 in our analysis. Our sample size consisted of 1785 VCPE transactions in 1150
Private companies. We find that more than 92% of Indian venture capital contracts funded used Common and
Convertible preference security. Outwliich more than 52% transactions are funded using convertible preferred
equity. We provide explanations for security selection and determinants of structuring in venture contracts. Our results
show that Operating industry stage of the company, valuatiernenue multiple, VC experience, and stake acquired
influences the structuring decisions of the venture capital contracts.
3. Improving the performance of Governmental venture capital firms: a case study of Shenzhen Capital Group
(Yuejia Zhany
DiscussantYan Alperoych
Abstract. This paper documents how Shenzhen Capital Group (SCG) tackled typical problems faced by governmental
venture capital firms (GVCs) by adopting an expansion strategy and a series of reforms in compensation, decision
making procedures and staff epvA *3u V3 }% %} ESUV]SE] X / JVA «3]P 3 §Z Ju% 3§ }( §
% E(}EU Vv v (Jv 8Z 8 8Z @& SpuEV }( ™ '[*+ 8}3 0 JVA «3u v3eU + u <puCE C
through initial public offering (IP@y merger & acquisition (M&A), is higher than other GVCs. Furthermore, portfolio
companies invested in by SCG or a-B8Gyndicate in their first round of VC financing are more likely to achieve
successful exits that those by other GVCs. This papedesogvidence that GVCs can improve their performance by
better aligning the interests of investors and venture capita(gSNENS=a Y,
4. Social defenses and selective revealing of ventures in Europe and Latin Afteriesa Veer

DiscussantErkan Ilhantekin
Abstract.In this paper, we empirically explore the defense mechanisms of new ventures during their relation with an
international corporate venture capitalist (CVC). Our analysis uses proprietary data on more than 500 nees vent
from the ICT industry in Europe and Latin America. We find that new ventures frequently form ties with a CVC despite
the higher exposure to misappropriation risk from the greater overlap in the business models and weaker protection of
intellectual prgerty. We provide evidence that new ventures use social defenses to protect them from this
misappropriation risk. These defenses include seeking protection through third party investors and selectively revealing
their proprietary information to the CVC. Ostudy contributes to the literature on how ventures defend themselves

HE]VP E o 3]}v Alsz }JE%}IE § "ezZ EIX_ dZ]e }VvSE] psS]}v }u%o u vse §
focuses on defense mechanisms before tie formation. Furthermorejnalings compare ventures in very different
intellectual property regimes that enriches the discussion on the relevance of intellectual property in trenCiveC

context.



Parallel sessiofg] "Wh >/ s Edhz  W/d > IB_~h 7/
Chair:Vincenzo Capizzi

1. Are governments good venture capitalists? New eoossitry evidence from micidata (Stefano Breschi,

Nick Johnstone, Julie Lasselfiarlo Menor)

DiscussantThomas Standaert

2. Startup subsidies: does the policy instrument mattéfanna HottenrottRobert Richsteih
DiscussantMatthias van den Heuvel

3.  When can government venture capital funds bridge the equity Géar? Alperovyctilexander GrohAnita Quas
Discussanttaurence Cohen
Abstract. Several papers have found that government venture capital (GVC) funds do not add (much) value to their
investees, underperform in comparison to their private peers, and crowd out private investments. Nevertheless,
AN E] P]vP $ZC Ru%o_ ]+ 00 P 0oC U i}E } i 3]A }( %p o] Juplfinarkidy. Thisy $Z u
paper addresses the conditions under which GVC funds may fulfill this mission in the best possible way. Our data reveal
that the competitiveness of agion in which a GVC fund invests, strongly positively affects its ability to bridge the
equity gap, whereas potential collusion and regulatory capture hinder the likelihood of success. GVC funds can improve
their chances to achieve their objectives byngaj specific investeimdustry experience and learning from their

private peers through syndicated transactions.

Parallel sessio@ 'RESEARCH ISSUESCBRWDFUNDING) _
Chair:Jose Marti Pellon

1. Determinants of individual investment decisions in investabased crowdfundingFabrice Herve, Elodie

Manthé, Aurélie Sannajust Armin Schwienbachgr

DiscussantXavier WalthoffBorm
Abstract. We investigate determinants of investment decisions in investiaséd (equity and bond) crowdfunding
campaigns, using a novel investmerihvestor and campaigrevel database, where equity refers to investments in
entrepreneurial startups and bonds karge real estate projects. We find that social investbtisose who have higher
social interactionst invest more. Social interactions are very important in an equity crowdfunding context, but do not
affect participation in bond investments; this is dstent with the view that equity crowdfunding is meant to help an
entrepreneur while bond investments are pure investments and thus impersonal. Women invest less in the riskiest
(equity) investments but more in safer ones (bonds). These findings aredaqitained by differences in risk aversion
than differences in overconfidence between men and women. Overall, the findings contribute to our understanding of
how investmenbased crowdfunding can be a viable source of entrepreneurial finance and how rentrefs'
campaign decisions affect investor participation in this new form of entrepreneurial finance

2. Birds of a feather flock together and get money from the ciMatkria Venturellidlessia Pedrazzoltlisabetta Gualanglri
DiscussantEvila Piva
Abstract. In constructing online alternative finance instruments as a new form of financial democratization and
financial inclusion this article aims at describing the composition of the crowd in equity crowdfunding investment.

Discussion focuses on ethnicahitarities and gender dynamics between the seekers and investors that sustained the
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project. Our analysis is based on 5,966 investors that have participated in 81 equity crowdfunding campaigns, on
Crowdcube, a British equity crowdfunding platform from 2aad 2016.
Results show that equity crowdfunding facilitates the availability of capital for female entrepreneurs and ethnical
minorities thanks to a similarity effect between seekers and investors. In particular, ethnic similarity positively
influence thdevel of amount invested by both female and male investors and its effect is greater for ethnic minority.
From a theoretical perspective, our findings shed new light on how individual characteristics can be important factor in
financing situations. Ressltallow entrepreneurs and equity crowdfunding platforms to understand better potential
JVA «3}E Z AJ}JuE v Z]PZo]PZ%e 3Z &}o }( <«u]3C E}A (pv JvP « 3}}o (}JE
entrepreneur empowerment.

3. Qowdfunding scientific researdhlenry SauermanrGhiara FranzoniKourosh Shgfi
DiscussantAurélie Sannajust

4. Crowdfunding, business angels, and venture capital: new funding trajectories feugs({véronique

Bessiére, Eric StépharBeter Wirtd

DicussantAlessia Pedrazzoli
Abstract.The market for entrepreneurial equity finance has significantly evolved over the past decades and has grown
ever more complex. Different investypes, namely the crowd, business angels and venture capitalists contribute to
the market, and their charactestics, investment behavior and contribution to venture governance and performance
are the object of extensive research. Most of this research to date has a stronginuestwrtype focus. The present
paper is a first attempt to gain deeper understandioigthe complex funding trajectories made possible by various
dynamic combinations of different investor typesimeesting in the same venture in different configurations at
different stages. An wdepth case study of a robotics venture which has sucedgsiceived funding from reward
based crowdfunding, a combination of equityowdfunding (ECF) and various business angels (BAs), as well as a
combination of ECF, BAs and multiple VCs is used to generate knowledge about the influence of such comglex fundi
trajectories on the emergent governance of young growing ventures. It is shown that complex funding trajectories

raise specific cognitive challenges for corporate governance and also raise the potential for specific agency conflicts.

Parallel Sessio ‘ENTREPRENEURIAL ATTITUDE, HUMAN & SOCIAL CAPITAL
Chair:Cristina Rossi Lamastra

1. Believe or not believe? The effect of religiosity on individuals' participation on réased crowdfunding

projects(Francesca DRietro, Francesca Masciarelli, Andrea Prentipe

DiscussantEgle Vaznyte
Abstract: This paper aims to investigate the influence of religiosity of the geographical context in which entrepreneurs
reside on the success of the crowdfunding projects. Relying ap empirical analysis of about 4,000 individual
investments through two Swiss reward ¢ E}A (pv JVP %0 $(}EusU A (}Jpuv 8Z 8 8Z %o }%0 |
the likelihood of supporting crowdfunding project. This effect differs when considéentyppe of project: whereas
religious affiliations are positively associated to humanitarian and sodiehted project financing, they are negatively
associated to startps and technologgriented projects. This study opens new research avenues bydagen

explanations for individual investment via crowdfunding. We identify religious belief as an antecedent to individual

8



propensity to invest via crowdfunding and show that religions values have a different impact on the individual
propensity to invest @i crowdfunding depending on the nature of the projeechnology vs sociabriented.

2. Too much of two good things: advanced and heterogeneous education effects enpstagikpected

performance(Michele PinelliFrancesco Capp&teino Franco, Enzo Peruffo, Raffaele Ojiani
DiscussantFrancesca Di Pietro
Abstract.As founders represent the main workforce of startups, the impact of their education composition is crucial for
startup performance. The fragmentation and variance of the findings of previous research suggests that relationship
SA v (Juv E-] M S]}v v S ESHu% % E(}EU Vv ]* Ul@E tu%o £ SZ v % E

such debate disentangling differemtimensions of education and assessing the following research question: Do
education level and heterogeneity affect stagpt expected performance? The empirical results that we obtained on a
sample of 1099 stastips support our analytical framework. In soir, this paper makes an important contribution to
research on the relationship between education and stigrexpected performance by providing an explanation that
reconciles opposing views of greater education level and heterogeneity. In so doingparedrés the call of further
analysis of the interplay about length of education and background heterogeneity that was highlighted by previous
studies. In addition, we provide starppers and policymakers indications of which group composition is able to
positively influence expected performance and in turn funds collected.

3. /VA «3}E-] ]Jel}v E]S E] pv & >]Juld /v(}EU S]}IVW W ee]lv }( 8Z VSE %o

Commitmen{Silvia Stroe Massimo Colombo

DiscussantFrancesco Cappa

4. Entrepeneurial orientation and stastips' external financingegle VaznytePetra Andries
DiscussantSilvia Stroe
Abstract.This study investigates the role of stqut%o e[ *SE S P] %o }*SuE (j@akIOYVIt\prdposes that] } v
start- 1 %eentrepreneurial orientation partially explains the extent to which they use external debt and external equity
to meet their financing needs, with the strength of these relationships depending on indpetific risk and venture
development stage. The sty tests and confirms these hypotheses on a sample of 4,404 Germanpait thereby
advances the entrepreneurial finance literature by taking a strategy perspective, and adds insight in the relationship
between entrepreneurial orientation and firm fi@mmance. It also provides valuable practical implications for stprt

founders and external financiers

Parallel sessiofB4 INVESTOR STRATEGIES IN ENTREPRENEURIAL VENTURES
Chair:Stefano Bonini
1. Do private equity firms pdgr synergies®Benjamin HammerNils Janssen, Denis Schweizer, Bernhard Schwetzler
DiscussantAndre Retterath
2. When does cheap talk help new firms? Effects of unrealized performance on resource attraction in new
private equity firmgTom Vanacker, Daniel P. Forbes, Mirjam KnockSeghie Manigar}

DiscussantBenjamin Hammer



Abstract.Past research has shown that new firms can facilitate resource attraction in a variety of ways, for instance by
affiliating with prominent others or by adopting subtle strategies of persuasion. In this study, we ask whether new
firms can facilitate resouecattraction in a simpler, more straightforward wayhrough nonbinding, nonverifiable

0 JueU }E * Z % 3 ol_X "% ](] ooCU @& AJvP }v  }PV]S]A % E+% $]A U A
higher levels of unrealized performance are mikely to attract resources from investors. We further argue that this
effect is moderated by firm characteristics. Empirically, we conduct a longitudinal analysis examining the ability of 222
new private equity (PE) firms to raise a follow fund. Our fidings deepen our understanding of how new firms
attract resources.

3. How to hit home runsan empirical analysis of eaidyage investment strategig¢éndre Retterath Stelios Kavadias

DiscussantPetra Andries
Abstract. This paper extends the current research on entrepreneurial finance by analyzing an entirstaegrly
investor ecosystem, and providing the first theoretically based and empirically tested comparison of four prevalent
investment strategies and their respgiee influence on the ultimate investor success. Primarily, we consider two
}%0 % }e]VP E]el JA Ee<](] 3]}V *SE S P]l e+ §3Z %}ES3(}o]} o AoU v uoC v oo
approach, and two opposing risk diversification strategies $Z (]JE&u o A oU v u oC AMS v oo}v JCE
A Eepe "ACv ] 8]}v_ JVA ¢8u v3 «3E § PCX dZ }A & & Z]vP } i &8]A -]+ 8} o
stage investment strategies across industries and investor types. Accoravegtierive a novel and comprehensive

§¢3 (E}u 8Z pPYE pu Av Jil & e« « Aoo =+ 3Z }Yu% VC[e ,}ue § o
investments between 01.01.2007 and 31.12.2016 from 12,588 investors backing 3,448 companies located in the
prominent entrepreneurial cluster of Cambridge (UK). By performing a series of regression analyses, we identify how
§8Z VA «3}E+[ v SAYEI %o}+]8]}ve v 3Z E 35Z }( SZ]E %}IES(}odp (( 8
investments. Our findings suggebkat syndication is always more successful than a standalone strategy. The extent of
this effect depends both on the industry and investor type. Moreover, our findings suggest that individual investors

V(I8 (Elu "% E C Vv %E C_ 386} PCIVAAZSIEE « +Pj4Bd (}oo}A  (} pe "%
approach to increase their success.

4. Public market players in the private world: implications for the going public pré8kissing Huang, Yifei
Mao, Cong WangDexin Zhou)

DiscussantStefano Bmini
Abstract.Recent years have seen a dramatic increase of investment from public market institutions (e.g. mutual funds,
hedge funds) in the private market. We propose a novel dersata explanation for this phenomenon: Since
institutions are able teubstitute for underwriters by supporting stock prices in the secondary market, startups rely less
on these underwriters, leading to less severe IPO underpricing. We find that: (1) Institutions' participation in startups
reduces IPO underpricing; and (Bere is a substitution effect between institutions andstl analysts onPO
underpricing. To establish causality, we use mutual fund scandal as exogenous shocks to mutual fund investment. We
further use the 2003 mutual fund scandal as an exogenousksiocestablish the causali{FENNIN= T NI,
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Parallelsessio@" , sIKZ >U K'E/d/s ° h>dhz > /~*h ~_
Chair:Tom Vanacker
1. Within-country cultural distance: does it matter for Venture Capital investmdma8similiano Guerini
Annalisa Croce, Diego D'Adda, Anita Quas
DiscussantDaniel Blaseg
Abstract. In this paper we study how cultural distance between entrepreneurialuvemntand prospective venture
capital investors affect the likelihood of investment realization. Whilst other scholars addressed this question only
looking at crosdorder investments, we exploit siwountry measures of cultural distance to extend the asialyo
domestic investments. Results highlight that sattional cultural distances are relevant for domestic investments
even more than for international deals. Moreover, cultural distance is a stronger barrier to investment realization
when information aymmetries are higher, namely for younger companies operating intbaimology sectors.
2. On sunshine and funding: how transient shocks impact the market for entrepreneurial f{Garge
Dushnitsky Sayan Sarkar

DiscussantAnnalisa Croce

Parallel sessio NENTURE CAPITAL AIFI Special session
Chair:Anna Gervasoni

1. Investment allocation and performance in venture cagiaott HsuYikram Nanda Qinghai Wany
Discussantteonard Brinster
Abstract. We study venturecapital investment decisions within and across funds of VC firms. We propose an
investment allocation model in which VCs, with overlapping funds, are judged primarily on success of their newest
funds. This induces VCs to allocate their best investmentriomities to newlyraised funds. Empirical evidence is
supportive: investments in a VC's newdised funds are more successful than concurrent investments in older funds.
Consequently, investment allocation leads to funds' early investments being moessfut than its later investments.
Finally, VC performance persistence across successive funds is driven almost entirely by the success of early
investments in these funds.

2. The role of venture capital in supporting the development process of innovatiteigs: evidence from the

Italian market(Anna Gervasonkrancesco BollazzAndrea Odille Bosjo

DiscussantTereza Tykvova
Abstract.This research paper investigates the role of Italian venture capital in supporting innovative startbpi
early-stage process, which is usually focused on the creation of a new product or the development of a new service.
The aim of the study is to observe and assess the key economic features of innovativpsstarided at the
beginning of the edy-stage by venture capital funds and thereafter analyze the level of development of target
companies at four years since the capital injection. The sample of deals created to describe this dynamic process is

composed by investments realized between 198& 2012 and, in this way, according to the chosen methodology, it is
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representative of Italian venture capital role and contribution in the years from 1996 to 2016. The authors used for
their empirical study a proprietary database, Venture Capital MonitdéfeMTM. Through the analysis of collected
data, the paper describes the strategic importance of venture capital investments irseayéyopportunities both for
target companies and the Italian socioeconomic environment, and finds aggregate valuesedncef to
guantitatively define the socioeconomic outcome of this kind of operations. A final further contribution is provided by
comparing the present results to the ones of two previous studies conducted by the authors.
3. The role of VC syndication netwsiik formation of strategic alliancgseonhard BrinsterTereza Tykvova

DiscussantDaniel Forbes
Abstract.Prior research suggests that venture capital investors (VCs) are beneficial to alliance formation because they
pHV Ee*S v SZ JE %}ES(}0]} }u% v] o[ v U ( ]o]§ § e 3}JA E « %}3 vs] o

Ju% v] ¢[ <p o] SQhesplhadners. For the same reasons, companies that were financed by the same VC tend
to close more often an alliance than companies that do not share a common VC. We suggest that we should observe
such beneficial VC involvement also within a broadersy@ication network. By analyzing strategic alliances of
venturebacked biotechnology companies, we find that the VC network towards other VCs significantly improves access
8} %}3 v8] 0 }}% E S]}v %o ESvVv E+X dZ]e (( & }uSA JPZe §Z ~eu s _ (( 8X

4. Rok of strategic alliances in VC exits: evidence from biotechn@legynhard Brinster Christian Hopp, Tereza
Tykvova

DiscussantVikram Nanda
Abstract. This paper contributes to our understanding of the role strategic alliances play in exits of vwantkesl
biotechnology companies. Recent empirical literature concludes that strategic alliances improve the probability of
successful exits (IPOs and M&A®) venturebacked companies. When we control for observed and unobserved
heterogeneity among the companies, for the salection into alliance activity and for censoring, we find a lower
effect than prior studies. Moreover, we confirm a positive eftdcalliances only for IPOs, but not for M&As. These
findings are consistent with the view that strategic alliances help companies to certify their quality towards potential

buyers. Moreover, we challenge the pervasive assumption that alliances have &imponstant effects on VC exits.

Parallel Sessio FINTECH DISRUPTION & ENTREPRENEURSHIP
Chair:Sophie Manigart

1. Investing in cryptocurrencies: first insights on the determinants of the return on Initial Coin Offificiysle

Pinelli,Francesco Capp#&iovanni Maria Pine)li

DiscussantPaola Cerchiello
Abstract.Startups are increasingly adopting blockachains maiaconventional financing method to raise money for
starting new businesses. Startups in exchange of funds received from investors offer them netokeystdased on
such blockchains, which assure the property on some assets or the right to usecalgraigichnology. As the use of
Initial Coin Offering (ICO) of such tokens is a recent worldwide trend for startups fund raising, they will bring a great
shift in public capital markets, and they need to be extensively analyzed. While academic stuthesfolkused on
exploring the effects of cryptocurrencies on traditional fundraising methodologies, the determinants of ICO

performance is still an overlooked aspect that should be more deeply analyzed. Therefore with this study we assessed
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the following esearch question: Which are the determinants of ICO performance? The outcomes of our study provide
relevant insights for academics and practitioners regarding the performance determinants of ICO. In so doing we
contribute to a better understanding of suphenomena, and provide staus a better understanding of which factors
may lead to a better ICO performance which in turn may attract a greater number of funders.

2. The Bitcoin: to be or not to beraal currency?Bruno KaroubiNathalie Jansoh
DiscussantStefano Martinazzi
Abstract.Since its launch in 2009, the development of Bitcoin (BTC) turned out to be hectic. It has already been through
a major crisis in 2013. In 2017, its price has surged from 1000 $ in January to more than 20 0§0$, brie
reached at its peak in December 2017. Then it kept falling throughout January 2018 reaching a lowest point early
February around 7000 $ and again in June below $7000. The BTC case leads to passionate debates. Enthusiasts of the
first hour see in the BETa major disruptive innovation in the payment system while theBn@ considers it as a Penzi
«ZuU s }tu }( _P 1_o0o] ES E]v (EvVICX dZ EPpu vs }(3 v u ]* 87 &
gualities expected from a currency and hasimtrinsic value. Given the marginal size of its market, the issue at stake is
not so much the immediate threat of the BTC to the USD than how the BTC challenges the existing monetary system.
Under these circumstances, the relevant question to investigatdether the BTC show signs of increased confidence
despite its chaotic history. Confidence is crucial to increase the number of users. As stated by Menger (1892),
individuals accepts a medium exchange only because they know it will be accepted by@timéidence is determined
not only by the safety offered by the system but also by the stability of the value of the currency. This is why we have
chosen to investigate whether the BTC gains as a store of value over time by testing its relationship with
the ultimate form of store of value: gold and Swiss franc using data from Thomson Reuters Datastream. Our findings
show a long term relationship between the dollar prices of Bitcoin, the Swiss Franc and gold. An increase in the price of
one asset causessatistically significant increase in that of the two others. This suggests that BTC, gold and the Swiss
Franc prices share the same determinants. Consequently, BTC exhibits increasing quality of store of value.

3. A conceptual framework for blockchgiraura GrassiMarco GiorginoYaleria Portale
DiscussantAnca Mirela Toma
Abstract. After few months of news and hype, anyone is familiar with the term blockchain but most does not really
know what it refers to. Based on a systematic literature review of scientific papers, national anehatipnal
authorities proposals and manageriaports, corroborated with several interviews to experts and content analysis,
the attempt of this paper is to propose a conceptual framework, considering its different spheres of application and
views. The resulting framework shows relevant relations amsmwgral blockchain concepts as well as some peculiar
features

4. ICO success driverdextual andstatistical analysigPaola CerchiellpAnca Mirela Tonja
DiscussantNathalie Janson
Abstract.Initial coin offering (aka ICOs) represents one of the sebgnaroduct of the cryptocurrencies world. New
generation startup and existing businesses in order to avoid rigid and long money raising protocols imposed by
classical channels like banks or venture capitalists, offer the inner value of their busisegytokens, i.e. units of
the chosen cryptocurrency, like a regular firm would do with and IPO. The investors of course hope in a value increasing
of the tokens in the near future, provided a solid and valid business idea typically described Yy thsuéCs in a

white paper, both a descriptive and technical report of the proposed business. However, fraudulent activities
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perpetrated by unscrupulous stanp happen quite often and it would be crucial to highlight in advance clear signs of
illegal mong raising. In this paper, we employ a statistical approach to detect which characteristicsl©@Oaare
significantly related to fraudulent behaviours. We leverage a number of different variables like: entrepreneurial skills,
number of people chatting ofelegram on the given ICO and relative sentiment, type of business, country issuing,

token presale price. Through logistic regression, classification tree we are able to shed a light on the riskiest ICOs.

Parallel sessiot4 BUSINESS ANGELS
Chair:Fabio Bertoni

1. Angel group investing: the role of social dimensions and ecormasied evaluation criteria in arriving at

individual decisions of the group investfitsXiaQ

Discussantjulian Ludat
Abstract.We explore how angel investors joining an angel group for early stage investment opportunities make their
individual decisions along the process from screening to final decisions. Using data from two case studies and
additional 44 facdo-face inerviews with prospective angel group investors, we demonstrate that social dimensions to
angel investing outweigh the formal collective analysis in making the indivielull decisions. We also illustrate how
social dimensions that the angel investorlyren to make their individual decisions evolve over the multistage process.
Interacting with one another about the conflicting interpretations of business data amongst the group investors serves
distinct purposes: 1) it gives angel group investors ine@asnfidence of relying on social dimensions to make their
individual decisions and 2) it emboldens the investors to make investments that would otherwise be considered overly
uncertain and likely to lead to failure. Fresh evidence on agfiamed set bthe underlying factors contributing to the
decision dynamic is provided, with useful insights into the influences of these factors identified.

2. From pitch to Q&AWhy do business angels change their min@s& Imhof Veroniek Collewaeyt
Discussantti Xao
Abstract.Drawing on the elaboration likelihood model, this paper develops and tests a set of hypotheses concerning
why business angels change their intentions to invest within the entrepreneurial pitching stage. We test our
hypotheses using a samplé&@b4 reallife angel evaluations of entrepreneurs pitching for money. Our results suggest a
change in intentions to invest is less likely to occur when the entrepreneur has a more attractive voice, higher levels of
displayed passion and higher levels gperience. Angels are more likely to change their minds though when there is a
(13 SA v VP o¢[ ]V UeSEC A% E] Vv V Jv HeSEC Jv AZ] Z VEE % E v pnE] o

3. Network dynamics in business anggisups' investment decisiofiéincenzo ButticeAnnalisa Croce, Elisa Ughgtto
DiscussantZoe Imhof

4. The attitude of business angels towards corporate venture capital investors: pouring money into the market is

not enough(Julian Luda}

DiscussantVincenzo Butticé
Abstract The existing literature on corporate venture capital (CVC) is shaped by a narrow view on the subject as it
mostly concentrates on the perspectives of the directly involvedgacompanies and established corporaso This
study widens the scope of CVC research by examining the yet unexplored perspective of business angels (BAs), the most

important investor group for eargtage investments. Recent empirical evidence demonstrates that CVC investors
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invest at earlierstages than previously expected, rendering direct interactions between BAs and CVC investors

probable. Particularly, deal referrals from BAs may enable CVC investors to learn about new technologies and

innovations early on, thus giving them a competitiklvantage. Due to the resulting potential interest

of CVC investors to collaborate with BAs, we ask which factors influence the attitude of BAs towards the group of CVC

investors as potential (epnvestors. Drawing from an onlimpiestionnaire with N = 111 participating BAs in Germany,

we find that the attitude of BAs towards CVC investors is strongly influenced by the level of social capital,

imitation concerns, and the presumably high funding requirements associated with tas$oingroup. Moreover, we

find that the attitude of BAs, who have gained investment experience with CVC investors, is particularly driven by
v Eve Jus8 s JVA «3}E[ }JEP v]i §]}v 0o e Su% X t VIUE P (pSpHE E

understandig of suitable measures for CVC investors to attract external parties within the entrepreneurial ecosystem.

Parallelsessio@ ~ddz d/E' &/E E T dz/'" Z/E' 'ZKtd, _
Chair:Evila Piva
1. The impact of highech acquisitions on the regionetonomy: Evidence from Irelafiteresa HoganDawn
DeTienne, Elaine Hutson, David Smith)
Discussanttuisa Alemany
Abstract:Government support to statips tends to focus on the higlch sector, despite evidence that higgth firms
are underrepresented amongst higirowth firms. This underrepresentation may be explained by acquisitions of young
highttech firms. Using a longitudinal data set for all 258 Irish software development firms that existed in 2001, we
contribute to the debate othe disadvantages and benefits to the regional economy of exit via acquisition. By 2011, a
quarter of the software firms had closed and another quarter had been acquired. More than 80 percent of the
acquirers were foreign, and twfifths of the acquired fims had been closed by 2014. On a more positive note, there is
*SE}VP A] v }( Z VSE %E v pE] o E C o]veitiouhHisiE stajilg ndd ventdres @id|  *Z
another 10 percent reinvesting in and advising new sti@d. Entrepreneurlaecycling clearly contributes to a healthy
start-up ecosystem, but in an environment in which young tégh firms face a high probability of being acquired,
policymakers may not achieve their longerm goals to create vibrant higtech industries ledby large, worleclass
firms. Our findings offer little support to the view that acquisitions provide a vehicle for target firms to grow in their
existing location via better access to finance, new market opportunities, and improved managerial expertise.
2. Overoptmistic winners: antecedents of financial forecasting versus perfornfansa AlemanySebastian
Aparicio, Antonio Davila, David Urbano)
Discussanttaura Toschi
Abstract. In this paper, we study the relationship between internal and external cteristics of startups and the
accuracy of their forecast in the financial plan. We test our hypotheses with a sample of 2,148 observations, which
come from 915 new ventures that applied to a startup competition in Europe in the years 2013 and 2014.0As par
the selection process, startups where requested to provide one year of actuals and the forecast of sales, costs and
/d (JE& 3Z SZE (}oo}A]JvP C E-X ]13]1}v 00CU 8Z C % E}A] JV(}EuU §]}v
their financing guation. Using a publicly available database we were able to get the actual financial accounts of 915

of the startups, which form the final sample. We find that the internationalization level and the rating received in the
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startup contest increase thegap SA v §Z VSE % E v HE[s (Jvv ] o %o v v 3Z SH 0 %o
these two characteristics lead the founders to be overconfident. On the other side, the presence of venture capitalists
in the startup reduces the gap. Our results sugdest even if entrepreneurs tend to be overoptimistic and that those
evaluating the startup, such as judges in a business plan competition, tend to give a higher rating to those teams, the
presence of venture capital brings discipline and accuracy todialgplanning. Our study contributes to the debate on
AZC 3 ESu%[* (JvVv] 0o %0V ]e~ou}e$3e vVAEusS v AZ]Z & §Z €E]8] o
as investors, suppliers or employees, should pay attention to when evaluatifigaheial sustainability and success
of a new venture. An understanding of who is more accurate at forecasting can help providers of capital to make the
right decisions.

3. Two rights make a wrong: how the clash between formal and informal green initiatipegts on the access

to finance for green venturgfederica Massa Saluztaura Toschi

DiscussantTeresa Hogan
Abstract: This paper clarifies the relationship between green entrepreneurship and environmental initiatives of
different degrees of formalization. We show that the mere presence of environmental nonprofits (NPOs) may not be
sufficient to spur green entrepreneurship
Instead, the more informal, grassroots initiatives, emerging from community members are more effective at triggering
green entrepreneurship. Our paper discloses the potential clash between environmental NPOs and the social horms
within a community when ROs become too bureaucratized and professionalized and hence less in line with the
spontaneous initiatives emerging at the community level. The clash has negative effects on the attractiveness of green

ventures.

Parallel sessiofpd A& hE Z /~/E' ~dZ d '/ ~_
Chair:Gary Dushnitsky
1. Optimal contracts with strategic exit of shd@ermists investors: a modébuillaume Andriey Alexander Groh

DiscussantClaire Y.C. Liang

Parallel sessio@ 'SIGNALS &ERTIFICATION
Chair:Thomas Hellmann
1. Organization and finance of entrepreneurial ventures: looking beyond the svfexenzo Butticé Massimo
Colombo, Paola Rovelli)
DiscussantElisa Ughetto
2. Patents agollateral assets in the wake of the global financial c(ls&lerico Caviggioli, Giuseppe Scellato,
Elisa Ughettd
DiscussantJacek Przybyszewski
3. Longs Eu (( S }( /& o} VvV %}ES(}0]} Pp E vBabio BertdribMagsiteo Go(dgrdba, v
Anita Qua3

DiscussantRiccardo Maiolini
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Parallel sessio@ 'REWARBASELGCROWDFUNDING AND P2P LENDING
Room Aula 0.2
Chair:Aurélie Sannajust

1. Distrust in financial institutions and fintech adoption: the case of P2P (@anters BrostromAli

Mohammadi, Ed Saiedi

Discussanttaura Grassi
Abstract. The volume of peeo-peer (P2P) lending transactions has increased rapidly during theldastde. This
paper empirically examines the effect of a lack of trust in financial institutions on participation in P2P lending markets.
We exploit regional or state variation in lending on peepeer loan markets in the US, during the period in which th
market grew from untested technological opportunity into one of the largest crowdfunding markets. Our results show
that the higher this distrust, the higher the likelihood of participation and higher level of participation of lenders in
loans. Furthermee, we find that the effect of distrust in financial institutions on P2P loan participation is greater for
larger loans and those with longer term durations, and that distrust in financial institutions plays a greater role in
lending to distant borrowersWe also find a negative correlation between distrust in financial institutions and the
volume of bank deposits.

2. Crowdfunding: backers rewardédhmed SewaidMiguel GrciaCestona, Florina Silaghi
DiscussantCristina Rossi Lamastra
Abstract. Crowdfunding is becoming a significant source of funds for entrepreneurial startups. Recent literature has
theoretically modelled the prerdering scheme under crowdfunding in the context where entrepreneurs price
discriminate through charging crowdfundesispremium above that of retail consumers. However, more than 50% of
total funds raised through Kickstarter, the leading rewhased crowdfunding platform, represent projects that offer
a discount to early purchasers. We contribute to the literature byetlimg preordering using an advance purchase
discount as a price discrimination device, while employing future retail price commitment. Moreover, we derive the

VEE % E v HE[* }%35]u o Z}] SA v }%S3]vP (JE E}A (psuneenstrainedahd « oo]v

financially constrained entrepreneur. In the latter the entrepreneur is essentially choosing between consumer vs
investor financing. We further develop our analysis by discussing welfare and public policy implications.

3. The effect of allectivistic framing in crowdfunding succéBsmniela DefazidChiara FranzoniCristina Rossi

Lamastra

DiscussantAhmed Sewaid
Abstract.We investigate how collectivism shapes the success of crowdfunding projects and highlight the mechanisms
that reinforce or weaken its effectiveness. To this end, we use the theoretical lens of framing theory and associate the
display of a collectivistic orientation (identified by specific linguistic cues in the textual description of the prifject) wi
collectivisticframing. Moving from these premises, we explore: a) how different levels of collectivism (i.e., the relative
prominence of a collectivistic orientation within the text) and b) its interplay with distinctive features of online markets,
namely the informatia structure and the amount of competing information (hnumber of other projects posted in the
same category and timwindow) on the crowdfunding platform (CFPs) contribute to fundraising success. In the
empirical part of the paper, we use a content analysethodology to assess the collectivistic orientation of a sample
of projects 8,631 posted on Kickstarter during one year from July 1st, 2016 to June 30th, 2017 in the categories of

technology and design. The effect of collectivistic framing on succdsmnigstimated through a Logit specification.
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The results indicate that modest levels of collectivism are associated with greater probability of success, whilst high
levels of collectivism, are associated with fewer probability of success. Collectivistschasnegative effect on the
likelihood of success when collectivistic cues are displayed in a prominent position, i.e. in title and blurb. Fimally, we fi
that the amount of information on the CFP positively moderates the negative effect of collectiviEmscess, so that

for increasing amounts of information the frame of reference loose it relevance. and having or not a collectivistic fame

makes no difference on the likelihood of success.

Parallel sessiofEl 1z ~ Z , /~"h ~ KE ZKt &hE /E' ~7s_
Chair:Armin Schwienbacher

1. The impact of narrative style and entrepreneur's experience in crowdfunding camfRigrerdo Maiolinj

Francesco Cappa, Maria Isabella Leone, Michele Pinelli)
DiscussantTruls Erikson
Abstract.As the caption bthe entrepreneurial project is the main source of information for funders in crowdfunding
campaigns, appropriate narrative styles may rouse interest in the crowd and ultimately affect the amount of funding
obtained by entrepreneurs. In this study, we émoplly assess the effect of two opposite narrative styles on the
success of these campaigns. Based on a sample of about 6,000 projects, we show that the use of the narrative
U%Z <]IJvP §Z Z] Auvs }( "E epuose_ Z] A %sing 3quicam@, n(ore dransZ (o
uupv] SJvP 8Z Ni}uEvVv C_ 8Z % E}i S ]e P}JvP 8} pv ES | X /vs E *S]vPoCL

entrepreneurs, indicating that experience may leverage the latter narrative emphasizing the potential triies of
Alel}v }( 8Z % E}i & 3} SSE 3 | €[+ (pv JvP €& §Z €E $Z v §Z (}E&u & }v
achieved, as the experience itself represents a signal of trustworthiness in the project realization

2. The role of trust in crowdfundin@ruls EriksonRaissa Pershina)
DiscussantSilvio Vismara
Abstract. Crowdfunding has become a viable alternative way of fundraising for new ventures. In this study, we
JVA «3]P § 8Z @&}o }( "P*%EEON o]l v. SEu*S C U%]E] o00C 3§ «3]vP {iUIANM
<] 18 ES EX KUE ]Vv]S] 0 VvV 0Ce]* *U%o%}ESe §SZ Jvi SUE $Z § "P v & o]l
creators relates positively to performance of the fundraising psodd v SZ § ~% E-+}v o]l _ SE|
trustworthiness of the creator) matters. In our paper, personalized trust is understood as confidence and honesty.
Project proposals demonstrating confidence have a high likelihood of receiving funding, whereathah@se too
disclosing are penalized for that. Implications for theory and practice are discussed.

3. Does equity crowdfunding democratize entrepreneurial finafip@glas Cumming, Michele Medijvio

Vismarg

DiscussantEd Saiedi
Abstract. Policymakersexpect equity crowdfunding to democratize entrepreneurial finance, by providing access to
funding to underrepresented groups of potential entrepreneurs. This paper investigates whether gender, age, ethnicity
and geography affect the choice of equity créwutling offerings vs initial public offerings on traditional stock markets
and whether these characteristics increase the likelihood of a successful offering. Using 167 equity offerings in

E}A p v 068 <pu]lSC }(( E]vPe }v >}v }viMakét Gsing bétween 80000 E and 5 £m,
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we find that companies with younger TMT members are both more likely to launch equity crowdfunding offerings than
IPOs, and have higher chances to successfully complete an equity crowdfunding offering. Recatéelycompanies

are more likely to launch equity crowdfunding offerings than IPOs and have higher chances to successfully complete an
equity crowdfunding offering. On the contrary, female entrepreneurs do not have higher chances to raise fund in
equity eowdfunding. Minority entrepreneurs do not have higher chances of successfully raising capital but attract a

higher number of investors.

Parallel sessiofE2 * KZWKZ d s Edhz W/d >_
Chair:Luisa Alemany

1. Technology disclosure and corporate venture capital investnfafitslohammadi Pooyan Khashabi)
DiscussantHannes Maxi
Abstract.We investigate how technology disclosure drives the formation of investment relations between startup and
corporate venture capitals (CVC). On the one hand, technology disclosure enables CVCs to evaluate startups better,
make less risky invesent decisions and thus, increases the likelihood of investment relations. On the other hand, such
disclosure may satisfy the technoleggquisition objectives of CVCs, reducing CVCs willingness to form an investment
relation with startup. We exploitthe AmME] v /vA v3}E[s WE}S 3]}v & o v -A}B vIUESA%P|
technology disclosure through their patent documents. The results show that technology disclosure increases the
likelihood of an investments relation between startups and CVks.effect is stronger in environments with more
information constraints between startups and CVC.

2. The corporate venture capital exit decisi@iiannes Maxif
DiscussantBenjamin Le Pendeven
Abstract. This paper investigates an entrepreneur wiexides whether to obtain funds from an independent venture
capital firm (IVC) or a corporate venture capital firm (CVC) to develop an innovative product. In case of success, the
entrepreneur enters a market and competes with an incumbent. The CVC sdisytof an input producer.
This input will be required by both the entrepreneur and the incumbent to produce their products. | analyze three
different exit routes: (1) IPO, (2) acquisition by the incumbent and (3) acquisition by the input produnerthiasithe
CVC does not sell the venture to its parental company due to a loss of demand for the input good. Moreover, | find that
the IVC exits high innovative ventures more likely via an IPO, in comparison with the CVC. The analysis generates a
number ¢ empirical implications for the difference between IVCs and CVCs and the link between CVCs and the

acquisition decision of their parental companies.
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MARKET ANALYSISECONOMICS AND SUCEE& DRIVERS OF EQUITY
CROWDFUNDING

SALVATORELUCIANCFURNARI
Research Assistaridf European Business Law, LUISS Guido Carli University
Freshfields Bruckhaus Deringer, Financial Services Department

Abstract
The main scope of thipaperis to identify which are the determinants on equity crowdfunding
development from two different pogbf view: (i) theone ofthe market; and (ijthe investoff ¥ne.In
orderdo so,after a brief introduction oéquity crowdfunding andf its more relevant dynamicthe first
part of this paperdeals withfactors determiningequity crowdfundingmarket developmentwhile the
seconddentifiesthe drivers that attracts investors participation, testing its theoretical finditigs case

studyon Italian equity crowdfunding platform.



1. Introduction

Crowdfunding L thé practice of funding a project or a venture by raising many small amounts of
money from a large number of people, typically via the Internét It is a particular form of
crowdsourcing in which the crowd participate mainly giving money for the development of ddeas
entrepreneurigirojects.?

Crowdfundinginvolvesthe participatiorof three subjectsThe first is the creator of the crowdfunding
campaignseeks fundsto developa project He publishes his idea on a crowdfunding platforms, the
second subject involved. Using the Internet, the platform gives the possibility to réagke amount of
people the third,who can send money kelp the development of the presented project.

Differently from other crowdfunding modgsuch as donation, reward and lending crowdfunding
equity crowdfunding ® - also referred in the literaturesacrowdinvesting*, investmenbased
crowdfunding® or securities crowdfunding - is the only crowdfunding scheme that lets contributors
becameshareholdersof the company they are giving money to.eT$um contributedwill de facto
represent theirsharBl FDSLWDO FRQIHUUHG.WR WKH LVVXHUVY FRPSDQLHY\

The recent success of equity crowdfunding is linked with the disintermediation of the relationship
between issuer and investors. This fadhgs to the table a lot of advantages for batgether with a
considerable number of riskideed, involving usually the issuance ¥fW D U W X Shée fpossitity to H V
get very high financiateturrs is the firstadvantagethat could beacquired by each investdt On the
other side of the mirrorpf the issuethis meansaccess to lower cost of capifatompared wittthe ones
supplied by banks oventure capital® Contray to other forms of financing, with equityrowdfunding
entrepreneurs do not need to give investors control nightso pay them interests

%XW RQH WKH ELJJHVW 3VRFLDO" EH gsbhiitwgverRdy tHeT dtemeio FUR Z G | X
reachby a wide public no matter in which part of the wotlde project is createédt This means that the
issuer can use thlamous Wwisdom of thecrowd ™~ SUROWIECKI, 2005)!? to solvemostof the problem
that usually affect a startup project (such as market validation, pricing difficulties, marliethig) way

! The Oxford Dictionary of Modern English, 2014.
2 WILLFORTR. andWEBERC. (2016), p.214.
 SeePIATTELLI U. (2013) p. 14.
* This terms is used BYLOHN andHORNUFin KLOHN, L. andHORNUF, L. (2012),p.237 266 and byHORNUF and SCHWIENBACHER, in
HORNUF, L. andSCHWIENBACHER, A. (2014)
®7KH )LQDQFLDO &RQGXFW $XWKRULW\ )&% DQG WKH (XURSHDQ 6HFXULWPIBQG ODUNHW $;
H7KH )&$TV UHIXODWRWURISUVRPGFKQIJ DQG VLPLODU DFWLYLWLHV 1" DQG 3(XURSHDQ 6
Investmet EDVHG FURZGIXQGLQJY
6 KNIGHT, LEO andOHMER used this term il NIGHT, T.B.,LEO, H. andOHMER, A. (2012) p.135153.
7 Usuallythe newcomer ivestor is not considered alway's as a filgdged partner, since the company could establish $onigation in the
Earticipation acquired such as no voting rights.
For instance, investing in Uber granted a returns two thousand times bigger thast #medint investeaccording tdRIFFITH E. (2014)
Instead, in more general terms, investment in startups has been estimated in giving a returns that is 2.5 times biggeitiethame stment.
For more informatioseeWILTBANK R. (2012)
® SeeAGRAWAL, A. K.,CATALINI, C. and30LDFARB, A. (2013)p. 10.
10 Se@VALANCIENE L., JEGELEVICIUTE S. (2013)
1 Other advantages correlated with the use of equity crowdfundirigepessibility to bundle the sale of equity with other valued goods, such
as dscounts for future shareholders or thegitméty to be the first to have a prototype of the prodBeteVALANCIENE L., JEGELEVICIUTE S.
(2013) p. 12
1237KH ZLVGRP Rl WKH FURZG" RU LQWHOOLJHQFH RI W KalafgedRali's agyefaté RansROKRDLFD O W K|
questions involving cantity estimation, general world knowledge and spatial reasoning has generally been foundto be as good as, and often
better than, the answer given by any of the individuals within the grougp¥dia]. Se@lsoWILLFORT R. andWEBERC. (2016) p. 215and
NASRABADI A. G. (2015)



gaining the possibility to test the potential success of a productduding the risk of failureBut equity
crowdfunding is o risky innovative financinginstrument for both, contributors and promoters

Principal equity crowdfunding risk for investors afeaud, becausen the Internetit is easyto use false

informatbn to create a fake crowdfunding campaignfailure of the issuerbeing themXV XD OO\ 3MXV W
startup'# and market iliquidity given the neexistence ofconsistentsecondary market for the share

acquired However,some risks exist also for the issug&hese are related:tthe publication of the idea on

the Internetthat may cause the idea being stolen or the reputation of the promoter be |zavnnd:

increasing of administrative costsrmintainthe relationship wittthecrowd ofinvestors'®

2. Market analysis and factors influencing the developmentof equity crowdfunding
market

In order to identify which drivers favour or obstacle equity crowdfunding market development it is
necessary to report the available market data, with particular regetettS and UKin which equity
crowdfunding is already well developetdgether with the performance registered by Italian market in

which this instrument is still in its developing phase.

2.1. Market Analysis: the equity crowdfunding industry

Equity aowdfunding market together with theglobal alternative finance marketad an incredible
growth in the last-3 yearsreaching some form of stabilty onfyom 2015 ¢
Notwithstanding the UK crowdfunding market volurt& R O O H FéAbllighdn 2016, represets only
the 1%% 7 of the amount collected iJS in the same yeaf$ 35,5 bilion) proportionally, equity
crowdfunding has more relevance in the UK than in the US. This is confirmed by the faiot2046 as

shown inFigure 1 and 2:UK equity crowdfundingmarket collecting$ 401,2milion, represented in the

3 According toAGRAWAL HW D O ZKLOH SURMHFWLQJ D FURZGIXQGLQJ FDPSDLJQ LW LV UHOD\
fraudulent pages 7 Kppértunity makes crowdfunding an appealing target for professional criminals. Thisis truer because usually retail
investors do not make any dubgdince, being each single contribution of relative small amount and thanks to the high possibilityidéfoee
investmentecision of otherd=or further informationseealsoCORNERandL UZAR (2014)

4 However, thanks to the smlled visdom of the crowd the number of startupkat fail after concluding a successful crowdfunding campaign

are few. Data confirm this assumption. A research made by AltFeaadted by the Financial TimesVW DWHYV WKDW 3RQO\" WKH
companies using equity crowdfunding failed. This is a&gylt, considering that the actual rate of failure for startups is between 80% and 90%

after thefirst two years fromtheir incorporati@ARRETTC. andROVNICK N. (2015)

5 Usually the components of these costs are linked with the management of t igoateplf, that includes the necessary interaction with the

crowd that is recommended before, during and after the campgagmtaining the relation with theewd and looking forits supportare some

of them. Moreover, as reported BsRAWAL et al. (2A.3), just the simple action of sendingrewards, making updates and answering the

guestions of the community are activities that are really time consuming and that uses important energy that shouldtleel dedica the
businessAGRAWAL, et al. (2013) rgort that in most cases the team became so overloaded with activities relating the managing of the campaigns

that they have little time to run the compaBgeAGRAWAL, et al. (2013) p. 17.

* QGHHG WKH (XURSHDQ DOWHUQDWLYH ILQDQFH PDUNHW SDVVH Gtingdidedble ELOOLRQ |
growth of 327% from 2013 to 2015. Only from 2015 to 2016 the growth rate decreased (only 41%), consifWiad DPRXQW FROOHFWH
7.671 billion in this year. American alternative finance industry is bigger than the European. However, with $ 4.46 Iiteadan 2013 and $

11.7 billion in 2014, its growth rate in this first year was similar to the EBaonpne (162%); collecting $ 28.7 hillionin 2015, then its growth

rate became higher (145%). However, the American increase of thelast two years was lower. Indeed, collecting $ 36i6 Bi0liénthe

measured growth ratewas only of 27%, that is yogséte halfthan the European one that was of 41%. The United Kingdom s the undiscussed
OHDGHU RI (XURSHDQ DOWHUQDWLYH ILQDQFH PDUNHW ,QGHHG kBnvduQsrepies2@siFWHG Y
the 81% and the 72%spectively of all the European altemative finance market. A similar predominance could be observedin America, where

the US leads this market, having collected $ 28.5 billion in 2015 and $ 35.5 billion in 2016, that is to say more th&nahd 98%

respectively ofthe American altemative finance market volume. For more inforre@0AMBRIDGE CENTRE FORALTERNATIVE FINANCE
(2016)andCAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017b)

7 The comparison has been made converting the UK collected ath@@niGR OO DUV DW WKH H[FKDQJH UDWH Ya RI

2



same yeapnly the 70% of theUS one which volume was $69.1 milion; 8 equity crowdfunding in the
US, represeetdjust the 1,6% of the total Uslternative financenarketagainsthe 5,94% of the UK one;
UK equity crowdfunding growth ratdetween2015and2016 was highetthan in the USone, having the
last a negative value e6%, while the former a positive one ©0%.1°

598

2013 2014 2015 2016

Figure1 tUK(right) vsUSA(eft) equity crowdfundingnarket volumé$ million).
Source:Adapted fronCambridge Centre for Alternative Finance (2047 Cambridge Centre for Alternative Finance (201

TR S

Figure2 tPercentage oK equity crowdfunding market volumein relation to thedus8($ million) from 2014 2016
Source: Adapted from Cambridge Centre for Alternative Finance (2017) and Cambridge Centre for Alternative Finance

However, the most important data that need be highlighted frodatiaeeported, is the fact that after
a rapid growth in previous years, from 2G252016the growing rate of equity crowdfunding market in
US and in UK is now quite stable. iltlearly neans that in those country equity crowdfunding ended its

developing phase, reaching now a form of stgbili

'8 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017), p. 12

19CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017b) p. 30 andCAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017) p59.To make

a comparison beteen the two amounts, as the one presented in Higtine GBP/USD exchange ratdopted was the average from 2013 to
2016. Indeed, the representation would be distorted if the exchange rate of each year would have been consideredalstoange of
depreciation of GBP from 2015t0 2016, the £/$ exchange rate passed from 1,48 £/$ to 1,23 £/$.
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ICT is thetop sectors fundedia equity crowdfunding batin UK and in the US?° It is followed by
Community and Social Enterprige the UK while by Internet ad Ecommercen the US.Financeis the
third sector for financing through equityrowdfundingin both countries.

In terms of market concentratioaquity crowdfunding platfornmarketis an oligopoly with only few
companies controling a wide part of the markEor instance, in UK the most famous equity
crowdfunding platform isCrowdcube, that is alsoone of the mostsuccessfulequity crowdfunding
platform in the world controling the 48% of UK equity crowdfunding markéglowed by Seedrswith
the 26% and SyndacateRoom with the 18%.

In US, instead it is possible to find an higher number gatformsthan in UK. 22 If concentration is
calculated orthe base of the market share ownedhgthreebigger platforms, US concentration is 68%
against the 92% of the UK on@&he most famous US equity crowdiling platforms, also in terms of
money collected, ard&quityNet and CircleUpcontroling respectively the 40% and the 15% of the
market followed by Crowdfunder and Seedinvest, controling both the 13% of the market.

As far as ltaly is concernedjmilar result cannot beobserved 2* Indeed, notwithstanding the
possibiity to study reaime data 2* Italy does not occupy a really important position among other
countriesin terms of market volume?

However,in 2017 Italian equity crowdfunding marketolume have seen a sensible grgwihssing
IlURP WA miion collected in2015 W K4&863/milion collected in2016, to the ¥41,788 milion
collected in2017 (seeFigure 3 below).

20 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017) p. 17 anGAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017b) p. 44
21 Information available from the databarliyafw dEEuE;}%I cbm

22 This could be the result of at least two factors: the less US stringent authorization process, if compared with thendkherigipher market

volume that gives the possibility to more operatorariter the market.

% |n general, quity crowdfunding represents an important percentage of Italian alternative finance market. In 2017, it represent@dtb& 27,5
,WDOLDQ DOWHUQDWLYH ILQDQFH PDUNHW RI WKDW \HDU FtRep@bBWehaQChrigiderinid® LOOLR Q R C
WRWDO DPRXQW RI PRQH\ WKDW WKH ,WDO\ DOWHUQDWLYH ILQ DQ Fliéh Ddledtetdhfr ROOHF W HG
in 2017) equity crowdfundlng represents the 14,2% of crowdfundmg indiaty povided by Crowdfunding Report and available at:

tpAccessed: 1‘5December2017]
Data prowded by OSSERVATORIO SUL CROWDFUNDING * POLITECNICO DI MILANO. Databank available at:

Jifccessed: 15December2017]
> As will be argue in the following paragraphs, the reason of the low development of this mard@hitécted with the fact that Italy has been
the first country in the world issuing a specific regulation addressing retail investors of equity crowdfunding.
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Figure 3: Italian equitycrowdfundingvolume 2014 Imillion)
Source: CrowdfundingBuzz.it

2017

Recently the amount of money raised through equity crowdfunding campaigns irhéedy sensigl
increasd. Indeed, its growth rate wasound150% from 20% to 2016 and around 170% from 2016 to

2017.1t is interesing to observe thahis is similar to thel50-160% growth rate find out in UK and in US
from 2013 to 2014This means thaduring 2017 something has been chan@edemoved)n a way to

let equity crowdfunding market develofs

598
/ 401,2
361.3 .
, —USA
/212 e [taly
123,
1,48 1,99 4,93 13,25
2014 2015 2016 2017

Figure 4 +Amount ofnoney collected 2012016 ($ million) As far as the dataof 2017 are not available for USAe UK, tt

are not be represented.

26 Aswill be arguedt is thanks to somght amendments in the equity crowdfunding legislatiaat this Italian market is starting to bloom.
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Italy has in common with the UK and the US some of the top sectors fundeglitiacrowdfunding
platforrs. Indeed,considering the 106 companies that get founded via equity crowdfunding until the
30/06/2017, the mosunded secta from 2012are theSharing Economy anthe Social Services sector,
with 28 companies funded in total, of which 18 only in the previous y€dris the second most funded
sector with 25 funded companies, of which 15 only in the last yedne Third is the sector for
Professional Services, with 14 companies funded of which only 5 in the last’year.

Finally, in terms of market concentratiortallan market is less concentrated than the UK one. Indeed,
considering only the 14 most relevgpiatforms ofthe 22 authorized to operate in Italythey are
classified on the base of amount of money collected, the first three pltiolhthe 60% othe market
volume, while all the othelnave to share the 40% of the market. This grade of concentration may suggest
that in the next year smaller platforms may leave the maskethat also thialian equity crowdfunding

market will became an oligopohas the UK one.

2.2 Success drver of equity crowdfunding market: Banking sector

The spread of the alternative finance market has been possible thanks to the tfaagahastrume nts
has been elected as the perfect source of fundingnfiadl and mediursized enterprises (hereinafter
SMES. 28

Indeed, immediatehafter the financial crisis 02008, possibilties of receiving funds fMEs from
the traditional financial systerfabove allbanks)drasticallylowered. 2° Figure 5 showshow volume of
outstanding loans dedicated to SMEs (calculated as percentage of total outstanding loans for enterprises)
decreased in USA, UK and Italy after the financial crisigarticularthe most important decrease could
be observedn USA, where the casidered percentage passed fribim 34,3% of 2007 to the 22,1% of
20153%° But a eduction of the volume of loans dedicated to SMEs could be signalled also in Itaty and
UK, where the reduction is more evidemmily analysing the growth ratef loars dedicéed toSMES from
2008 to 2015

27 OSSERVATORIOCROWDFUNDING POLITECNICO DIMILANO (2017)

28 HORNUFL. andSCHWIENBACHERA. (2017) p. 1 For instance, in 2016 in the UK, the 72% of all the alternative finance market funds was
raised forstartups and SMEs and, although the principal source offunding derived froivedelt models, equity crowdfunding provided still
£371 million funding to 482 SMEs, representing the 5,94% of the total alternative finance \®&e0eMBRIDGE CENTRE FORALTERN ATIVE
FINANCE (2017) p. 18

29 ORGANIZATION FOR ECONOMIC CO-OPERATION ANDDEVE LOPMENT(2015)

%0 This data is consistent with the fact that the USA were the place in which the financial crisis exploded after Lehmah@n&tuptcy.
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2007 | 2008 2009 | 2010 2011 | 2012| 2013| 2014 2015 5%
USAl 34% | 31%)| 31% | 31%| 29% | 26% | 25%| 23%| 22%
s UK | 20% | 18% | 20% | 21%| 21% | 22% | 22%| 23% | 23% 10% 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Italy| 19%| 18%| 18% | 19%| 18% | 18%| 19%| 19% | 19% e | 0 2N t0 SMES 3,5% | -23%)| -62%| 6,7%| -33%| 05%| 0,9% | 1,5%
TotalLoan | 13,3%| -07%)| -73%| 1,0% | 7,0% | 45% | 7,3% | 7,0%

a) Share of SME outstanding loans (% of total outstand

business loans) 20e#015 b) Evolution of USAbank loan growth rate 262715
Source: Adapted frg/ Source: Adapted fr o/
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2008| 2009| 2010| 2011 2012| 2013| 2014| 2015 2008 | 2000 2010 | 2011] 2012 | 2013| 2014
e | 020 t0 SMESL1,3% -1 8% -1 894 -6,7% 4 5% -2 2% -1 9% -1 49
TotalLoan |21,4%11,2%80%-5,7% -6 2% -4 9% -3 6% -1 49

2015
s | 02N t0 SMES 1,8% | 1,20 | 6,9% | -23%| -12%| -35%| -38%)| -25%
TotalLoan | 6,9% | -10%| 3,0% | 1,5%| -18%| -5.1%| -48%| -15%

¢) Evolution of UK bankloan growth rate 20a015 d) Evolution of Italy bank loan growth rate 20@D15
Source: Adapted fronmww.stats.oecd.olg/ Source: Adapted frg/

Figure5 - Share of SME outstanding loaasd esolution of bank loan growth ra{@0072015)
Analyzing how growth rate of outstanding loan for SMEs changed in the mentioned period gives a

more useful insight on the increasing difficutties for SMEs to get financed after the financialAgisis.
shownin graphic b), c) and d) dfigure 5 in all the mentioned countries from 2008 the growth rate of
loars issued for SMEsstrongly decreased, becomirmost all negative. In USA, for instance,
notwithstanding the fact thabtal loars growth rate staeid to increase in 201the percentage dedicated
to SMEs remained negative for other three ydmfeore becoming positivenly in 2014. In UK, instead,
the growth ratédrom 2009to 2015is alwaysnegative, without differences between total bandSMEs
dedicatedloars . A similar situation could be seen in Italyheregrowth rate of loans issued for SMEs
startedgoing downto became negativenly after 2012, with important decrease arog##¥6 from 2013
to 2014.

The reason fothe reduction ofthe volumeof loars issuedin favour of SMEsis linked withthe more
restrictive capital requirementbat regulation imposed tbanks afte2008.Indeednewregulation forced
a reconsideration of the risk that each credit institution could bear and, as a corseitpeereduction of
loan conceded toisky business such as tbeeconducted bySMEs 3!

%1 Indeed, in mostases, SMEs are companies that, in the better scenario, have a product without having yet a market forit; in thetverst one,
product does not still exist. This creates diffidence in credit institutions because of the difficulties for them in mesagis@n futuresash

flows of such enterprisesd so, forthe impossibilities ewaluate the potential to repay their deBeRARMOUR et ENRIQUES (2017) and
WILSON andT ESTONI(2014) A relatively high risk of failure together with strong informatesymmetry makes loans for SMEs riskier than

7



In the described scenarié0(V ZHUH IRUFHG WR ORRN IR UwaPrépreésehtedD WLY H \
by equity crowdfundingthat suppliedhe financing role played blganks In this way it was possible to
use thenternet ag solution to fil the sereatedSMEs financing gap?? Indeed, according to a famous
VWXG\ RI WKH :RUOG %DQNV SXEOLVKHG LQ LQVWHDG RI KDY
form of finance available, SMEs suffer of a lack of financing instruments in a specific stage before the
3P D W X Uth#¥ \ife &/tle 6eeFigure6). * The needs of high amount of capital to develop the projects
together with lack of track records or assletve a company, between the inception and the maturity
stages, without any possibility to access traditional financing instruments to develop its business. It is a
phase in whicmobodyis available to finance SMEs, creating thisding gap3*

75

65
55
45
35

25
2007 | 2008| 2009| 2010| 2011| 2012| 2013| 2014 2015

™ |taly | 46,08 51,8 53,24| 61,56| 62,55| 61,82 65,01/ 70,85| 66,41
= UK |60,34] 63,82 56,59 56,31 56,91| 54,44 51,21 50,4 | 48,37|
USA 33,94, 35,4| 31,83 31,47| 35,4 | 34,79 34,59 36,02 34,92

Figure6 - SMEs life cycle and funding gap Figure 7 £Bank concentration, in terms of assets of three la
Source:LUKKARINENA., et al., (2016) commercial banks as a share of total commercial banking asset:
Source: Adapted fr1)rtmttp J/databank.worldban k.|)rg

In the absence of traditional financing instruments, equity crowdfunding, among other instruments
belonging to alternative finance category, has been recognizaxwsefulfinancing alternative Indeed,
faciltating the meeting of people that have money to invest with people who need it to develop their
entrepreneurial ide&® Internet creates the fundamental connection, solving an intermediary problem that
before neither &nks nor venture capitalists could solve in its stead.

This means thagquity crowdfunding occugs a position in the market for firm financing where there
is no + or at least litte + presence of traditional financing form3he demonstration of the
aforementioned assumption could lmbservedcomparing datdrom 2013to 2015 on growth rate of
outstanding loan for SME&eeaboveFigures 5) with the data of the same period regarding the growth
rate of equity crowdfunding volumi UK andin US. As the wlume of loars available for SME
decreasecequity crowdfunding marketolume increasecht rate that was ne&76% for UK anb95%

loansissued to families orto big companies. To respect capital requirementimposed by new regulation,eommpiedext by issuingloans to

whom cannot demonstrate the capacity to repay their debt.

320ECDrecRJQL]HVY WKH QHHG WR SEURDGHQ WKH UDQJH RI ILQDQFLQJ LQVWUXPHWQWY DYDLOI
the list of thoseristrumentsSeeOECD (2015)

33 WORLDBANK (2013)

%4 Therefore, during the first step, the so called inoetage, the company is created counting on personal funds or in the ones of family and

friends. Only when company starts selling the produced product or service and so, only whentrack record is availatdeamribegh assets

to guaranteefor the&nreceived, the access to traditional external form of finance is pogédmeD BANK (2013) p. 17

%5 BRADFORD, S. C. (2012)p 101



for USA in the same period® A similar growth rate around 300%gould be reported for Italy although
its equity crowdfunding market was still too smalterms of volumeo be significant.

This would suggest that the lowertlge supplyof loan fromthe banking sectoin the markebf that
country the higheris the chance that aSMEs will look for equity crowdfunding to finance its
entrepreneurial project’

Another way todemonstrate the above mentioned statement oretaton between banking sector
and equity crowdfunding developmasitto considerdata onbankng sector concentration in U8K and
Italy. 38 Figure 7, indeed,shows important differencelsetweenthose countes In Italy, after 2009
banking sector concentration increased, passing from 46% of 2009 to 66% of I2®Xpposite happens
in UK, whereg after the financial crisisbanking sector concentration passed from 60% of 2007 to 48% of
2015. In USA, after a litle reduction between 2009 and 2010, banking sector concentration remained
very low, being stable around the-35%.

If the reporteddata areconsideredtogether with equity crowdfundingolumes of the analysed
country, it is possible toobservean inverse correlation betwebanking ctor concentratiorand equity
crowdfundingmarketvolume Countries with lower banking sector concation or whereconcentration
decreasedafter 2008, developed bigger equity crowdfunding market than other where banking
concentration increaseé In this way, itcould be also explaired why, in all its aspectsitalian equity
crowdfunding development wa® slowcompaed with the other countrietndeedthe increase dbanks
concentration after 20G8owedcompanies neer possibiity to accessternative source of funding®

Therefore it possible to draw two important conclusioi$e first is that quity crowdfunding volume
growth ratemay berelated with volume of outstanding loan available for SNtEthis way:the less
60(V KDYH DFFHVV WR SWUDGLWLRQDO™ ILQDQFLQJ IRUPV WKH
equity crowdfunding. The send may bethat concentration of banking industry is related with equity
crowdfunding volumes. Indeed, in countries with lower banking concentration (e.g. UK and US), equity
crowdfunding grew of higher volumes than in country with higher banking contentfiee. Italy). So,
equity crowdfunding market development is deefiiyt inversely related to the development of the
banking sectathatcountry.*!

% |nstead, from 2013 to 2015 the growing rate of the alternative finance market was, instead, near 381% in UK and 541% in USA.

%7 This assumption is coherent with the relation find out between equity crowdfunding development and traditional finarimgtie warrent
literatureTo be more precise, the current literature used to find a more negative relation between equity cronwdfunding and t hestazirdeing

For more informatioseePELIZZONL. et al. (2016) but also: RUBINTON B (2011),arguing crowdfunihg will be an evolution for investment
banking, given is theoretical superiordpdbeing crowdfunding more efficient, scalable, wiser and risk distributing; HAAS et al. (2018w
crowdfunding represents a disruptive innovation for the bankingMdus\ IR U LW V 3 P R GX{OMENBRGHE (206N the €eGtion
between lending crowdfunding and the banking industry, concluding howeverthat this area of research is still developing.

% Following the approach adopted by WeRLD BANK for each contry, banking concentration has been measured as the assets owned by the
three largest banks on the total banking assets.

% For instance, US, where banking concentration remained stable aro888@@developed an equitymsdfunding market that collected $

1.525 million from 2013; UKwhere the mentioned concentration was initially high but then decreased, collected $ 454 millionfrom the same
year; Italy, instead, where banking concentration was already high and thess@tbmeore, collected less than $ 15 million from the same year.

40 Confirmation of this assumption colddfind out in the fact that while in 2015 banking concentration in Italy decreased by 4% from the
previous year, equity ondfunding volume started tmnsiderably increaseegistering 230% growth ratein the next year.

*! Thisis also confirmed by a recent research conducted in the US by #BRIDGE CENTER FORALTERNATIVE FINANCE (2017b) that could be
interestingto reporAn interviews to some @inative finance platforms that recently exited the market, reported that most ofthe exit decisions
have been taken after that bankstarted the issuance ofloans at the end of the financial crisis. This is a valid testimony of the existence of a

stronJ] FRPSHWLWLRQ EHWZHHQ 3D OW HU Q D \CAVERISGIDGRNGE R MBRADIE RNATIVERFDIENCE (201T0P RBL QJ DFW RUV
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2.3 «Financial market and Financial literacy

Differences of equity crowdfunding markets may be explaineonsideringdifferencesin financial
markets dimensios. To understand this statemehtis sufficient to comparehe most recent data
available*? from the World Bank databasand from theGlobal FinanciaDevelopment Report 2017/2018
of the WoRLD BANK (2018)on the considered countrggarding (ither number of listed companies and

(i) ther stock markes capitalizationin terms of percentage of each country GEPB Figures 8 and9

repors below.
139,5
4286,2
112,1
1918,3
290,0 .
2013-2015 2013-2015
mltaly m UK = USA H (taly m UK m USA

Figure8 Averaged number of listed companies fro g 109 +Averaged stock market capitalizationto GDP (9

20132015 from 20132015
Source: Adapted frtinrtmttp J/databank.worldban k.1)rg Source: Adaptefiom World Bank (2018)

It possible tsseethat US financial markets the biggest, both in ternaé number of listedompaniegon
average around 20 fran 2013 to 201pthat in terms of stocknarket capitalization to GDRon average
around 139% on the same period UK financial marketis smaller than theAmerican althoughstill
importantif UK  GDP is compared with the US onkdeed,UK number of listed companies (on
average around.900from 2013 to 201% is just less than half the number of the US and, specially, their
averagedalue of stock tradedto GDP differsonly of less than 20%, being the WA¢ound 112%This
results arempressive considering that8 . vV *' 3 6liivies smaller tharthe US, asreporteal in Figure
10 below. Contrary notwithstanding the similarithetween Italy andUK GDP (UK GDP is, on average,
only the 30%higherthan the Italian)ther financial markets areeeplydifferent Indeed, the number of
Italian listed companies, between1Xand 205 on averages 290 while the value ofltalian stock
marketcapitalization represent only th27%of its GDP.

From the above description, it is difficult to not recognize seimdarity with the respectiverolume
of equity crowdfunding markefThis difference already described in detail, could be summarirettie
Figure 11 below. The Figure show that UK equity crowdfunding market volume, on averagéveen
2013 and 2015 is only.8times smaller than the US ($ 78 milion of the UK, against the $ 318 milion of

2 The aim ofthe comparison is to study the volumes ofthe mentioned financial madkeat aheir evolution that, &ke datahow, it is quite
stable in the long period. For more informatis@g\W ORLD BANK (2018)
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the US).Contrary, he lItalian as for its financial marketemain the smallegt terms of volumebeingits
averaged valuenly $ 1.28 milion on the same period

$16.747 318,67
$2.808 8
$2.118 : 1,28
2013-2015 2013-2015

m ltaly ®mUK = Usa M ltaly m UK m USA
a) Averaged UK, US and Italy GDP from 2042015 ($ b) Averaged UK, US and Italy equity crowdfundir
billion) volume from 2012015 ($ million)
Source: Adapted fr?rrmttp J/databank.worldban k.1)rg Source: Adapted fr?mwmvvorldbank.orgp/

Figure 10- Averaged UK, US and Italy GD@ billion)andUK, US and Italy equity crowdfunding volume from 21315 ($
million)

The relation betweeequity crowdfundingand financial market could be justifidxy the fact thatilso
the formeris a financing instrument based on the supsion and trading ofF R P S D §hatd3tdthe
point that equity crowdfunding could be fully considered as a premiB@elt is evident that ountries
with bigger financial markets, such as USA and UK have also bigger equity crowdfunding market.
Contrary, as it is the case for Italy, smaller financial markets may be related witkersecplity
crowdfunding markets.

But different financial marketdevelopmers could be observed also from an in investors point of view
Strictly linked with the level of development of financial markeisd also with the one of equity
crowdfunding,it is the different level oinvestorfinancial literacy*® of thosecountries

With this regardin a research conducted by Standard & P¥atudying the level of financial literacy
around the world, Italy is in a really distant position from the US and the UK. IndeEiduas1l shows,
in Italy only a percentage of adults that is commtibetween 355% could beconsidered capable of
taking wekinformed financial decisionsFor this fact, Italy hashe lowervalue of financial literacy
between all the major advanced econortiesFigure 11), 4° insteadof USA and UKthatcould count on
higherresults between 555%.

% Financial literacy could be defined as the possession of a set of knowledge that allows individual to make informed deitisitresr
financial resourced-hose decisions involve theright way to generate, invest, spend, or save money.

“* KLAPPER A. et al. (2015)

“>KLAPPER A. et al. (2015) p. 8
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Figure11 - Major advanced and emerging economies % of adults who are financially literate
Source: S&P Global FinLit Survey

Lack or low financial literacy level is an element with strong influemceequity crowdfunding
developnent. Indeed, people who are financially lterate have the abiity to make informed financial
choices regarding saving, investing, borrowing, and moue without an understanding of basic financial
concepts, people are not well equipped to make decisions related to financial manajdmeountry
where more people understand basic concept of finance, financial instruseehtsis share of SMEs or
of startu, are more likely that would be subscribed atbwoughequity crowdfundingThe higheris the
number of people understanding basic financial concépismore are the ones that may decide to invest
trough equity crowdfunding.On the other hand, in country in whickither traditional financial
instruments arenot understood(and so not subscribel] it is less probable that atrong equity

crowdfundingmarketwill develop.
{Regulation

Evident is also therelationshipbetwee equity crowdfunding development and its regulatido.
understand ia comparison of the rule related with equity crowdfunding in the above considered countries

will follow .

2.4.1 Equity crowdfunding in the US: the rules that favour e quity crowdfunding development.

The USAwasthe first country in the world to formally regulate crowdfunding with the Jumpstart Our
Business Srtups Act JOBS Act signed into law on 5 April 2012, dedting its Title Il entirely to
equity crowdfunding.*” Notwithstanding tis, final rules implementing Title 1ll where enacted only in

‘¢ KLAPPER A. et al. (2015)p. 4

47 Before theimplementation of this title, some exemptions from the SesunititExchange Commission (SEC) regular regime provided for

IPOs already existed. The most famous wasthE$9OOHG 35HIJXODWLRQ $° D SURYLVLRQ RI IHGHUDO ODZ WKDYV
public offering. Implementing Title IV of the JOB®t, Regulation A has been replaced with thecatbed Regulation A+ that let companies to

raise up to $50 million in X&onths. There is no public restriction so anyone can invest with a limitation of the 10% ofthe greater of their annual

income or netwarth. Finally, also state compliance obligation has been rembwéottunately, this regulationwas not incisive enough for
ODXQFKLQJ HTXLW\ FURZGIXQGLQJ IRU DW OHDVW WZR PDLQ UHD\RIQ¥stbEsSUYWRLW ZDV QF
FDQ IHQG IRU WHHPQYEOWKW PLOOLRQ H[HPSWLRQ |U RIBYy-Mal€ regitratpr. INtHIwdy/He Uit QRW DYR
crowdfunding was both personally and geographically limited or too expensive, involvingcomiaweK HDFK VW DWH 3&%0® XH 6N\TV /
furtherinformation,seeALMERICOK. (2015) SEC: Startups Can Now Raise $50 Million in 'Mini IEtrepreneurcom [Online] 25"March.
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2015 by the SECS® that finally permits retail (hneaccredited) investors to buy shares of company through
equity crowdfunding platforms?® The JOBS Act preempts state law: single states cannot add anything to
this regulation. They only retain the right to enforce frauds or other violations of the state law, while no
enforcement is permitted concerning violation of regdiginarules.In this way it could be possible to
avoid territorial limitation, impeding each state to introduce different regulation on equity crowdfunding.
As it will be understood in the comparison with the European situatisnpitovision is very impaéant in
not hurtingthe development of equity crowdfundimgarket

With regard to regulation dedicated to the issuer, Title Il of the JOBS Act permits the fund seeker to
raise up no more than $1 milion in a-d®nth period. In additiorthis regulation mtroduces two main
obligations for the issuers: information disclosure and advertising limitatohs.this respectone of the
EHVW DVSHFW RI 86 UHJXODWLRQ LV W KApartSioR §g WasRQD O GL
information about the compamnd potential risks of investing in those securities, the issuer has the
power to decide the amount of the information thatvants to disclose on the base of the amount that it
aspires on collecting?* Information to be published are so proportioned to the amount of money the
issuer seeks, without imposingfiaed cost on himln this way disclosure operations are not as expensive
as the ones requested to conduct a traditional IPO and can be tailosstieonfinancial needs and
possibilties. 52

With specific reference to investor protection, instead, in the US, this is realized limiting the maximum
amount of money that each individual camest in WKH LVVXHU 7KLV OLPLWDWLRQ LV |
annual income. On the contrary, there is no restriction on the maximum number of investors that each
issuer could attract through the crowdfunding campaign. It is possible to distinguish three categories of
investors: (i) investors with an annual incofoerer than $100,000an invest no more than 5% of their
greater income, and so, at best $2,d@0investors with an annual income higher than $100£00
invest up to the 10% of their annual incoraad (ii) investors who do not want to disclose tlainual

income have their investmerimited to the sum of $2,0003

Available athttp://www.entrepreneur.com/article/2 440 A& cessed: 0% January 2017]n addition, foomore information about Old Regulation
A seeHORNUF, L., andSCHWIENBACHERA. (2015b)
48SEC press release available on its official webditbtgtZ/wwv.sec.gov/news/pressrelease/2845 hirh|

“°Before that, the Security Act provided an exemption only for particular investors, resembled in the grofgmudab®y KUHH 3)°V  )DP L O\
FriendsandFools. LW K WKH WHUPV 3IRROV" DUH XVXDOO\ LQGLFDWHG EXVLQHVV DQJ$SHPW RU RWK
business ide&seeSCHWARTZ, A., (2013)

*%n relation to the first, issuers shall provide investors with the necessarytfon to appreciate risks and rewards of an investment. In doing

S0, an active roleis played by the platform that has to provide potentialinvestors and SEC with the information giviesusy #1 days prior

securities are ready to be offered throtighportalELLENOFFS. D.,ADLER J.,SELENGUTD. andDEDENATO M. (2014

®1 |n particular, when the offering is (i) equal or below $100,000, the issuer shall provide the most recent income taanatdirmancial

statements which need to be certified g principal issuer officers; (ii) between $100,000 and $500,000, a financial statement must be provided

and reviewed by a public account; and (iii) more than $500,000, an audited financial statement is necessary which h are@&ezham d

certified bya certified public accountant.

%2 |ssuers are also required to disclose other information regarding the campaign and to publish periodicahyzdtivetsr, this ardimited to

four information: () personal detail and names of directors, officersgranestor owning more than 20% ofthe company; (ii) description of the

current and the future business plan; (iii) disclosure of certain related partgti@mseand (iv) description of the financial conditions of the

issuer.But disclosure operationekp on alg after the campaign is ended. Issuer shall annually file with the SEC and make available for

investors financial stements and reports of the result of the crowdfunding opereiee8HWARTZ A. (2013).

%3 SeeALDERMAM P. (2015).
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But US regulation contain also some princifiteiting the secondary market of these securities
providing that investors are restricted from transferring their securtties for one H@srprovision,
indeed,enhance risk of iliquidity.>® Investors protection is, in addition, realized through imposition of
some obligation to the platforr?f Indeed, they are forced to make the investor answer a questionnaire in
order to demonstrate thetonsciousness in relation to the risk that they are facing before they could
DFFHVV WKH SRUWDO DQG EX\ FRPSDQLHVY VKDUHV ,Q DGGLW
guestionnaire, and mage to complete the investment, the platform has totaaepechanism to grant
them the possibility to withdraw their investment. In general terms, the aforesaid requirement has to be
implemented together with another providing that the issuer cannot receive the proceeds of the offering
until the target amouris reached or exceeded. These are all good rules enhancing investors protection

without imposinghigh disclosure costs on the issuérs.
2.4.2 Equity crowdfunding in Europe: from the success dinited Kingdom to Italian regulation.

2.4.2.1 Principal limitation of usingequity crowdfunding in Europe

Differently from the US, in Europe each Member State has a different equity crowdfunding regulation.
While traditional financing instruments amrectly subject to important and harmonized sulat the
European level (e.g. Capital Requirements or Prospectus Directives), instead, a dedicated and harmonized
set of rules for equity crowdfunding does not still exist. This impliesblems of nofharmonization
between each Member Statmsd sathe inposition of territorial limitatiorto equity crowdfunding usage
across Europe, with clear limitatiofor its development

The principal European Directives that directly affect potential equity crowdfunding developiment
areProspectus Directi andMiFID 11 . €°

TheProspectus Directiveegulates theoliciting of investmerandthe act of public offeringvith the
main purpose of harmonizing the rules on the information to be contained in the progpattus
companies have to publish when they wanbffer securities to the public in the European Urfidithe

4 SeeELLENOFFS. D.,ADLER J.,SELENGUTD. andDEDENATO M. (2014).

%5 This rule is not valid only in case oftransferto: (i) the issuer, (i) an accredited investor, (iii) an offering regishete@lSEC and (iv) an
LQYHVWRUYV IDPLO\ P HP EHhmpetbFdbatdskssiet avd< redd tra@skeFlirhitation, some authors argue that a secondary
market will hardly develop in US equity crowdfunding mark8eeSCHWARTZA. (2013).

%8 According to the USregulatioA funding portal is defined asmowdfunding intermediary that does nd):¢ffer investment advice or
recommendatins; (ii) solicit purchases, sales, offers to buy securities offered or displayed on its website or portal; (iii) compensate
employees, agents, or others persons fohsadicitation or based on the sale of securities displayed or refetemeits website or portal; (iv)

hold, manage, possess, or otherwise handle investor funds or securities; or (v) engage in such other actiities agthel§E€ebermines

approplate” 6( & .As seen above, equity crondfunding platform activity could be realized taking the legal form of ecddmr or of

funding portal. T his last one is a new classification of intermediary created by the JOBS Act, subjecting equity crowdpuorthls to SEC

regulation. The procedure introduced by the JOBS Act to be recognized with the SEC as a funding portal is simpler tharihe ded for

brokerdealer, although it provides more limitations from an operation point of view. T hepedaibition of offering investment advice and

being in charge of investor education. This means that platforms have to provide educational materials without making mdatiomseor

giving investment advice.

57 Us funding portals also need to take tiseessary disclosure measures to reduce the risk of frauds. Concerning their relations with the issuers,
portals has an important role in information disclosure. Indeed, they need to publish the information given by the iSsuleRand GH IRU D 3 FKDW
roomIDFLOLW\" VR WKDW WKH 3FURZG” FDQ GLVFXVV DERXW WKH LV VexawtifuhdlinksHate& )L QD OO\
but they are prevented from purchasing shares in the campaigns they are pr@eeNngeRMAM P. (2015).

°8 For more detail pleaseeEUROPEANCOMMISSION(2013)

% Directive 2003/7 1/EC onthe prospectus to be published when securities are offered to the public or admitted to trading

% Directive 2014/65/EU on markets in financial instruments

%1 The prospectus isie document that discloses all theeessary information, about the issuer and its offer, which are necessary for its investors

in order to evaluate theinvestment and the connected gk6.H SURVSHFWXV VKDOO FRQWDLQ DOO LQIRUPDWLRQ ZK

14



creation of afull prospectus is an expensive procedure ¢hanotbe borneby startup or SMEs. It is the
attempt to avoid this regulation, using the exemption providetebiFospectus Direcie thatcause the
major temritorial imitation of equity crowdfundingin Europe.®? This exemptions need to be introduced by
each Member Stagdan their national law The most importargxemptionprovidesthat offers of securities
IRU DQ DPRXQW RI OHYV\W2WoKD Qeriédare exenipted DBy the application of the
Directive and sdby the publication of a prospectus® The Directive grants each Member State
LQFUHDVH WKH WKlgiiv & RAmGnthX & rictl, Butto d® $dDeach Member State needs to
promulgate a specific legislation to define the increased threShuidresult is that each Member States
set up a different thresholéf This also means thahly offers that are abov&l00.000have by defaulta
rossborder value andcould address potential investansall Member State$®

Equity crowdfundingis based on the offering athares to the public, implyinglso the taking in
consideration of MIFID II The Directive estabbhes a minimum set of ruleso be respected bghose
firms providing financial services (e.g. reception, transmission and execution of transferable stock market
transactions)® This Directive affects equity crowdfundingposing rules omlatformson the fact that
W K Hélp3the tradingof securities” 67 Each Member State in the implementation of MiFID 1l in their
own legislation provides for the introduction of different exemptions. One of the most common is the
provision of a threshold under whidhe operation, although included in the ones listed above, is still
exempted from MIFID Il costly requirementS. Other exemptions regards, for instance, the trading of
stakes in private comparfy

investors to make aninformadsessment of the assets and liabilities, financiatippsprofit and losses, and prospects of the issuer and of any
guarantor, and of therightsttaching to such securitiéfArticle 5.1, Directive 2003/7 1/EC]
23 OHPEHU 6WDWHY VKDOO QRW DOORZDQ\ RIIHU RI VHFXULWLHV W RidaHoR®@GH WR WKH S
prospectus.
2. The obligation to publish a praspus shall not apply to the following types of offer:
(a) an offer of securities addressed solely to qualified investors; and/or
(b) an offer of securities addressed to fewer than 150 natural or legal persons per Member State, other than qualiSedririest
F DQ RIIHU RI VHFXULWLHY DGGUHVVHG WR LQYHVWRUV ZKR D mVestot)fbr eaehSepdrateV LHV IR U L
offer; and/or
G DQ RIIHU RI VHFXULWLHV ZKRVH GHQRRWQ@BEM/&RQ SHU XQLW DPRXQWYVY WR DW OHDVW %
H DQ RIIHU Rl VHFXULWLHV ZLWK D WRWDO FRhNshallhedaliaRdpvea pariddbf@@radRBs.R 1 OHVV W K|
However, any subsequent resale of securities which were previously the subject of one or redygesthif offer mentioned in this paragraph
shall be regarded as a separate offer and the definition set out in Article 2(1)(d) shall apply for the purpose of ldettidintpat resale is an
offer of securities to the public. The placement of secaritieough financial intermediaries shall be subject to publication of a prospectus if none
of the conditions (a) to (e) are met for the final placement.
3. Member States shall ensure that any admission of securities to trading on a regulated mardket siperigting within their territories is
VXEMHFW WR WKH S XE QArfick 8V DIRQIVRA0T/AIERYV SHFW XV ~
&3 For the sake of brevity, other exemption from the Prospectus Directive that may influence less equity crowdfundingnustgereifiorted
and commentedkor instancethe issuer is also exempted if the offer is presented to less than 150 natunsl. Jdiscequirement is difficult to
be respected forintembased platforms in which the limitation to 1}3€ople will be easily>xeeded. Another exemption provided for by the
'"LUHFWLYH LV WR DGGUHVV RQO\ 3TXDOLILHG LQYHVWRUV" WKDW ItiNVs@hire ¥ritérisSURIHVVLRGQG
rovided in the Directive.
“ T o be more cleaalso the Prospeas Directive is a source of territorial limitationthe use of equity crowdfunding. Indeed, first the Directive
GRHV QRW FRQWDLQ DQ 3D Gbbidxrberstiond/HKDIWWIL\R @ LR UWFRIRWWR WKH VXP RI % 6HFRQG
freedom to each Member State to fix the exemptionthreshtédMbZHH Q W KH VXP Rl % DQG ¥% PLOOLRQ 7KH UHVX(
each Member State has adopted different conditions to be exempted from prospectus requirements. Therefonetdiihelsame amount of
shares offered, issuers can find in some Member States the full prospectus regime while in others the complete e fempiistanceas
reported byHOOGHIEMSTRAS.N. and DEBUYSEREK. (2015} in Estoniaand LithuaniathethreBROG LV VHW W R % LQ 1RUZ
Ya ZKLOH LQ )LQODQG UHDFK % WKH 1IHWKHUODQG DQG 620 BHIX &KYH DGRSW
'HQPDUN VHW WKH P D [HoXEHEMETRAS.N. andDE BUYSEREK. (2015) p. 138.
65 SeeEUROPEAN COMMISSION (2013).
66 SeeGABISON G. A. (2015ap. 22
%7 SeeGABISON G. A. (2015a)p. 22
8 SANNAJUSTA., ROUX F., andCHAIBI A. (2014).
%9 Indeed, the great part of the companies using equity crowdfunding are at thetagerlgevelopment so it is very uncommon for them to have
shares traded in regulated markBessEUROPEANCOMMISSION(2013) p.33.
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The examined Directives imposes to each Member Staisstience of a specific regulation, with the
result that the same financing instrument is regulated differently across Europe. Direct implications of this
northarmonied situationare on the one hanghossibiies of arbitrage or concentration of compasi
and platforms in States with the more favorable legisiati®ron the otheralso in caseterritorial
imitation in the usage of this financing instrumenhe result of this neharmonized situation is a limit
to the crossborder use of equity crowdfiding in Europe. Imitations that should not be accepted in the
European market where the will to constitute an internal market basedfou tlieeedomexists.’*

24.228QLWHG .LQJIGRPFEQIHQUHIXODWLRQ"™ DSSURDFK
United Kingdom equity crowdfunding markstthe widest in EuropeThe merit is iInUK approactto

equity crowdfundingregulationthatconsisedin not issuing a specific regulation on this instruméht.

The first principle of UK approach to equity crowdfunding is thalt equity crowdfunding campaign
needsFCA approval Indeed, everyffering of securities through a platform is considered as a financial
promotion under UK Law, that is to say, an invitation or inducemeang@age in investment activities.

So, all financial promotions addressing retail investors must be communicated and receive the approval of
a FCA-authorized firm without exceptiong® This rule is successful becaus€A revision of the offering

induce more trust in investors that can count BCA first due diligencereducing to the minimum the risk

of fraud. More trust means more investors participation.

FCA authorization is also necessary to operates as crowdfunding portals. Platforms need to be
authorizel by the FCA according to the Financial and Services Markets Act (FSMA), requiring
FRPSOLDQFH ZLWK WKH )&$1V ’EXtMdughHhis\totdRle Idedr ladprali@@ X F W
associated with the low value transaction linked with crowdfunding, itidslheunoted that this expensive
procedure did not stop English equity crowdfunding market from bloonSiegalso the solution to
maintain controls on thgatekeeperdas been a good choice in terms of markets realitwugh it may

be the cause diie fav numbers ofJK equity crowdfunding platforms and its high concentration level

% |n addition, another source of territorial limitations is represented by the other rules of company law of each Mambeptiated out by

+22*+,(0675%$ DQG '( %8<6(5( WKHVH NLQGV Rl OLPLWDWLRQV FRXOG EHb&EMWHJIRUL]HG
DQG 3SRWKHU VXEVWDQWLDO IRUPDOLWLHV"™ WKDW P DN H \{s ghbt Rhs3dgianoX \ntidfikc®dS W LR Q V X!

HooGHIEMSTRAandDE BUYSERE(2015)report that, an example of the first group can be found in UK legislation. This left untouched national

FRPSDQ\ UHJXODWLRQ VR LVVXHUV WKDW ZD®HQWR NV B XHRFCGOX®@ GWRIL QOHBE VOR W H ARPS
LOQFOXGHVY ,WDOLDQ RU *HUPDQ OHJLVODWLRQ WKDW UHTXLUHV Vorkskbssriptio, i @iid R1 D QR W

ZD\ EULQJLQJ WKH R S Hduiiingy/thékeQpériRive@resgirte ddal thelpdtential shareholders in the sametolace.

"M37KH LQWHUQDO ODUNHW VKDOO FRPSULVH DQ DUHD ZLWKRXW LQW HUQ@EItAUIRQWLHUV L

ensuredin accoethceZLW K WKH SURYLVL[Rrxd BR)WHEH]. 7UHDWLHV”

"2 Initially there was lobbying activities to regulate this instrument by means of dedicated rules, the Financial Conducitylttmiead,
acknowledged the possibility to use equity crowdfundisg valid business model under the existing regime witHitthdyamendmentsBLAR

D. andPRINGLETON A. (2014a) The success of this choiceis also confirmed by the opafioiK equity crowdfunding markets operators.
Indeed, in a recent study condwtby theCAMBRIDGE CENTREFORALTERNATIVE FINANCE (2016) the 93% of crowdfunding platforms
confirmed the regulation to be adequate and appropriate to their a€@MitBRIDGE CENTREFOR ALTERNATIVE FINANCE (2017), p. 25

" In this case, the financial R PR WL RQ Q HH GV Gldptdf RA? BEORCA's @oidict of Business Sourcebod R HQVXUH WKDW W

promotionis clear, fair and nemisleading. The only exception to the FCA approval is to usexiséng shareholder exemptioho so do, the
platformneeds to creates a former shareholder relationship with all investors and a parent/subsidiary with the issuer but énismiston.
SeeBLAIR D. andPRINGLETONA. (2014a).

" Authorization is quite expensive in terms of time and money. Expertsastiiat the procedures will cost around £150,000 plus six to nine
months of compliance work beforefiling and other six months after the Bimg=ABISON G. A. (2015a)
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UK regulation keep on protecting investors establishing that only certain investors can receive direct
RITHUV IURP LVVXHUV RU SODWIRUPV 7ie¢llatdd Bdyidé "Urhast@rs O FRQV
who certify themselves as high net worth or sophisticated investors and those who confirm that wil invest
no more than the 10% of their net assea 12 months period. This last category shall confirm in writing
this fact. ' So, first, investor protection is realized limiting the categories of investors allowed to
participate in equity crowdfunding campaigsecondly,outside ofthis categoriesprotection is granted
LPSRVLQJ-b RV XMW&as theGothedsW addition, the proper protection of consumers is also
granted through FCA supervision of the market. In particular, this includes monitoring platforms website
and reviewing monthly information provided by the issuer. The scope is to treifglatform disdoses
all the relevant informatioin a way to letpotential investors make informed decisions. FCA directly
monitors financial promotion and takes action against firms that do not respect its standards. In this way,
parts of the costs aiming at protectingestors is sustained directly by the government and the regulator.

But some important rules in improving equity crowdfunding development has been take also with
UHIHUHQFH WR WKH LVVXHU $IWHU FUHDWLQJ keaty fisddssed,UHD IR
UK regulator gives issuers free space to opetatieed, Prospectus DirectiVeéhas been implemented in
the most favourable way for the issu€rln UK the regulator decided to use the prospectus exemption as
wide as permitted by the [Bictive. For this reason, each issuer is exempted from the publication of a
prospectus if the collection is less than £5 milion in a 12 months pétitateed, in a situation in which
compliance costs are borne mostly by platforms and to investors areagivnuch guaranties as possible,
WKHUH LV QR XVH IRU OLPLW LVVXHUVY FROOHFWLQJ FDSDFLW\

Finally, the better part of UK regulation for equity crowdfunding concern poti#&fnhane the use
of equity crowdfunding through mechanisms of tax refiein this way, UK regulation not only aims at

3$GYLFH UHODWLQJ WR D SDUWLFXODU LQYHVWPHQW JLYHQ WR Daght\aNR&atesqoW K HLU FD ¢
the merits of them buying, selling, subscribing for, or underwriting (or exercisingrightstoacq& ¥ H Rl RU XQGHUZULWH WKH LQ
For furtherinformation seeF~CA (2015)
" FCA (2015h)
"7 TheProspectus Directiveias implemented in the UK through the Prospectus Regulations 2005 (SI 2005/1433), amending the Financial
Services and Markets Act @0 (FSMA) and introducing amendments to the FCA Handbook, such as the introduction ofthe Prospectus Rules
"8 With regards to the implementation of other European Directivé\ il Directiveneeds to be taken in consideration as regards some
platforms tlat fall also under the FCA regulation of Collective Investment Schemes (€1tB)s field, there is often an overlap of legislation
between the Directive and the UK existing regime for CISs, because most of them will constitute an alternative ifwedtfbitisa more
burdensome legislation and, forthis reason, issuers and platforms usually avoid this kind of schemes. T he applicsgionex tisep o ssible
when the platform, acting as a fund, does not helpthe creation ofa common issueR€b&@d¢hU UHODWLRQVKLS EXW LQVWHDG
contribution or of their income prior to the distribution without any involvement of shareholders in ttiedégymanagement ofthe company.
This leads to the creation and the management of an AlF. Ratf@nm adopting the described business model, the AIFMD will impose a heavy
regulation burden on fund operator falling within the scope of the Directive. However, in the UK the impact of this regidatduced in
comparison with other European cout/ EHFDXVH R 1 WIght-tbupgh¥egitEQIRHURKQ GV ZLWK WRWDO DVVHWYV XQGH
this case, not only the registration requirements are reduced, but the regime also allows marketing of AIF to retaikirthesthf, provided
tha the AIF is also aregulated CIS. For more informasieeBLAIR D. andPRINGLETON A. (2014a).
"°SeeGABISON G. A. (2015a)p. 30
8 There areat least two instruments to realize this scope. The first is the Enterprise Investment Scheme, a relasivaiyeid,iintroduced in
1994, aiming at encouraging the financing of company not listed in stock exchange which investmenteis fiiskdo so, it provides the
following benefitsy(i) 30% income tax relief for the present or the past tax year, for ammaxamount of £1 millior(jii) 100%inheritance tax
relief if the shares are held for more than 2 ydiis;50% Capital Gains T ax Revestment relief; anflv) an eventual Tax Reliefin case of
investment losses.
,Q DGGLWLRQ WR WKH GHVFULEHG LQ WR HQFRXUDJH VWDUWXS ibh€dBchem@J WKH 8. *F
creating a startup tailored instrument: the Seed Enterprise Investment Scheme. The guidance principles aré theEé&tmiowith a higher
tax relief. The rules are the folowin@) investor can have a 50% relief forincome tax on the cost of shares for a maximum amount of £100,000
in a Yearf{ii) no capital gain tax on profit from shares held for at least yieaes. This timewill not expire if the shares are soldandthecapital
gain reinvested into qualifying SEIS shares. This rule is valid under the threshold of £100,000 per {igarl @0% inheritance tax relief.
There are also someles to be respead in order to receive this tax benefits. Indeed, investors shall not be an employee ofthe company and the
shares, which have been issued or held, should not represent more than the 30% of the company. At the same timeh ampistaits make
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protecting investors beforthey takes investment decision. Protection goes far, giving aid to investors
also in the worst situation, that is the failure of the company, through mechanism of good tax relief.

2.4.2.3 ltalian regulation: opportunity and limitation.

In 2012 Italy was the first European country issuing a specific regulation dedicated to equity
crowdfunding.®! But doing sq Italy was alsdhe first Member State limiting.

Two were the main limitdons introduced byitalian regulaton WKH LUV WhdJdéul® Us€ HG 3
HTXLW\ FURZGIXQGLQJ DV D ILQDQFLQWhd Q Yoveedxd invesw | RUKW KHH F R
legislative success of the campaign. This two main limitations weeethereason that slowed more
Italian equity crowdfunding market. Only in 2017 the first of this two has been removed while the second
one has been relaxed as wil be reported belowltaly equity crowdfunding has been introducesia
mean to promoté@novation & so aly companiestat PHW FHUWDLQ 3LQ Q RdvabddslsYAH™ FRQG
this financing instrumentTo do so, WDOLDQ UHJXODWLRQ LQWURGXFHG WZR Q
Innovative Startup (ISUJ® and after three yeatnpnovative Small and Mediwsize Enterprises (ISME)

84 Only in 2017, with a delay of four year, with Law Decree n. 50/2017, Italian regulator finally decided
that all SMEs could access equity crowdfunditigThe fact of having this rules for more than tyears

the share issued as eligible for these benefits should follow some additional rules: it shall not raise more than £150,08&tl8augd shall

not have more than 25 employees; his assetaot be worth more than £200,000 before the SEIS; should not hawedmparated forlonger

than 2 years prior to the issuing of shares; and the company needs to operate in a business comprised in the SEI8HISpermitt

8 7KLV LQWURGXFWLRQ KDV EHHQ PDGH ZLWK DUWW H WRDUWKSBDZ7AKH ODZ ZBY GPRSIDWR 8 (
Italian Securities and Exchange Commission (Commissione Nazionale per la Societa e la Borsa, hémisaiieon 26 June 2013, with the

first draft ofCoNsoBRegulation 2606- Q 15D F F RiDdWwiszhi® Ha pdyts di $¥acip innovative tramite portaie®© LQ HY D W
last amended witEoNsoBResolution n. 20204 of 2017. Updates and innovations followed with Law Decree n. 3/2015 converted into Law n.
33/2015, published on March 2015, with Lav282/2016, and, last, with Law Decree n. 50/2017, convertedisnw n. 96/2017. For more
detailed informationseeDE LUCAN. et al. (2017)

82 |talian regulation kept on associates to these two kinds of companies not only the possibility to use eqtfimdirayybut also a lot of other
advantages such as tax relief, reduction of duties for the subscription in the business register, flexible remunetatoblanchitnage ment
system. All these benefits are the reason why there are so many conditigfisaod the discipline is so stringent. T he initial intention of the
Italian Regulator was to provide innovative companies with some instrument to develop easier their business modelsisinhhisquity
crowdfundingwa®nlyone of all this instrmnent and, for that decision, it wdsomedo be used only by innovative compani®seDE LUCAN.

ETAL (2017)p. 5.

8 The definition is given by Art. 25, comma 2, Law Decree 179/22was introduced in 2012 with the first crowdfunding regulation. In

2012 only company fulfilling the following conditions could have access to equity crowdfunding. Thé9ehamee an innovative purpaséii)

satisfy at least one ofthe three followirepuirementsi) aw OHD VW RI WKH PDMRU EHWZHHQ WKH FRPSDQ\TV H[S
used for reseah and development activities; (f)laast 33% of the total employees shallbe holder of PhD or researcher, or at least 66%shall be
holderR1 D 0D VW H () fidld,@ekdéssordbe licensee of high tech patent rights linked with the main purpose ofthe company.

In addition, the company shall have been set up nomore than 5 years before filing for the ISU status, and it mayéreetfous for no

longer than 4 years. The creation of the company should not be theresult of mergers, divisions or as a transfer ofmarmhphish all not

be listed nor shall it have shares significantly spread among investors. Finally, onmostlraportant aspect to highlight for ourpurposes is

that ISU cannot pay dividends and it has to maintain a net tumover for two fiscal years lower than 5 million eurooThestetion has a

clear influence on equity crowdfunding development. éntiéinancing an ISU through equity cronmdfunding means financing a company with a
limited possibility to obtain a return from the investment in the short period, given the impossibility to pay dividend.

84 The definition is given by Art 4, comma 1, Law Deer3/2015After three years, considering the underdevelopment of Italian crowdfunding
market, it has been decided towider the group of companies that could have access to this instrument. For this reasaee ba®/ Df 2015
introduced a second statss givirg the possibility also to a small group of srraiimedium size enterprise to access equity crowdfunding.
However, theinnovative requiremsnvere still required. Indeed, a coany is considered as an ISME when it satisfies at least two ofkthre
requirements, similar to the ones provided forthe ISU status. Bhegg aw OHD VW Rl WKH PDMRU EHWZHHQ WKH FRPSD
turnover should be used for research and development activities (R&@) least 20% of the total employes$iolder of PhD orresearcher,
oratleast33%.V KROGHU RI| D 0D VW bld)fogses$bd beHidensBe@1@ high_tech atent rights linked with the main purpose of
the company

Moreover, the company should not be listed in a regulatedatremkl its last annual account shall have been audited by a recognized accountant
or accounting firm. The company shall not be an ISU and it shall respect the requisites provided by the EU regulatédmiticheof Small

and Mediumsize Enterprise. fie company needs to haveits registered officein Italy orin another European country, but, in the latter case, it
shall have at least a branch in Italy. Finally, the same regulation error committed for ISU was replicaSétHolrideed, also those c gany

was prohibited from paying dividend while maintain the statusSME, in this way limiting their attractiveness forinvestors.

% |n reality, this innovation confused therole ofthe Italian private company (s.r..) with the Italian public company®viding that also

the first, traditionally closed companies, could havetheir share offered to the public while providing a quite compli@tesmeo favor its

trading. providing that also the first, traditionally closed companies, couldtiaieshare offered to the public while providing a quite
complicate mechanismto favor its tradiSgeDE LUCA N. ET AL (2017) p. 6 for a specific critic on this matt&eealsoDELUCA (2016)
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was perhaps the reason why Italy was the first Member State to regulate crowdfunding but also the last in
terms of using it, compared with any other major European country

The second limitation introduced by Italian equity crowdfunding regulaégards those whmust
invest in each campaign to determine its success. Indeed, each campaign is correctly completed only if
Pprofessional investors®® subscribe at least the 5% of the offered capital. Fortunately, the definition of
professional investordzame wider with the following amendments to the regulation. It currently includes
bank foundations, investment companies, financial institutions for innovation and development,
LQQRYDWLYH VWDUWXS LQFXEDWRUV B Q&is?\BdyR this \CatdgBr)iD<O LQY H
now enough wide so reaching the 5% it is easier that when it was intro@ugeal concreteHis rules is
a strong limitation for equity crowdfunding development. The first reason is that institutional investors
follow invesiment strategies that are different from retail ones. This logic affects the different choices that
WKH\ WDNH ZLWK WKH UHVXOW WKDW D ULVN\ LOQOYHVWPHQW FRX
that fact representing a guarantee for the othiemsther reason is linked with the amount/portion of the
offer that institutional investors are required to subsdhiag in some casasnnot grant the returns they
expected.®® All these principles reduce the interest of institutional investors in equitywdfunding
campaigns and stecreasinglso the probabilty of closing a successful campa®yn.

On the other side, differently from other European countries, investors do not suffer other kinds of
limitations: retail and professional investors can itves much as they warf® In addition, regulation
protects investors granting them a right to withdrawal from the investment, to be exercised within 7 days
after the adhesion or within 7 days when major changes occur in the situation of the startup offar t
conditions.®. In this way, investors are protected against future and sudden changes in the property
structure.

Italian regulation provides a specific regulation also for equity crowdfunding platforms. To exercise
their activity, they need to benrolled in a public register held §onNsOB The regulator provides the
existence of two kinds of platformsi. 'H ,XUH 3ODWIRUPV" WKDW LV WR VD\ LQYF

8 The complete definition is given by TUF a@t.commag-quinquies (private professional investors) angé@xies (public professional
investors)

87 Thiscategay, introduced in 2016, includgngle individuals with proved experience ofinvestment in startup and determined patrimonial
requisitesSeeDE LUCA N. ETAL (2017)

8 )RU LQVWDQFH LQ D FDPSDLJQ ZKHUH D WRWDO DPRXQW RI ¥ RUedt XtHEQDHVYV LV RII
Y WKDW LV WR VD\ D YHU\ VPDOO DPRXQ W réphyRHe Qi$t OVa0RWEidd O oQ oMUty DIINE D UHW XU

investment itselfSeeALLEGRENI F. (2015)

8 Moreover WKLV PHFKDQLVP LV DOVR VRXUFH RI FRQIXVLRQ DQG PLVLQIRUPDWIERQ GXULQJ W
PRQH\" DQ G ténkd hidhdiverdefcée between the fixed goal and the funding limitsinvestors and issuer will not know whether the
campaign is successful until its last moment. To explain this concept, it may be useful to consider the following exaogtgaimn in tich

the funding goal is 100 and the funding limitis 200, when the amount of 100 is reached, all the money collected betaadr2D@will be

taken by the issuer. Nowif 95 has been collected only by retail investors and the institutional onethwestieited percentage, i.e. 5, if

immediately beforethe closing of the campaign, one retail investor decides to invest whatever amount, the campaigralilifgahsT here

are numerous examples based on that principle. Another is the case inhgfiahding limitis reached only by retail investors before the
H[SLUDWLRQ RI WKH FDPSDLJQ +HUH WKH FRPSDQ\ ZLOO QHHG WR LVVW¥XHWRIUMHHFDBRWDO
professional investors. But to do so, the issuer sidedapproval of its general meeting and of the platform. Thedirect result is also, in this case,
uncertainty and confusion.

%0 GABISON G. A. (2015bh).

1 A similar right needs to be provided also in the Article of Incorporation of the startup offeshgits in a crowdfunding portal. This is

JUDQWHG LPSRVLQJ WR WKH LYURRIQDROPKY HJDM)LIRY RWR DIGW KH AIWVMQXHVWRU LI WKH PDMRL
after the offer or before the ISU status expisDE LUCAN. (2015).
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that can be enrolled in thEoNsOB Register just giving an advanced notiééand 36 SHFLDO :HEVLW
ODQDJHUV &; OWich are mainly designated companies that have to meet the requirements
provided by TUF®* and decide to carry out the business of online funding poftahe regulation
provides other duties for funding pdstd® and here is also a list of information that shall be published
but the information published on an equity crowdfunding platform are not review€dhgos

Italy implemented highest threshold exemptions provided by Prospectus Directive, dstiing raise
XS WR ¥ PLO-OORQ per@d. Dssuers are so exempted from the costly disclosure duties
provided by the DirectiveThis is thesame choicanadeby the UK In both countries the public will
decide if the amount requested is cohererh \he project presenteddowever, somedisclosure
requirementsfor the issuerstil exist. The most important among theisethe simplified informative
documenta 5 pagepaper that needs to be published in the funding portal but does not need tedx revi
or submitted to th€oNnsoB 8

A good system of tax relief is also present in It&&halthough it is not so strong such as the one
provided in UK alsobecause it is providednly if the issuer is a ISU or a3ME. For instance, with a
relief that reachg in the worst circumstancesiore than the 75% of the amount invested, the UK
protects investors in the best way, sustaining them only in the worst scenarios and encouraging them to

use this instrument.

2.4.3 Legislative principles fostering and limiting e quity crowdfunding development

It has been shown that the risk of fraud is the biggest enemy in the development of equity
crowdfunding.1 For this reason, the general rule is that a good equity crowdfunding regulation should
pursue two compimentary goals. On the one hand, the creation of enough confidence in investors
through adequate protection; on the other, it should make the access to crowdfunding not unduly
burdensome for investors and potential issuers.

92 This means that, according to Italian law, this companies already hold all the requisites to manage this activity. tseyrateh spread in
practice, indeed there are only tdeiureplatform. This demonstrate at least two thingsfiiseis that equity cromdfunding market in Italy it is

too small tojustify an investment of already existing financial intermediaries to enter the market; the second istediainésrdo not feel the
needto enterthis market because alternatieméie operataire not seen as competitors yet.

%3 Definition ofDE LUCA in DELUCAN. (2015)

4 Art. 50-Quinquies

95Asfarasthesecond@G Rl SODWIRUP LV FRQFHUQHG D SDUWLFXODU GLVFLSOLQHampULQJ IRU L
company that decides to pursue this kind of business needs to have the platform management as its exclusive purpo sawame iisssimall
respect honorable and professional requirements. In addition, SWMs cannot hold sums of money or financia msbelonging to third
parties and they need a bank or a financial company to transmit the orders regarding the underwriting of the shalresaffered). (2014)

¢ They haveto publish all the information regarding the offerin clearmmisieadng form and without omissions, in a way that could lead
investors to fully understand the nature of the investment and therisks associated to it.

7 In particular, this information aréi) corporate details on the funding portal company (shareholderaamajers) and on the activity of the
portal, such as costs to be borne by the investors, measures applied to reduce fraud risks, measures undertaken ttiatsapfagéecest and
aggregate data of the offers carried out through the p@talarnings about the risks associated with investment in financial instruments issued
by innovative stasups, such as the risk ofloss of the entire investment, risk of illiquidity, prohibition of distribution of profits, taxetreao f

the investments (witteference to cases where the benefits may be disapplied) and typical content of a businesqjilanjthirdference to

each single offer of financial instruments by a given issuer company, the offeritself, the details on the bank or iceespagnthich treat

and process the orders and the frequency of updates on the subscription campaign.

98attachment 3CoNsOBRegulation 2606-2013, n. 18592.

% According to Lawn. 221/2012, investment in I8tI-SME provide a tax relief between 19% and 20% for investment made respectively by
physical and legal person. The reliefis higher if the companies has a social purpog&¥frand 27%). In addition, Lawn. 232/ 2016
enhanced the tax relief mechanidmat nowis the same forall the kind of investment and it is up to 30% of the investment made through equity
crowdfunding.

1% This opinion s also shared biaJIARIAN (2013), who criticizes crowdfunding since he describes it as an easy way to steafroaneth e
internet without any regulation and investor protection, compared to regulated capital and stockhinaein, |. P. DE N. (2013).
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In the relation between equityrawvdfunding market and its regulation two different kinds of
correlation could be foundndeed, there is a positive relation with rules favoring investor protection
without imposing excessive compliance costs to the issligs is the case of UK wherega@ation
protects investors during each phase of the investment protesking so,equity crowdfunding
campaigns are supervised and reqkta acceptance before being published in the platform; platforms
require FCA approval to operate as if they wdiancial intermediaries; and investment is stimulated by a
wide mechanism of tax relief that protects investors also in case of failure of the compghisyway a
considerable burden of the compliance cost is borne byetipdator enhancing trust afvestors visa-

YLV WKH LVVXHU 2Q WKH VDPH OLQH DUH d&dibsureditigidion@Hhé LPSRV L
issuer. Conversely,only some of this rules has bedmtroduced inltaly, where: campaigns and
information published therein do noequire CONSOB approval;, platforms need only to fie for the
registration in a special section of the enterprise register; and tax reliefs for investment in equity
crowdfunding are limited to the 2Z3/% of the investment and only if the investment is madan

innovative company.

A negative relation could be alsouhd with reference to those rules that impose territorial limitation
of equity crowdfunding use. From this point of view the US is a case of success. Here crowdfunding
regulation preempt statelaw on this matter. Contraryt, is not the case in Europe where territorial
imitation are created bythe European Directives and their application (e.g. Prospecus Directive) The
result is that platforms and companies are not allowed to publicize tfegs @ other countries, in this
way limiting an instrument that, for its nature, should not have liffitdn Europe, the lack of a unique
equity crowdfunding regulation limited its use as the market data confirms if compared withiutine
reached by the86 1 R B&tHhe contrary, the no existence of territorial limitation in using equity
crowdfunding USA is of the reason for its success as demonstrated by USA equity crowdfunding market
volume against the UK on&?

In addition, the coelation between equity crowdfunding development and rules limiting the access to
this instrument is negative. This could be demonstrated considering Italian framework where until few
\HDUV DJR RQO\ 3LQQRYDWLYH" FRPSD QL HkfofeRoKD&terXhavihgH T X LW\
registered in a special section of the company register, those companies could undertake an equity
crowdfunding campaign. It is maybe not a coincidence that after the removal of such limitation, also in

Italy equity crowdfunding @wth rate considerably increased.
25 « D Q Gitrépreneurship level

Development of equity crowdfunding market is also influenced by dasyis to start asuccessful

business ira specific county. Indeed, the more it is easy to carry on a successfudassaccording with

101 According to this Communication, only 38% ofthe platforms operate-barser and 27% cite the high ce$igetting an authorization in
another Member State as a reason for carrying on only domestic opefAtiROBEAN COMMISSION(2014) p. 8.

102 Also past experiences give us a demonstration of this: territorial limitation was the reasons for the faédSkof the old Regulation A.
There, issuers considered compliance with the Blue Sky Laws of each statein which they wanted to address potentialéruessively

expensive, meaning the aforementioned regulation was-wséetNow replaced by Redption A+ as describeabove.
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the condition find out in a considered country, the namethe possibilties thaéltat entrepreneuwill use
equity crowdfunding tdinance its business

The Global Entrepreneurship and Development Instiibtereinafter GEDIhasdeveloped a specific
index to measurethe entrepreneurship levelf a specific countrythe Global Entrepreneurship Index
(hereinafter GBI, *(, L& cdmposite indicator of the health of the entrepreneurship ecosystem in a
given country W Kii2&8uredoth the quality of entrepreneurship and the extent and depth of the
supporting entrepreneurial ecosystéert?* 7KH PHDV XUHPHQWillaks EWKB® RGFRUGLQ
the GEI are the componerdf an ecosystem favoring entrepreneurial succé€sSa GEI considershow
much the entrepreneurial ecosystem of a coungrydeveloped in a way to faciltatepening and
conduction of nevbusinessactivities

According to therankingcreatedby the GED] Italy is quite far from US and UKAs shownin Figure
12 below, while US and UK, are, respectively, in tlieahd in the # place Italy occuges only the 42¢
position on the 137 countries considered in this research.

1 United States 83.6
2 Switzerland 80.4
3 Canada 79.2
4 United Kingdom 77.8
5 Australia 75.5
« « «

40 Tunisia 42.4
41 Puerto Rico 42.1
42 Italy 41.4

Figure 12 - Global Entrepreneurship Index Ranking 2018
Source: Adapted from Global Entrepreneurship and Development Institute

The different entrepreneurship level of those countdesld be a valid explanation of tlifferert
volume of th& equity crowdfunding marketindeed a part from the above considerationnahe
SGRPHVWLF" XVH RI HTXLW)\ cbudtiRZv3th Xighér LeQtde pEedbrahipRavd? soaldt
as magnet foforeign companiesThose companiesiay decide taarry on their business in that country

and so alsaoise equity crowdfundingn that country

93 Eor more information, pleasetenttps:/thegedi.org/aloba jandy pindex/

104 AcsZ., SZERBL. & LLOYD A. (2018)

1%5The mentioned pillars are the following: Opportunity Perception, Startup Skills, Risk Acceptance by individuals, NetwEGiktngal
Support, Opportunity Motivation, Technology Absormption, Human Capital, Competition, Product Innovation, Process mbgat@rowt h,
Internationalization, Risk Capital. For more information please see: ACSZ., SZERBL. & LLOYD A. (m/
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2.6. Conclusion andsuggestions

Although its growih ratein some countrys alreadyreducing(e.g. USA) equity crowdfunding is still a
developingphenomenonAlso for this reason there is still ndear evidence nor enough studies dealing
with the directand concretedeterminants ofequity crowdfundingdevelopment The first part of this
paperrepresent one dhe first attempt to highlighpossible equity crowdfunding relation with banking
sector, financial marketegulation and entrepreneurship level of a considered country.

Findings suggest that etyucrowdfunding is invesely correlated with banking sectors but directly
with development of financial market. Banking sectors has been analyzed in terms of SMEs loan
availabiity and market concentration; financial market in terms of its developmenpauudhtion
financial literacy.Direct relation exists also with reference to the entrepreneurship level of each interested
country. From this point of viewthese three variable may be considered as the ground on which equity
crowdfunding have to developndeed, both these three elements are corglitibat preexisted the
commonuse of this innovative financial instrument by companies. This also means that it is more
difficut for each countryto intervene b those elements in order to help equity cramding
development.

Differently, this is not the case ferquity crowdfundingegulation.New rules has been introduced or
old rules has been adapted with the specific aim to address equity crowdfunding functioning. This also
means thategulation could & used in the attemfi enhance equity crowdfunding development. When it
is too hard, or even impossible, to intervene in all the other variadegy crowdfunding regulation

amendments could be considered as \@idortunity to enhance its usage agelvelopment.

3. Success driversof equity crowdfunding

In this sectionthe typical investors of equity crowdfunding, how they take investment decisions and
the successlrivers of an equity crowdfunding campaign wil be presented. Differently from section 2,
KHUH 3VXFFHVYVY GULYHUV® PHDQV WKH IDFWRUV WKDW DWWUDFW
could be successfuboto do identify which arehis success driveof an equity crowdfunding campaign,
first, some of the determinants identified by the current literature on this theme will be reported. Then, the
drivers Isted wil be taken as starting point and integrated with other potential drivers that an investor
could take in consideration before investing, in order to define the ones applicable to the Italian equity
crowdfunding marketst®® A case study presented in that partof the sectionwill study the effect of

106 An adequate selectionis, indeed, necessary because there is still teal ugstaarch of this theme analysing Italian framework. The reason

could be the scarcity of available data that onlyin 2017 increased together with the development of Italian marketrfstriment. The

mentioned selection it is also necessary beddnaskew researches that compose the current literature has been conducted in countries (the
principals are the UK, Finland and Australia), where different regulations or different funding mechanism were in fdisceén fimawith the
observationsreRUWHG DERYH UHJDUGLQJ KHUGLQJ EHKDYLRXU DQG LQYHVWRUVYT @HGLFDWHG \
those driversthat are linked to information that could be easily observed by the typical equity crondfundinglindestithe assumption is

that the typical crowdfunding retail investor will not be interested in reading information thastedook for out of the platform orin an easy

way. At least he will use its personalknowledge or ask for more information in thes@&ian. Differently, in case oflack ofinformation, he

will simply decide to notinvest.
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those variables on the success of the eauibyvdfunding campaigns conducted on one of the major
Italian equity crowdfunding platform: CrowdfundMé’

3.1 General characteristics of the typical equity crowdfunding investor

The number of people that is approaching equity crowdfunding market is exaiydincreasing. For
instance, in 2016n UK the number of investorsvent upby 131%, reaching over 2.5 milion. This
number includes an estimate participation of 2.500 institutional ingegi@viding a 139% increase of
this class over thgreviousyear Also in Italy in 2016an increasing of the 93% of the number of
investors previously registeréds beernegistered anthe data for 2017 are expected to be also higher.
Institutional investor pdicipationin the USincreased from the 21% of 201& the 27% of the 2016%

In Italy, in 2016 institutional investor represented the @ihe total investor while in the UK, as reported
above, this percentage is around 1%.

The typical equity crowdfunding investors asmale.''° This is true in the UK, wére only 13% are
women, with a slight increase of 5% from the previous y&aA similar rate of women participation has
been registered also in the USA whdeanale participation is only around the 10%'2 Also in Italy
women participation is quite low, reaching a 15% with a reduction of 3% from the previou®atear.
reports that also the average investor agehanging In UK, for instance, the 38% of the 2016 equity
crowdfunding investors are under 35 years old, oqmf28% data of the 2014. This at the detriment of
investors between 35 and 54 who decreasam #6% to 36%1!*2 In Italy, in relation with the age, the
major participation comes from adults from 36 to 49 ydd686) while the participation is lower with
regards to young26%) and older investor§28%). The first maybe for lack of funds available whie the
last for difficult in approaching this new and Interbaise financing way.

Data on investors education has been made available only in the UK. Thehetesavsthat aly the
17% in the UK do not possess at least a degree in 2014 with a little indoseesethan 5%, in 2016.
Moreover, having regards to investors incothe same research shows tegtity crowdfunding has a

really low proportion (arowh17%16%) of funders with an annual income of less than £251660.

07 CrowdfundMeis one of the first platforms operating in Italy after that the first regulation of equity crowdfunding has been krnactésb
the first Italianplatform for number of published projects and the seconthe amount of money rais®ifferently from the other equity
crowdfunding platforms operating in Italy, CrowdfundMe is one ofthe best for number of projects published and for quaiformétion
disclosed. Considering that every equity crondfunding platform has some freedomin deciding wirietssuier information that must be
published, thereforeit is difficult to make comparison between different campaigns published in differembglétfaddition, CrowdfundMe
makes available information of a crowdfunding campaign also years later after its conclusion. It is the only that migkesitdde data on
investors participation, recording and showing the day and the amount inwediearb Aswill be explained, those are fundamental information
that enhance the probability to avoid herding behaviour. CrowdfundMe has a simple functioning. The platform gives iy otbsbs suer

to promote his campaign onthe platform. Thagssent a summary of the idea to the platform that, aftesigivescreening of its potentiality
decidegto publishthe project. i the campaigis completed with success, the platformsretain the 7% of the amount colldedediore
information on th@latforms, pleassdewww.crowdfundme Jit

108 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017b) p. 16.

109 CAMBRIDGE (2017) p. 27

110 Against an usual average of 50% of women participation in reward and donation cingfun

11 However, this data slightly changed in terms of invested funds where the proportion of finance from female investarg isHigheT his
also imply that, although female investors are fewer than the male counterpart, considsigie ievestment on average they invest higher
sums that marfCAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017) p. 29

112 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017b) p. 53

113 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017) p. 31

114 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017)
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From ths informationit is possible to understand that funders of equity crowdfunding typically have
high incomes and are well educated. This imply not only their capacity to undettstarigks of those
investment, that is to say the possibiity to lose some money in quiditly investment without any
dramatic implication for them, but also that dountrieswith higher financial literary rate, an equity
crowdfunding regulation couldare less about investor protection. Thigriger when issuing a particular
rule enhancing investor protection may have negative implication in terms of higher disclosure costs for
issuers. In conclusion, apart from institutional investor participatiénis possible to signal a great

similarity between the data on Italian, UK and US investors.

3.2. Decision making process

The aim of this paragraph is to identify how investors take investaesisiors. To do so it is
important to understandhat investorsin generalmay have access to two kind of information: (i)
information of public registerand (i) information made available by the issu€he first groupconsiders
all the information that the law of each country reqitee company to publiannually.!® In the second
there all the information thaheé issuerdecide to3V H®UV F @ /¥ Blbsence of precise regulation on
this obligation. 16

Financialdatathat are always present regard: the amount of money requested, fiendiveg targe;
the percentage of company shares offered for the subscrigiotheequity offeredthe pre-money
valuation of the company, that is to say its value before the capital increasested byhe equity
crowdfunding campaign. Instead, financial infaition that are not alwaydisclosed are data regarding

future revenue streams, costs structure and profits fore€'dsts.
3.2.1. Business model analysis...

Given the novelty of this financial instrumetihere are noempirical researas analyzing which
information are considered by an equity crowdfunding investors bédiémay investment decision. One
of the more completed has been conducted in W resuls, exposed irFigures 13 and 14, shows at
least, two relevant data regardimjormation analysis!'® The first reports that time dedicated to due
diigence procedure is not so mucbnly the 14%of the interviewednvestorsspent more than two hours
per weekstudying the documents published in the crowdfunding platfonhie the % spent less than

115 These usually comprehend, apart from general information on the corporation, such as amount of subscribed capital dr number o
shareholders, and published economic informationi.e. balance sheets.

18 7KH UHDVRQ R Misklosuré KIMK @ DY A6 ZLWK WKH DLP Rl HTXLW\ FURZGIXQGLQJ UHJXODWLR
to be afforded going public through traditional forms, such asH@thisreasons, the business models of company raising money through
equity crowdfunding platforms are very simple and contains usually the following information: (i) general presentaticoropémy and of the

project, containing also the reason why an itoreshould invest; (i) some historical data, comprehending results reached in terms of clients,
growth, products or services sold; (iii) how money requested will be used; (iv) who are the members ofthe team; foueyid,radtt always
presented, someler strategical data such as competitors, markets descriptions, target clients and revenue streams. In variety of mformatio
usually there are also some financial information.

117 Another important information that is always shown in the platform istivéoer of investors that already subscribed companies shares. Its

role in creating herding behaviors will be described in the following paragraph.

118 CAMBRIDGE CENTRE FORALTERNATIVE FINANCE (2017), p. 386
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one hour. Considering ¢hinformation publishedust one hour is real few time to make a fully conscious
investment decision or to elaborate companies financial data.

Figure13 +Time Per Week Spent Picking Potential Investn{@0tss) in UK
Source: Cambridge Centre for Alternative Finance (2017)

In light of the few time spent on the platform making due diigence, considering also the premises on
the quality of the information published, it seem thatical equity crowdfunding do not look fatrong
economic proves before taking investment decision. So, if not in economichddtare considered quite
superficially, the question should bevhere investors find the needed trusd participate in a
crowdfunding campaign.

To answer this question it should be considered that, according to another resear€@aaBtheGE
CENTRE FORALTERNATIVEFINANCE (2017), an high percentage of investors (the 57%) trust the due
diigence made Y the platform before accepting the crowdfunding campaign promoted by the issuer,
although generally those due diigence aim only at avoiding fraud attemmtoamat regard financial
indicators. However, the real data is represented by the 28% of isvéfsiordeclared to trust the due
diigence made by other investors. A percentage that surpass the number of investors that perform due
diigence theiself (only 26%)

Figure14 Hunder Reliance on Due Diligence When Selecting Investment Opportunity in UK

Source: Cambridge Centre for Alternative Finance (2017)
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From thereporteddata, the conclusion that should be dnasvthat the typical equity crowdfunding
investors is not really interested in checking for economic information before taking investment decision.
Differently, the more a crowdfunding campaign attract investors, the more others wil invest. This is in
ine with the exposed mechanism calleddom of the crowdAccording to this theory, investors feel
more protected although few information on the issuer are available. The crowd is seen as a collector of
information, reducing asymmetry risks and highligitfalse of wrong informationif a great number of
investors have participated in the campaign without highlighting negative reason tolifiveisis is

considered as a signal that the issuer is trustworthy and the investment potentially profitable.
3.2.2....or herding behavior?

O0Q WKH RWKHU KDQG WKH IDFW WKDW HYVXY\WHFURREOGCOEHQD W
of peril for investorsvhenmechanisms of herding behavior takes plaldss is truer whenimmediately
after the launching of therowdfunding collection only few informatioare available to investors:2° In
this stage, thavisdom of the crowdould not really operate because a crowd does not still exist. It is here
that herding behavior may take place. AccordingAfMOUR and ENRIQUES (2017) 12, the sequential
arrival of investors, instead of collecting and producing higher quality inform@omthewisdomtheory
would suggest may cause superficial investment decision.

The herding behavior model described these authors could & explained simply as follow.
Assuming that investors follow sequence investment mechsimswhich the follower, approaching the
platform, is able to know who invested before him, but he couldewivho have seen the project and
decided not to invesfAssuming also that investors have not all the same information abayudlig of
the investment and that there are some that possess more information than others. In this case,
information can be both positive or negatamdinvestors do not invest if the information they are in
possess are more negative than positive.

It is clear that the first invest@pproaching the platformwil invest only if he has positive information
in regards to the campaign. The second, instead, will invest not only if he has positive information on his
own, but also if he has no information. In this case, indeed, he could infer those informatidhefrom
investment already realized by the first investor. Differently, if he has negative information, he wil not
invest, without taking in consideration the positive information he could infer form the first.

The same principle is true for the third invarsbut with an important differencéndeed, it is possible
that he wil invest even if he has negative informatidinis because,rém the first and the second
investment the third can infer that there are more positive information than the negativieetmaay
have. In this waya simple deduction of positive information could prevail on more certain negative

information. Moreover, the more are the investors that follow, the more is difficult to distinguish between

19T his could be done publicly thanks to the pneseof specific section in the equity crowdfunding platform

120 Those are usually the ones published on the platform by the issuer itself and that, most of the time, according tic flegsia¢icifi of that
country, are not subject to any regulatory baggroval. In addition, usually thelist of information that haveto be published is not huge, in order
to avoid high disclosure costs forthe issuer.

21 For more information pleaseeARMOUR, J. andENRIQUES, L. (2017), p. 1416
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those who invested on the base of theitpe information possessed and those who invested only on a
deductiorbase.
This mechanism has two important consequences highlighted adseMiyUR andENRIQUES(2017).
7KH ILUVW LV WKDW WKH FUHDWLRQ RI D 3PRPuityQxyswdruindibhy IXQGD |
campaign. This could also mean that platfotmase a great interest in advising issuers in convincing a
greater number of investors in participating as soon as the campaignckeld. The second is that this
herding behavior wil created fimodalfdistribution of funding 22 An equity crowdfunding campaign
could get a big support, and so succeeding, or very little and so failingdir€éseconsequencef this
mechanismis resourcemisallocation that maybe be transformed in a reduaiopotential return for

investors.
3.3 Literary review and hypothesis development for Italian framework

Current literature*?® dealing with equity crowdfunding success drivers analysed the following aspects:
f Funding target. According toLUKKARINEN (2016)the definition of the funding target, i.e. the
amount of money that issuers want to collect, is positively associated with the number of investors
participating in the campaign although it is not significantly related with the amount féisEde reason
could be that investors wil be more attractedcloynpaniesvith higher target, because the more is the
amount collected, the more are the possibiity for the company to grow and to increase in value. In
addition, high funding target attracts investors lbsea according to theAll-or-Nothing model
mechanism, this increases their trust in the fact that the project presented will be successfully developed.
f Equity participation offered: Both RALCHEVA (2016) andAHLERS (2012) recognized that the
higher is theparticipation offered, the lower is thmumber of thepotential investorsindeed, this fact
reduce attractiveness and trust of investors which may think that the islsesnot strongly believe in
its successif he hal believed so, havould have retained a bigger slice dfis company. Indeed, also
according to the traditional princigi®f the agency theory, the higher is the participation retained by the
promoter, the easier will be to align the interests of the crowd with the interests wirtiwggyitself.
f Minimum investment. LUKKARINEN (2016)also argue that the higher is the minimum amount
needed to participate in an equity crowdfunding campaign, the fewer are the number of investors and the
amount raised. This maybe because requiringngiatenvestors to use a higher amount of liquid funds
PD\ GLVFRXUDJH LQYHVWPHQW GHFLVLRQ WRJHWKHU ZLWK LQFI
portfolio.
f Presence of institutional investors.Participation in an equity crowdfunding campaignaof
institutional investor increases the success possibiity of the equity crowdfunding camffaigetail

122 ARMOUR, J. andENRIQUES L. (2017),p. 16

23 The major works regarding success drivers of equity crowdfunding are the foll éWingRSG. et al. (2012), that concentrated his research
on the Australian crowdfunding platform ASSAR)KKARINEN A., et al. (2016)that analyzed siytcampaigns published in the Finland
platform Invesdor between May 2012 and September 2014RandHEVA , A. andROOSENBOOM P . (2016 )that concentrated their research on
541 campaigns launched between January 2012 and March 2015 on the UK platforoutowd

124 Sed UKKARINEN (2016)

125 SeeRALCHEVA etal (2016),p. 16
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investors, indeed, could consider this as signal of the value of the presented project and infer positive
information acquired by the institutionalvestor they may arguéhat the institutional investowould not

have invested without conducting a proper due diigence.

f Campaign duration. The duration of an equity crowdfunding campaign, that is to say, the
number of days necessary to complete ftirel collection is negatively associated with the number of
investors, although not significantly related to the amount ra#dddeed, the shorter is the duration the
more the issuer could appear determined in carrying on the project and the more thes imilb sict

fast, instead of postponing investment decision.

f Intellectual property protection. According toRALCHEVA (2016), forms of protection such as
patents, trademarks and copyright participate in incrementing the possibiity of success of an equity
crowdfunding campaign. Indegedne of the risk of going public is that the product and the business idea
could be stolen and then developed by better financed firms. Protection, therefore, participates in
transmitting the ide#hat the business presented higher possibility of success.

f Provisions of financial. According toLUKKARINEN (2016) showing financial data in the pitch of

the crowdfunding campaign is postitively associated with the number of investors attracted. This, indeed,
may be considered as signal of credibiity and capabiity, whie their lack as dubious and
unprofessional!?” The major regulations do not require the issuer to expose those data. For this reason,
they are easily available only if they aisclosedby the issuers. In parti@d, some platforsishow in a

clear way only the prenoney valuation of the comparny® Usually, this is calculated on the basis of the
percentage of the share offered and on the target amount, while the data and the procedure followed to
made the calculatioare not always made available by the issuer.

f Presence of early investors.The early presence of investors, convening credibiity and
reinforcing the confidence of following investors, is positively associated with the number of participant
and with the enount raised!?® According to what has been saitvestors that do not want or that are not

able to perform a proper due diigencmy take investment decisisrsupposinghat at least some of the

other has already verified the published information. This is more true, considering also the number of
investors that only after few days from the launching of the crowdfunding campaign decide to participate
in the collection.

f Social media networks. Another finding ofLUKKARINEN (2016) is that the ability to post and to
share its campaign on social network is strongly associated with a higher number of investors and of the
amount raised by the issuer.

f Team composition.Educatio, past experience and age of the people cangptise operating
teamof the issuerare strongly taken in consideration by potential investors. So, team composition is

strongly related with the campaign success accordingHoeRS (2012). Indeed, in partialar, the

126 Sed UKKARINEN (2016)
127 Sed UKKARINEN (2016)
128 18 on 22 Italian platforms clearly expose{meney valuation in the equity crowdfunding dedicated page.
129 Sed UKKARINEN (2016)
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education and the past experience of the team wil be a clear signal of the good possibilty of success of
the presented project’

In line with the aim of thispaper the drivers that may be taken in consideratiprand that ray
attractan lItalian equity crowdfunding investavil be considered in correlation with the success of the
campaign?3?

From an accurate selection of the determinants enlisted by the current literature and in line with what
has been exposed above and to the chewstit of Italian situation the following are the simple
GHWHUPLODQWY VRPH 3HFRQRPLF" DQG RWKHUV 3VRFLDO"™ ZKR
crowdfunding campaign ittaly will be analysedn the following paragraphs
f Equity offered. It represents the minimum participation offered by the issuer to the potential
investors. This variable has been selected in order to test the conclustanafeva (2016) and
AHLERS (2012), according to which an higher participation offered has a negative iopde resulof
the collection The first hypothesis for this reasonis:

H1: A higher patrticipation offered has a negative impact on the success of the equity crowdfunding
campaign.

f Social interaction. It is represented by the how much a crowdfundingmaagn has been shared
through social netwogk The campaign is indeed presented with a dedicated video published in the
platform The video can be shared usieguersocial network: the more it is shared, the more are the
views that the video collect®? For this reason, the second hypothesis is that:

H2: A higher views of the presentation video has a positive impact on the success of the equity
crowdfunding campaign.

f Pre-money evaluation. It is the easiest financial data in terms of accessibiity and
conprehensibility from a retail investor peesgive. Indeedpre-money evaluation of the issusralways
exposed in the page dedicated to each crowdfunding campaign. It gives immediately an idea of the value
of the company that is offering its shares. Igggnerally calculated considering the equity offered and the
funding target, although it is not subject to any review asuhllythe data that conducted to that results
arenot made available by the company. This in order to test the third hypothesds that

H3: A higher value of the company has a positive impact on the success of the equity crowdfunding
campaign.

f Funding target. It is one of themost evident financial data that together with premoney
valuation and funding targetould be considered by investorshe funding target ishe amount of

money that need to be collected so that a campaign could be concluded with dnerdesto test if the

130 SeeAHLERS(2012), p. 23

131 g)ccess will be defined in termsfofding ratig that is to say the percentage of the funding target reached by the promoter of the campaign.

Indeedjn equity crowdfundingt possibleto overcome the defined funding target. Tumsil the reaching of theo calledunding limit. For this

reason,campai@ ZLWK D IXQGLQJ UDWLR RI OHVV WKDQ ZLOO EH FRQVLGHUHG IDLOHG &RQW
can measurthe success of the campaign.

B32Thisappdd UV WR EH RQH RQ WKH PRVW UHOLDEOH ZD\ WR PHDVXUH VKDULQJ RéerWKH 3RQO\’
VRFLDO QHWZRUN UHODWHG LQGH[ VXFK DV )DFHERRN SDJHV OLNHNK RV 7RIQ/MWWM K RRGIOR Z
3]ROORZHU” FRXOG EH FROOHFWHG IRU UHDVRQV WKDW DUH QRW DVVRFLDWHG ZLWK WKH
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conclusion of LUKKARINEN (2016)could be valid not only in terms of investor participation, but also in
term of funding ratiothe fourth hypothesisvill be:

H4: A higherfunding targetas a positive impact on the success of the equity crowdfunding campaign
f Seltdisclosed financial infamation. As anticipated, regulation do not provide a specific set of
financial data that must be published in an equity crowdfunding campaigrthis reason, provisional
data on turnover, profits and costs are disclosed only on a voluntary base. Tibe belveen the
information disclosed and the success of the campaign wil be analyzed asdl vigist this fifth
hypothesis that is:

H5: Disclosing voluntarily precise financial data has a positive impact on the success of the equity
crowdfunding campaig
f Remuneration and exit strategies What above said for financial disclosure it is also true for
remuneration or exit strategies. They represent how investors could mdmeitire/estment. In general
they are: (i) distribution of dividend$®3; (i) buy out from another company; and (i) IPO. Also their
relation with the success of a campaign wil be highlight instkil hypothesis that is:

H6: The promise of a remuneration of an exit strateglas a positive impact on the success of the
equity crowdunding campaign
f Number of investors after the first 5 and 10 days from the launching of the campaig T his
variable should make possible the validationthe concrete casef herding behaviour mechanism
described Here, it wil be proposed a little kation to the assumption made ByHLERS (2012)on
participation of early investors. The difference wil be thatiLERS (2012) used this variable in
crowdfunding campaigadopting the mechanism of the fundimynds, that is to say, in which the issuer
coud promote another campaign immediately after a previous successfuly coréuBetl. being the
funding rounds mechanism not used by Italian equity crowdfunding platforms, the attempt wil be to test
this principle considering the number of investors thetide to invest after the first 5 and after the first
10 days from the beginning of the campaign. The assumption is that each campaign is preceded by a long
preparation, including also some marketing. This implies that before going public, the isslis@Tiea
investors ready to participate in the crowdfunding campaign that wil invest as soon as the campaign is
published on the platform. Therefore, the last hypothesis is that:

H7: A higher number of investors after the first five and ten days from thisiping of the campaign
has a positive impact on the success of the equity crowdfunding campaign.

Other potential determinant&ve been excluded for the impossibilty to be tedtedur case studgr
for lack of data available unti now. For example, although it would have been interesting, it is not
possible to consider the effect of the minimum participation on the success of an equity crowdfunding

campaign. The reason is simply that the 95% bthal campaign analysed had the same minimum

133 Although according to Italian regulation ISU arEME cannot distribute dividends before five years from theirincorporation

341n otherwords, theissuer in those platforms has the possibility to conduct a sequence of more than one equity croadipadrg The
accessto the followingit is subordinated to the conclusion with success of the ones before. It this wayes, s idsei possibility to offer first

low percentage ofits share asking for a fewer amount of money initially. If he concludes with success the first ¢bkeisBaey could start
SDQRWKHU URXQG” ZKHUH KH FRXOG RotidhalyPshlidirertheEhe idneé dd e meiolslL FH W KDW S URS
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DPRXQW RI Y, 7 KH validfér HhelplIrizipaRoD of ¥n institutional investors. The data,
indeed, wil be distorted because of the provision of the Italian regulation that forces institutional
nvHVWRUYV SDUWLFLSDWLRQ 7KH VDPH SULQFLSOH DSSOLHV WR 31
rounds has been chosen by the issuers. This data cannot be considered because this model it is not used in
,WDO\ )LQDOO\ SDWH QW \ation] br® @dtvalvayrR Uisplyed iR fYuityH csovBEfunding
platforms andin particular in the data set that we are going to considerour case study there is little
incidence of them. For instance, only one of theaB&lysedcampaign declared to have atquat for its
product.

The next chapter wil test and analyse the reported hypothesisfineif information coming from
study conducted in country in which equity crowdfundingmisre developed are true also for Italian
equity crowdfunding This will led to recognizewhich driversare taken in consideration by dtalian

equity crowdfunding investor.
3.4 Descriptive statistics

The data set contains daib27 crowdfunding campaigrpublishedand concludedn CrowdfundMe
from 2014 to 2017 The total amount collectedith successs ¥a 49 milion 125 whie 1.955is the
number of participating investorsith no. 2.281share subscriptiort=®

On CrowdfundMe, of the 2publishedcampaigns 18 has been successfully closed while 9 failed to
reach tie funding target. The averaggnount UDLVHG E\ WKH VXFFHVVIXO FDPSDL
while the average number gbarticipatinginvestors is 100Considering also théailed campaigs, the
average amount collecteay the 27 analysed campaigns & 6.292,05and the average number of
participant investors is 7Z.he greatest amount collectbg a single campaigh.V = % ZKLOH WK
greatest number of participant investors is 19Bly 3 companies offered only B sharfésandall the
four companies thapublishedincomplete documentation or errors noted by the investors in the Q&A
sectionfailed The successful projects analysed went duaded by an average rate of 236%, with the
maximum overfunding volume reachesf 400%. To confirm whatalready said byARMOUR and
ENRIQUES (2017),the unsuccessful projecivhere very far from reaching the target amount, with a low
average funding of 17%, with only 2 failed campaigm 9 collecting more that 30% of the requested
funds.

No. Sum )
_ Average Min Max
observation
General
Amount 27 Ya Ya Ya Ya

% 7KH WRWDO FROOHFWLRQ LQFOXGLQJPRQH\UHJDUGLQJ IDLOHG S UreWdfuRwNAg LV ¥
campaign is concluded without success, money invegstegbackto the relevant investors.

136 Only data regarding investors are updated to the 10 January 2018 with the aim of giving an idea of the importancetett péastelen.

137 With B shares the platforms refers to shares without voting right.

32



collected 3.679.885,22| 136.292,05 | 1.000,00 391.500,00
Participa
_ 27 1955 72 1 192
nt investors
Funding --
_ 27 163% 1% 400%
ratio

Successful
Amount 18 Ya Ya Ya Ya
collected 3.488.774,00 193.820,78 | 63.000,00 | 391.500,00
Participa 1794
_ 18 100 30 192
nt investors
Funding --
_ 18 236% 100% 400%
ratio

Failed
Amount 9 Ya Ya Ya Ya
collected 191.111,22 | 21.234,58 1.000,00 88.000,00
Participa
_ 9 161 18 1 38
nt investors
Funding --
_ 9 17% 1% 44%
ratio

Figure 15- Descriptive statistics

With regards to sectors or industries in which the companies of the data seé,aparat of the
consideration made ithe market analysis gireviousparagraph could be confirmed. Indeed, in the list
of the top five industrieand sectors fundetCT is in the top five Peculiarof Italian framework it is the
fact of finding also 5 on 27 companies operating in the Food and Beveseger while an important
position is occupied byourism and Sharing economy.

In the consideredharket, only a modest percentage of the presented propat be considered as
first mover. Those were 6 on 27, representing the 22% of the total datMaebver, irst mover

companieavea positivesuccess rate of 66,6%°

138 ConsideringthaV WKH GDWD VHW FRQWDLQV RQO\ 3ILUVW PRYHU”

as the one presentediextparagraph

WKRVH GDWD iKDV EHHQ FR
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Percent: _ _
No. of ® First Mover ®m Competitors
Sector _ ge of
observation
success
Food and
5 60%
Beverage
ICT 5 60%
Sharing
4 100%
Economy
Tourism 3 100%
Real Estate] 2 50%
Other
8 50%
sectors
Total 27 66,6%

Figure 16 - Sectors and competition

Being no current obligatiom equity crowdfunding regulatioto show financial informatiorthoseare
not always disclosed by the issuSpecifically, it is necessary to distinguisgfetweerfinancial data that

are always shown because they are requested by the platform, and fidatecithat could benly

voluntarily disclosed. In the first group, there are very basic information such as amount of equity offered,

target ratio andore-money valuation of the company. In the second group, instead, the ey
provisional data onutnover, profits and costs that are disclosed only on a voluntaisy Wéth respect to

this second grougess than half of the considered projeb) disclosed more specific financial daten

the one requested by the platformSinally, another mp& WD QW PLVVLQJ 3SPDQGDWRU\’
the provision a which kind of remuneration could be acquired by a single investor. In other word, which
exit strateges company intends to adopt in the futuvéhile in other important international platforms
there is usually a section dedicated t8% nor the regulation nor the considered platforms required the
issuer to show which exit strategy has been considered by the promoting team, iifickeealtion on

this regards could beftenfound out only in te Q&A section, being disclosed lpron investorrequest

140 In the analyzed data set only 10 companies on 27 gave such inforntatem. thoughsome
companies published more than @t proposal W KH 3E X\ R XMbst cormbwawbit @roposd

by the issuerbeing present in the 33% of the campaigiibe provision of a future IPO or of dividend
distribution is €ss commagnpresented bothy only 2 companies on 27.

. Absolute Relative
Investment remuneration
frequency frequency

Dividends distributiori+? 2 7.4%

139 see for example the campaign descriptions of UK platform Crowdcube.
4% For the purposefthis dissertation no difference has been made on the fact that the information is given on investors request or not.
41t isimportant to remember that ISU an8ME could not distribute dividends until 5 years from theirincorporation.
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Buy out 9 33,3%
IPO 2 7,4%
No provisiors 14 51,9%

Figure17- Presence ofet strategies

3.5 Data analysis

In this section, data collected wil be analysed with the final purmistesing the hypothesis
anticipated and formulated@he considered data sethased only on 22 campaigns of the 27 described
above.Indeed, to study the correlation between funding ratio and, respectively, equity offered (H1), video
view (H2) and pranoney valuabn (H3) it was necessary to clean the data set from the presebce of
outliers. The following table show the result of the correlation matrix betwealhof the considered
variableswithout a dichotomous valueAs Figure 18 shows, apart from the relation between funding ratio
and number of participant investors, correlation between data presented is not very strong.

Funding
_ H1. H2. H3. H4. H7(a) H7(b) H7(c)
Ratio
Fundin
. J 1
Ratio
H1. -0,46 1
H2. 0,43 -0,02 1
H3. 0,20 -0,62 -0,07 1
H4. -0,31 0,28 -0,24 | 0,39 1
H7(a) 0,31 -0,04 0,21 0,25 -0,09 1
H7(b) 0,37 0,01 0,11 0,22 0,07 0,93 1
H7(c) 0,86 -0,42 0,35 0,22 -0,14 0,21 0,36 1

Figure 18- Correlation between selected variables &nalding ratio.

A more complete analysis of the relation between the funding ratio and the selected drivers will now
follow, in order to analysethe hypothesispresentedto identify the drivers followed by an equity
crowdfundinginvestor before makinivesimentdecisions.

H1: A higher participation offered has a hegative impact on the success of the equity crowdfunding
campaign.

7KH ILUVW K\SRWKHVLY DQDO\WWHG FRPHV IURP DJHQF\ WKHRU\Y
to make the agent worin the interest of the principal, avoiding moral hazard and bad belgviasr
necessary to aligagent and principahteress. Applying this principle to equity crowdfunding, the issuer
should be interested in retaining for him a great part of lemgany if he think that the value of the
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company will increase in the future. So, whiis not happeninvestors maynfer that thechanceghe
company wil increase in value are not high and may decide not to invest.

Notwithstanding the theoryhis hypothesis find little evidence inthe analyseddata asalready
anticipated withhie correlation matrix presentedhigure 18. Indeed, correlation between equity offered
and funding ratio it is only046. The result suggest the existence of an inveesionbetween equity
offered and funding ratio, althoughis is not stronglndeed, the dispersion of data around the line is stil
evident, explaining why the correlation remains quite low.

450%
400% o
350%
.
300% * 0 s
250% ~_ o o ®

200% e
150% *
100% 0\¢

50% ®
* .
® .

0% 2% 4% 6% 8% 10% 12% 14% 16%

4

0%

Figure19- Relation between funding ratio and equiffered.

From the above it possible to conclude thbhé first considered hypothesis may find some
demonstration in the data proposedhaigh the correlatiobetween those datais not so strongThis
means thathe amount of share offered is a fiedal information that, being one of the major financial
informationinvestorscould easily have access before investing, is taken in consideration by the investors,
although it is not so significant to be used to attract investors participation.

H2: A higher views of the presentation video has a positive impact on the success of the equity
crowdfunding campaign.

Figure 20 below preserd the relation between video views and funding ratio. As confirmed by the
correlationvalue (0,43 reported in thematrix of Figure 18, the analysis of thedata suggesta positive
relation betweethese two variables.
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Figure20- Relation between funding ratio and views of the presentation video

Notwithstanding the value of the correlation found out it is not so high,stil possible to make at
least some important empirical observationon the diret relation emergedFor instance there is
concentration of failed campaign under the 500 siewhile the higher concentration of successful
collection, is concentrated between 750 and 2250 views.

Theseresultsmay suggest that although data may be stil too few to recogniztuerag relation
between views of the presentation video and fundutig,rthere is a minimum threshold of visibility that
need to be overcon{@50 in our caselp increase the probabilty of success of a crowdfunding campaign.
Social interaction, although it may be not fundamental, remains an important driver to indteadipra

of investors of an equity crowdfunding campaign.

H3: A higher premoney valuation of the company has a positive impact on the success of the equity
crowdfunding campaign.

Figure 21 below shows the relation between jneney valuation and fundingtio of each campaign
However, also fornthe presented data it is not possible to highlight a significant relation of the two
consideredvariables being the correlation value of20, Indeed,the major parts of the considered
campaigng18 of 22) had apre-money valuation undesr equal to¥a P Lan@infh® group 12 of 18
(the 66%) has been concluded with success, while only 6 of 18 (the 33%) failed.
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Figure21- Relation between pmmoney valuation and funding ratio

From the aboveesultsit is possible to conclude théte third hypothesis do not find enough evidence
in the casestudy of thisdissertation. This may suggest thagh leveleconomic driverssuch aghe value
of the companyare not so effective in determining invess participationAs already recognized under
hypothesis Hlhigh level financial informatiorthat are always disclosed to investahough they may
be important, do not play a fundamental role in determirinQ Y H Vhi&t &stihfa\specificcampaign.

H4: A higherfunding targetas a positive impact on the success of the equity crowdfunding campaign

Figure 22 below shovg the relation between the amount of money sought by the issuer and the success
of the campaign in terms of funding ratihe aim of this hypothesis is to demonstrate that, also partialy
in contrast with the research conducted btk ARINEN (2016),investors will be attracted by the fact that
a company look for a high amount of mon&yleed,in coherence wittsome principle highlighted on
All-or-Nothing dynamics the fact that the issuer set higher minimum target should be considered in a
better way by investors, giving them more trirstthe fact that the project would be carried on with
success.

However, as reported inghcorrelation matrix ofFigure 18, not onlythe relation betweethesetwo

set of datas not very strongbut, in addition, they arenversely correlate¢torrelation value is031).
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Figure22- Relation between funding target and funding ratio

This result will suggest thahe formulated hypothesis seems not demonstratefijllimccordance
with the research oL UKKARINEN (2016) according to which there is no strong correlation between
funding target and funding ratio.

A simple explanation for the result of the reported analysis is that a lower amount of money could be
easiercollected than a higher one. This could leirderestingdriver considered by investors that may
prefer to invest in projects with higher chanae reach their funding targend so having all the
necessary resource to be developed and became remuneraiveneans also that theoop All-or-

Nothing mechanisrdo not find enough application in the concrete c&Se.

H5: Disclosing voluntarily finanial data has a positive impact on the success of the equity
crowdfunding campaign

As anticipated in the previous paragraphgenerakquity crowdfunding investors give importance to
voluntary information disclosurdndeed,as already reported while deibing the datasetlack of basic
information is always related with the failure of the campaldre aim of the considered hypothesis is to
test if thesameprinciple is also truewith regards talisclosure of nemandatory financial information.

The relation between disclosure of mérencialinformation success and funding ratio, is exposed in

the table ofrigure 23 below.

Absolute Relative Rate of| Rate of
Sector

frequency frequency |success |failure

"2 Thisis a refeence tdahe fact thaill-or-Nothingcampaignsre riskier for the promoter, because he bear all the risks related to the not
reaching of the funding target, but at the sametime let him to gain more confidence and trust by its potential investors
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Presence d

other financia| 12 54 8% 66,610 33,3
data

No  other

financial datg 10 45,%% 8% 20%
showed

Total 22 100%

Figure23- Relation between disclosure of additional information and success

In particular, Figure 23 gives aggregatemportant empirical information, highlighting theelation
between information discloge and presence or ngmwesence of specific financial datadeed, o the22
campaigns considered, onli2 decided to show specific financial datagarding profit or revenue
forecass. In this group, the66,86 succeeeld, whilethe group ofnondisclosingcompaniespresers a
higher success rat¢8(6). To explaintheseunintuitive results, it is necessary to considettet ejuity
crowdfunding environment isomposed by SMEs and startup, companies that usually do not have the
resource to hire professional consultant to review information publisHédrhis means also the
impossibility to validate data published, in a way to avoid errors of incautious datssidgcTherefore
the fact thatdisclosng companiespresents dower success ratié comparal with the SQ R®LVFORVLQJ’
simply highlight the importance of disclosincprrect data.In other word, disclosuseactivities does not
per seincrease success eat this is not properly carried orThis because, if the data disclosed are not
correct or they do not reflect investors expectation, this may clearlynde¢ethe faiure of the
campaign

The assumption demonstrat¢hat investors give importance andlue to financial information
disclosure although this does not imply that for the sole fact of hadimglosed some dathe company
may attract more investors. Indeed, investors gives importartbe fact that the information disclosed
are correct.,| GDWD VKDUHG DUH 2EDG" RU VLPSO\ GRHVcree® UHIOHF
boomerangeffect for the company The aforementionedisdom of the crowaould help in detecting

those bad informatigninfluencing the success of the campaign.

H6: The promise of a remuneration has a positive impact on the success of the equity crowdfunding
campaign

On the 22 campaigs composing the data set, oilydecided to present at least one stiategyto its
investors. In this group, onlg issuers deded to present two exist strategies, wiile campaign
presented athreeof them.

Figure 24 shows a positive relation, in terms of success rate, for companies that decided to show at
least oneor two exit strate@s. Indeedthe success ratef the formeris 87,3%6; the success rate of the

143 Indedd, from in the consider dataset, only one company disclosed the consultant hired by the team to have support forrvedtopidiyg
campaign.
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latter, is, instead, of 100%However this rate it not so far from the one on companies that do not present
a way out. Indeed, those companies had a success rate of 65%.

Sector Absolute Relative Rate of .Rate of
frequency frequeny |success |failure
Presence d
at least on{ 8 36,30 87,30 12,%%
exit strategies
Presence ¢
two exit| 2 9,1% 100% 0
strategies
Presence d
no exit| 14 63 7% 64,30 357%
strategies

Figure 24 - Relation between presence of exit strategigssuccess

The result highlighted suggedhat giving information on possible exit strategies w¥asy important
although itmay be nofundamental as demonstrated by $tié# high success rate aompany not giving
information on possible way out. However, this does not means that the presence of exit strategies it is
not a driver to attract investors. Indeafisenceof exit strategies could increase probability of faiure as
demonstrated by thex€t that4 on 6 of the company that failed had not given to the investors information

about possibilies to gain from the investment completed.

H7: A higher number of investors after the first five and ten days from the publishing of the campaign
has a psitive impact on the success of the equity crowdfunding campaign.
$V D FRQILUPDWLRQ RI WKH LPSRUWDQFH RI 3reteRsZaGstro@\QD PLF\
correlationbetween number of investors and success of the campaignake cleaar this relation, the
analysis has been conducted in three different m@aérdach campaign: after the first 5 ddis(a)),
after the first 10 day@d7(b)) and at its endH7(c)). Figures 25 below shows the correlation between total
numberof investors adhering to each of tA2campaigs composing the data satd the funding ratio of
each of them. It is possible to observe that there is a clear relation between the number of investors and
the total amount raised. Thimuld implythat the mae are thesingle numbeof investos that participate

in a crowdfunding campaign and the more are the pibesibto outreach the minimum target.
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Figure25- Number of total investof$i7(c))that invested in the company in relation with the funding ratio.

But, what is also possible to highlight from the reported data is that the more are the investors that

participate

in the first days from the launching of the campaign and the more are the possibiities to

succeed. Indeed, as shown in fhigures 26 and 27 below, the major parts of the faiing campaigvere
unable to attract more thawo investors within the first 5 days from the launching of the campaign, or
more tharthreeafter the first 10 days. Contrary, issuers that was able to attract more éhawestors
after only the first 5 daythensucceeded and the same it is true foratherthatattracted more than 10

investors after the first 10 days.
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Figure 26- Number of investors that invested in the company within the first five daythfedraginning of the collection
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Figure27- Number of investors that invested in the company within the first ten days from the beginning of the collecti

The results presented above could be consideredlidproof of the presence of herding behaviour in
attracting investors of equity crowdfunding campaighis is a confirmation of the existendaeside its
financial naturepf another ongmore 3V R F d&edminedoy directcrowd participation.

3.6 Final consideration and onclusion

After the data analysis conducted above, it is possible to recognized at least three different nature of
equity crowdfunding. The first ithe financing naturethatis connected with its function as a finamgi
instrumentfor SMEs and for startupss it is has been demonstratedhia first part of this papealso
consideringits inverserelation with the established banking sector.

The second is equity crowdfundifignancial nature,that is linked to the fact that it is based on the
subscribing and trading of companies shares. To this regartg #irst part of this papethe direct
relation with financial markets has been descrisbe in the seconthe importance of sharing precise
andcorrect financial information to enhance success probabiity beeneported

The last one i®quity crowdfundingsocialnnature, connected with the moslisintermediated(and so
direct) crowd participation. From this point of view equity crowdfungingsome casess considered as
an opportunity to directly invest in projects that are namnvestorknowledge, giving himalso the
possibility to bean active part of a community. Howeveéijs nature imfs alsonegativeaspectsuch as
the perilslinked with herding behaviouthatmay causéundsmisallocation

In order to enhance equity crowdfunding market developnieist,necessaryto balan@ and to
overseal thesedifferent naturesThis role,could be assigneahly to regulationthat should always have
as a main purposthe reduction of risks for investors avoiding the imposition of excessive costs on
issuers and platformsThis could be done, for instance, by inducing issuerdiscloe more financial

data, in a way that invess may take more precise and informed dedsi®o do so, in order to avoid
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the introductionof new costs for issuers validsolution could béo provide a mechanism of grants or tax
relief to compensate thibsclosingissuersof the costs of hiring geific consultants.

In addition, fom the describe natwsgt is clear that there are two major classes of drivers that attracts
investors participationOne is composed bynancial drivers, while the second contais®cialdrivers.
This means thaihvestors decisions making process will depends on which dismbeet ofdrivers will
be preferredin the concrete case. In this way, an investment could be determiretdusmness model
analysis oit could be the result of lzerding behavior

The andysis conducted in thipaperprovides evidence of the fact that athe current state of the art
the sementionedsocial drivers may prevail on thefinancial drivers, as it has been demonstrate
considering the correlation between funding ratio and fiadmivers 6eeH1 and from H3 to HG)on
the one handand social driversseeH2 and H7) on the othelFinancialdataare important for the
investors, althouglsocial information have a strongsorrelation with the success of th@mpaign.

But the pedominance of socidrivers am financial ons, may cause some risks for investaks. it has
been demonstratedjthoughsocial mechanism could be usefulidentify fraud attempt oinformation
incoherence, they could also bring misallocation of fumddeed, it has not been demonstrated that, in
absence of frawor incoherenciessocial driversmakes investors choosdways the more profitable
project. This wil be impossible until detailed financial informatiorwill not beavailable.

To solve this ptential risk of misallocation of funds, the more efficient solui®rnto imposea
minimum set of financial information that need to be disclosed and thabemiblidatedbefore the
launching of an equity campaign.

In this way, not only investors magikte more efficient decisions but also thisdom of the crowail
help in enhancing information quality, notwithstanding the not so deep level of disclosure that could be
imposed to the issuer to not increase disclosure costs. In this sense, the ciemvdtbgs before could be
considered as a source of peril, could now function aatalystto turn low level financial information in

high quality one.
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How Do Firms Choose Legal Form ofOrganization?

1. Introduction

One of the first decisions any entrepreneur has to make is the choice of the legal form of
organization LFO ). The fiveavailable LFOgsole poprietorshippartnership, Limited
Liability Compary, S-corporation, and €orporation) difér substantially in terms of the firfh
ability to raise capitatax considerations, and owner(s) exposure to risk and personal liability.
The choice of initial LFO is undouddy related toWKH ILUPYY DQG HQWUHSUHQHXU
exposure to these consrations at statip. This choice also alters thay the newly established
firms behave, including willingness to take risks, obtaining financing, and managing expenses.

In this study, we examine several fundamental questions related to the initiahbk®.c
Why and howdo entrepreneurial firms initially choose one organizational form over anddoer?
entrepreneuridirms change organizational form, switchjrigr examplefrom proprietorship to
partnership, LLC or corporation?hat factoranfluencet KH HQWUH S U H QriitiXl UMYy FKRLFH
and howdoesthis choice relate to future operational decisiand outcomeaThese are
fundamental decisions facing any entreprengetryery little research and analysis has been
done on the topic.

We utilizedata fromthe .DXIIPDQ )LUP 6XUY H\ anhupfdlloldap&oL WV
examine the link between the expected complexity of the firm and the choice of initiaThEO
KFStracks a panel o4,928new businesses established during 2@@dviding informatio
about the firm in the year of its inception and, for those firms that survive, providing information
about the firm in eacbf sevensubsequent yes? 2005 +2011 Because the KFS collects
LQIRUPDWLRQ RQ HDFK ILUPYV OHJDe yeRru@caRitleRtifyJitn® L]D WL R Q

that change their LFO.



2XU DQDO\WLYVY UHYHDOV WKDW D ILUPYV FKRLFH RI /)2 LV
contradiction to the lifeycle theory of the firm. Only about one in three firms bgdjiie asa
proprietor&ip, while almost as many begin BECs and as corporati@Moreover, this
distribution is remarkably stable over theffiseven\HD UV R D .I[HeWwd? th&n @nk iHten
firms change LFO during these firstevenyears, but those that do disproponttely move to a
more complex form, primarily fromrpprietorship to a form with limited liability.
2XU DQDO\WVLYV RI WKH ILUPYTYV LQLWLDO FKRLFH RI /)2 UHY
choose a more complex LRO accommodate greater expected U Edimplexity, proxied by
employment sizecomprehensivemployee benefitplans,use and extension dfade credituse
of business credit financingndobtainingintellectual property rightsA more complex initial
LFO also is more likelyvhen its primary wner is more educatetias a higher number of prior
startups, and puts more working hours into the fiffthese findings suggest that fivdwners
endogenously choose the initial LFO that is best suited to pursue the owner(s) growth objectives
and completties of the business.
This sty make animportantcontribution to the literaturky providing newevidence
on() D ILUPYV LQLWLDO FKBLFHLRMWHKH BWMWMWWDRIMPDQWY RI D IL
LFO; and(iii) the incidence of changes LFO during thefirst seven years @ newfirm.

The rest of our paper is organized as follo8ection 2 describes various LFOs,
emphasizing the differences in termsWfKH ILUPYJV DELOLW\ WR UDLVH FDSLWI
owner(s) exposure sk and personal liability. Section 3 provides review of related literature.

Section 4develops hypotheses. Sectiodéscribes data and methodology, while Sediion

presents the results of empirical ge§ection7 concludes.



2. Different Legal Formsof Organization

Obviously, there are advantages and disadvantages to each organizational form and the
entrepreneur must calculate the costs and benefits of these advantages and disadvantages. We
explore these tradeoffs below.
2.1.Proprietorship

The poprietorship is the simplest LFOone that has no separate legal existence from its
owner. A proprietorship is simply a person operating a business under her own name or a trade
QDPH 3:GRLQJ EXVLQHVV DV’ ,Q JHQHUDO attéaKk HUH DUH QR Ol
proprietorship. Consequently, the law treats the legal obligations of the proprietorship as those of
the owner. Also, because there is no separate legal entity, the profits and losses of the business
flow through to the owner, as do any legal lidglds. The owner is personally responsible for all
legal obligations of the firm and her personal wealth is at risk. A proprietorship can consist of, at
most, two persas? a husband and wife filing a joint tax return. Otherwise, a proprietorship has
only oneowner, and, therefore, is limited in the amount of equity capital by the personal wealth
of the proprietor. The life of a proprietorship is limited by the life of the proprietor; the firm dies
with the owner. Finally, partial ownership shares do not ésxist proprietorship; the firm must
be bought or sold in its entirety.
2.2.Partnership

In order to deal with many of the limitations imposed by the proprietorship LFO, the
partnership was established as a legal business entity whereby two or mors eetspmto a
legal contract in which the partners agree to operate a business and share the profits from that
business. There must be at least one general partner, who bears unlimited legal liathikty fo

ILUPYV OHJDO REOLJDW L RQnore InGté partaéts) whdPedjbyHiriteR Q H



liability if they do not materially participate in the operation of the business. The partnership
enables a firm to raise equity capital in excess of that of a single owner; the equity in a
partnership is limitd by the combined personal wealth of all partnerswiis a proprietorship,
the profits and losses of the firm pass through the firm to the partners, but on a pro rata share
based upon the partnership agreement. As with a proprietorship, there isteohnoitethe life
of a partnership; it ends with the death of the last general partner. However, ownership of a
partnership is divided into shares that can be bought or sold.
2.3.Corporation

A corporation is the most complex LFO. A corporation is a sg¢pdegal entity from its
ownes) DQG DV VXFK LV UHFRJQL]J]HG DV D SOHJDO SHUVRQ ™ WK
DOO WKH OHJDO ULJKWV RI D *QDWXUDO SHUVRQ ~ &RQVHTXH
liability. In sharp contrast ta proprietorship and partnership, a corporation enjoys an unlimited
life. There are two primary types of corporations in the BJife Gcorporation and the-S
corporation.
C-corporation

C-corporations are subject to corporate income tax at both fedetatate levels. Any
earnings distributed to shareholders as dividends are subject to a second level of taxation at
personal income tax rates. Although this double tax often is cited as a reason not to conduct
business as @-corporation, it is just one fdor to consider. Others may outweigh it, and careful
tax planning can minimize this disadvantage.

One way the corporation can reduce the double taxation of corporate income is to pay

large salaries to shareholders who are managers or employees of tigefimnse compensation

is a valid business expenseC-@orporation can deduct compensation in its calculation of taxable



income, avoiding the corporate tax on these distributions. However, the IRS imposes limitations
on this practice by setting rules omat is considered reasonable compensation; excessive
compensation can be reclassified by the IRS as a dividend distribution that is subject to the
corporate tax plus penalties.

C-corporation{ $hareholders may postpone the double tax if earnings akeséed in
the business rather than paid as dividends. In this case, retained earnings are taxed only at the
corporate level. The amount of earnings retained, however, is effectively limited by the
accumulated earnings tax. It also is important to remethbéshareholders will pay tax if the
earnings eventually are distributed or if corporate assets are sold and the corporation
liquidated.

When corporate assets are sold, shareholders will pay a capital gains tax on the proceeds
of the sale. If a takree exchange of stock occurs instead of a sale, owners will not pay tax
unless they sell some of the shares received in the exchange. States generally do not offer
favorable rates on capital gains.

Because some state corporate income tax rates are highandividual rates, a business
organized as a regular corporation may pay higher state taxes than if it is organized as a
partnership o6-corporation. However, this difference may not be significant in the few states
that tax unincorporated businesses.

S-corporations

An S-corporation is a firm that elects special tax status as defined by Subchapter S of the

Internal Revenue Code. TRecorporation was created in 1958 to provide tax relief primarily to

small privately held firms. Ais-corporation require the same corporate formalities as a



C-copRUDWLRQ LQFOXGLQJ DUWLFOHV RI LQFRUSRUDWLRQ D |
meeting, corporate minutes and shareholder votes on major corporate decisions.

S-corporations are subject to a numloérestrictions that do not apply @-corporations,
including a limit to one class of stock and a limit on the number of shareholders. Originally, this
shareholder limit was set at 10, but subsequently was raised to 15 in 1976, to 25 in 1981, to 35 in
198, to 75 in 1996 and to 100 in 2004. Both new and existing corporations may elect
S-corporation status.

The major difference betweerCacorporation and ats-corporation is that-corporation
LQFRPH 3SDVVHV WKURXJK”™ WR LWt &dnple)IeMéIRfQaRatidhat VR W KD W
the personal level. Its income, whether or not distributed, is passed through to shareholders on a
pro rata basis and included on their individual tax returns. Becauseaporation passes
through its income to itshareholders, it avoids the double taxation of corporate income suffered
by C-corporations. As a general rule, the higher is the percefag@porate income to be
distributed, the more beneficial is the S election. $Heerporation form is beneficidr an
existing profitmaking corporation that does not reinvest earnings, or cannot do so because of an
accumulated earnings problem, and expects to distribute substantially all of its income to
shareholders. For an ongoing business that anticipatesamualated earnings problem, an
S-corporation election may be beneficial, at least during the interim period when earnings are
distributed.

SomeC-corporations avoid double taxation by paying out salaries and bonuses large
enough to reduce corporate matome to zero. The IRS may challenge such compensation as

excessive and reclassify part of the compensation as a nondeductible dividend. A business



effectively can eliminate the possibility of excessive compensation disputes with the IRS by
electingS-corporation status.

In contrast to thei€C-corporation counterparts, shareholdeanagers o$-corporations
have incentive to favor dividend distributions over managerial compensation. This result obtains
because salary income is subject to a 15.3% payithihelding tax mandated by the Federal
Insurance Contributions Act (FICA), which funds the Social Security (12.4%) and Medicare
(2.9%) social insurance programs. Dividend distributions are not subject to the FICA tax, so a
shareholder manager avoids thgnodl tax to the extent she can shift income from salary to
dividends. After the Tax Reform Act of 1982, both salaries and dividends were treated as
ordinary personal income, which was subject to federal and state personal income taxes.
However, the Jobsnd Growth Tax Relief Act of 2003 set the federal persom@me tax rate
RQ TXDOLILHG GLYLGHQGV DW UDWKHU WKDQ DW WKH WD]|[
This increased the incentive of a shareholdanager in a high tax bracket to sksdary income
to dividends. Not only would the dividend income avoid the payroll taxes, it also would be taxed
at a lower rate than ordinary income, which includes salary.

For the most part, the incentive to shift salary income to dividends applie®only t
manageishareholders earning less than the Social Security Wage Base, which was $60,600
the early 1990dyutis indexed to inflation andubsequentlyhas increased tal$6800 as of tax
year 20@. Salary income above this cap is subject only tavtedicare Hospital Insurance
portion of FICA, which is only 2.9%.

7KH ,56 LPSRVHVY D UHTXLUHPHQW RS-chipddionRIQIDEOH FRPS
avoidance of the payroll tax just as it imposes a requireméhtatporations to limit avoidance

of the corporate tax. Managgy KDUHKROGHUV PXVW SD\ WKHPVHOYHV D 3U



upon what comparable nahareholder managers working comparable hours are paid at other
firms of similar size operating in the same industry. The IRS may reclasdiignis as salary
LI LW GHHPV PDQDJHULDO FRPSHQVDWLRQ WR EH 3 XQUHDVRQ
ILUPV WR UHFRPPHQG D 3 " UXOH SD\ RXW DW OHDVW R
dividends.
Most states follow the federal exampleemptingS-corporations from the corporate
income tax. However, some states, most notably California and New York, recognize the
passthrough nature oB-corporations but still impose a tax at the entity level. Others do not
recognize S status and treatarporations operating in their jurisdictions as regular
corporations, subjecting the entity to a corporate tax and its shareholders to a personal income
tax on any dividends received from the corporation.
The S-corporation provides a significant advanéagver a regular corporation if a
business is operating at a loss, particularly if most or all of the owners are in the highest tax
brackets. If the losses are not generated by passive activities, shareholders can use those losses
to shelter other personacome.
In contrast, th€-corporation does not provide an immediate tax benefit from operating
losses unless it can use an optional provision permitting-bawk of losses against profits
during the three most recent tax years. However, if a newdrssloses money in the first years
of operation, the carrgack provision does not provide any current benefit. Losses not used in
the current tax year or carried back can be carried forward and used to offset profits in future
years, but several years n&SDVV EHIRUH WKH ILUPYJV SURILWY DUH ODUJ

benefit of the early losses.



2.4.Limited Liability Company

Thelimited liability company 3//& “is a relatively nevbusiness structure allowed
under most state laws, but not reszgd as an LFO by the IRSathis, in essence, a hybrid
between the partnership and teorporation. Ownersf an LLC enjoy limited liability, ease of
transfer of ownership shares, pésough of income to the owners, and less administrative
burden tlan faced by owners of a corporation. For example, an LLC is not required to have a
board of directors or officerand typically, is required to file much less burdensome paperwork
with the governmentiowever, like a corporation and unlike a partnershipl.LC enjoys an
unlimited life.

Many of the// & {disadvantages arise from its short history. Some states do not treat
LLCs as offering limited liability, and some lenders may be hesitant to lend to an LLC because
of difficulty in determining who actualy has the authority to enter into a contract on behalf of
the LLC. For federal tax purposes, an LLC must choose to be treated as a partnership, a

corporation, or, for singlewners, a proprietorship.

3. Literature Review

The literature on determinantsld=O is extremely spargeartially because there was no
suitable source of data for analyzing this issue prior to the &BSsequently, most of the
literature on organizational form is theoretical, dating badkdam Smith (177% Much of this
theory facuses on finances and human resouBede and Means (1932), Jensen and Meckling
(1976),Fama and Jensen (1983a, 1983knsen (1983Williams (1985)and others point to the

separation of ownership and control and control mechanisms such as thefbactars that

! For more information on the tax treatment of LLCs, go to the IRS website:
[http://www.irs.gov/businesses/small/article/0,,id=98277,00 Jhtml
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have evolved to limit agency costs as one of the reasons why most large firms are organized as
C-corporations.

Fama and Jensen (1983a, 1983b) argue that firms choose their organizational form base
upon a tradeoff between the costs and bisnef financial risks and decision making. As firms
grow larger and more complex, corporations become more efficient relative to proprietorships
EHFDXVH WKH RZQHU PXVW EH ZHDOWK\ HQRXJK WR EHDU DO
possess the exgise to run the firm. Separating financing from control enables the firm to
operate more efficiently by allowing separate persons to specialize in bearing risk and managing
the firm. The cost of this separation is the divergence of interests betweers awdenanagers
so that corporations must develop governance mechanisms for minimizing these agency costs.

Allen and Sheref1995)develop a theory of organizational form where the proprietorship
fosters qualitywhereas the corporation fosters efficiereyoprietors are tied to their firm
through both their financial and human capisal that they suffer directly the consequences of
poor quality. Corporate managers, on the other hand, are not tied to the firm by their financial
resources. Consequently, BIHQ D Q G #hé&dkyhbiedHdts §hat corporations will be the
dominant fornfor firms that can guarantee quality in ways other than the dedication of the
owner, such as through the provision of warranties.

Easterbrook and Fischel (1985) argue that mbdteoadvantages of corporation,
including limited liability, can be achieved by proprietorships and partnerships through
contracting with their customers, creditors and suppliers, so that the corporation is largely
irrelevant.

Another group of papersnduding Harberger (1966), Shoven (1976), Ballard et al

(1985), Gravelle and Kotlikoff (1988, 1989, 1993), Gordon and Malglaeon (1990, 1994,
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1997) and Goolsbee (1998, 200#cus on taxes as the key issue in choosing organizational
form. In the U.S.C-corporations are taxed at a different, higher rate than other L$6Qaxes
DUH HISHFWHG WR LQIOXHQFH D ILUPYYVY RUJDQL]D&LRQDO GH
corporate form. Goolsbee (2004), for example, exploits €esgonal variation icorporate
taxes at the state levahdfinds strong evidence that higher corporate tax rates reduce the
incidence ofC-corporations relative to other LFOs

Severalempirical studies look at organizational form and firm growtrhoff et al.
(1998) analye a sample of 11,000 firms in Germany &nd that incorporated firms grow faster
than unincorporated firm®emirgueKunt et al. (2006) analyze a cressctional sample of
firms from 52 countries and find that the incidence of corporations is higheuinties with
higher measures of corporate governance andribatporated firms grow faster than

unincorporated firrmin countries with better corporate governance

4. Hypotheses
The existing literture is largely silent on the initial choice of LFO. \M®pose two

competing hypothesésthe life-cycle hypothesis and thmescienentrepreneunypothesis.
Thelife-cyclehypothesigosits that firm stars out as a proprietorship, which is the

simplest LFO. Aghefirm grows larger more comple)xand needsnore capital than is available

from the proprietor, the propriet@entrepreneuchoossto changeher ILUP YV /)2 WR D

partnershiplegalLiability Company(LLC), S-corporation orC-corporation. Each of these

alternatives enabédherfirm to raise capitalrbom outside investorand obtairfunds for growth

that are unavailable to a proprietorshpK HVH DOWHUQDWLYHY DOVR OLPLW Wk

OLDELOLW\ ZKLFK LV OLNHO\ WR LQFUHDVH ZLWK WKH ILUPT
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However, the lifecycle hypothesisgnores the fet that there is a large degree of
heterogeneity among firms, even at stgytstage. The firm heterogeneity is likely to have a
great impact on the choice of initial LFO. Consider, for example, Google, which was founded as
a privately held corporation iyo Stanford Ph.D. students in 1998 and was taken public in
DQG D 3PRP DQG SRS VKRS LQ &DOLIRUQLD ZKRVH RZQHU
grow or serve beyond their local community area. Why would these very different businesses
with drastic#ly different visions and growth prospects choose the same LFO just because they
are at the initial year of operationsfcbntrast to the lifeycle hypothesisthe prescient
entrepreneuhypothess positsthat an entrepreneur chooses at gaiprthe LFOthat best fits her

needs and desires to finance firm growth, minimize tax liabilities, and limit personal liability

5. Data andMethodology
5.1 Data
5.1.1. The KFS

We obtain our data frorthe confidential, fullyimputed version of the Kauffman Firm
Suneys (KFS) The KFS tracks a panel of 4,928 new businesses established during 2004,
providing information about the firm in the yearits inception and, for those firms that survive,
providing information about the firm in each subsequent yidasurveyresultsareavailable
for the baseline year (2004) and seven follgpwears (2005:2011).The KFS is the largest
longitudinal database on new businesses ever created, andgheomprehensivengitudinal
database on small U.S. firms of which we arare.

/ILNH WKH )HGHUDO 5HVHUYH %RDUGYTV 6XUYH\ RI 6PDOO ¢

XVHV WKH 'XQ %UDGVWUHHW 3" %" GDWDEDVH DV D VDPSOL
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sample of 4,928 firmfom the frame ohpproximately258 000firms that started during 2004.
High-techfirms were oversampledavhile wholly-owned subsidiaries of existing firms, inherited
businesses and ntur-profit firms were excluded from the sampling frarBecause of this nen
random design, the KFS provides samplirgjghts for researchers to use in order to obtain
results that can be generalized to the target population ctigtéirms. We incorporate these
weights into our analysis using the SURVEY commands available in the Stata 14 software,
which we use to condtiour analysis.

The KFS is ideal foris VW X G\ 8QOLNH WKH 66%) LW FDSWXUHV D
FKRRVH DQ RUJDQL]DWLRQDO IRUP ,Q DGGLWLRQ WKH .)6 WI
time, enabling us to identify firms that change orgationalform aftertheir initial formation
7KLY HQDEOHV XV WR PRGHO WKH ILUPYYVY GHFLVLRQ WR FKDQ
that decision, to model its choice ofrere, or less, complesrganizational form(For more
detailed informationlaout the KFS data, see Balletial.,2008; and DesRochet al, 2012 For

information about the fully imputed dataset, see Farhat and Robb, 2013

5.1.2. Analysis Variables

2XU SULPDU\ YDULDEOH RI LQWHUHVW LPérWeKnial LUP TV OH.
survey and each follok S WKH .)6 LQFOXGHV LQIRUPDWLRQ RQ HDFK Il
time, enabling us to identify the initial LFO and subsequent changes inTHeXFS
categorizeseven legal formef organization: Proprietorship, Geral Partnership, Limited
Partnership, Limited Liability Company;&-rporation, Gcorporationand Other. V& collapse
thesevenLFO categories intdive to makeour analysismoretractableby deleing 11 firms that

UHSRUWHG 3Rintial HRO, abddy @ombiringfirms that reported general partnerships
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or limited partnershipas their LFOsnto a single partnership categowe follow convention in
ordering organizational forms by complexity with Proprietorship being the simplest, followed by
Parnership, LLC, Scorporation and, as most complexcQporation.

For explanatory variables, we utilize information from the KFS about the characteristics
of thefirm andthe ILUPYV SULPDU\ RZQHU :H DUH SULPDULO\ LQWHULF
complexity as the lifecycle theory posits that firms change to more complex LFOs as they grow
more complex over time. We includ¢otal number offirm employeegin the natural logarithm
form) as a measure @ifm sizeand complexitylt is important to note thatver half of the firms
report zero employees. This is because the owner(s) of a firm is not necessarily an employee of
the firm. When a firm hires its first employee, it becomes much more complex, especially from a
tax viewpoint. The firm must begin keepiregords of salary expense, withholding FICA taxes
and payingstateunemployment taxe€onsequently, we expect that total employment should be
positively related to complexity of LFO.

We include a measure of profitability in our model: an indicator toetiver the firm was
operating at a profit or loss. We expect a negative relation between profitability and complexity
of LFO because we expect that more complex-siastare associated with greater stgricosts
and longer periods of time until outputhclae ramped upnd customers brought on board;
consequently, they are more likely to incur larger losses from which the owners would like to be
protected by the limited liability offered by more complex LFOs.

We include a dummy variabfer accountsreceiable. A firm with a positive value of
accountsreceivable is a firm that is offering trade credit to its customers. By functioning as a
financial intermediaryas well as performing its primary function, the fjdoy definition is more

complexand more kely to choose an LFO offering limited liability orderto protect the
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personal assets of the owner. @Wso include a dummy variabler ownership ofntellectual
property, such as patents, trademarks, and copyriggtiiisn reportingintangible assefsuch as
patents or trademarkis,more complex thaa firm without suchassetsndis hypothesized to be
more likely to choose a more complex LFO.
From information on how the firm is financed, we include dummy varsabticating
whether the firm obtaked financingrom (1) trade credit(2) business credior (3) personal
credit Here, our focus is on limited liability rather than complexity; we expecttfiah with
limited liability will be more likely to rely upon debt than equity deds likelyto rely upon
personal credithan business crediConsequently, we expect that complexity of LFO will be
positively related tahe use of trade credit and business craait negatively related to the use of
personal loans for business financing.
We includean indexof employee benefits as pipfor firm complexity Our index
rangesin value from O to 4where it is incremented by one if the firm offers each of the
following four benefits(1) retirement plan(ii) health benefits(jii) paidvacationleave, and(iv)
paidsick leave We expecbur indexto be positively related to complexity of LFEDosen
We include a single measure of firm location as a proxy for firm compkexdtgummy
variable indicating that the firm was located in the personal r€sidél R1 WKH [MhiRfY RZQH
thereare ILYH FDWHJRULHYVY IRU ORFDWLRQ UH\IsgaeeQofidr UHQWD O
space), more than 90 percent of the firms responded that they were either in a residence or a
rental space, so we combine tieYW IRXU FDWHJRULHYV LQWR SRWKHU WKDQC
into a binary variable. We expect that more complex firms would seek space outside of the
RZQHUYY UHVLGHQFH FRQVHTXHQWO\ gZhdickl§BroaniationaQ HID W LY

compexity andresidential location.
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Finally, as control variables, we include a set®@tlummy variables for industrial
classification based updwo-digit NAICS code: Agriculture (1); Mining and Utilities (21, 22);
Construction(23); Manufacturing(31, 32,33); Wholesale Trade (42); Retail Trade (44, 45);
Transportation (48, 49); Information Services (51); Finaara Insurancés2); Real Estate (53);
Professional Services (54, 55, 61); Business Services (56); Health Services (62); Arts &
Entertainment (71)Food Services (72); and Other Services (81).

From information on the primary owner of the firm, we include a series of variables that
provide information on the age, education, experieacd,number of hours worked in the firm
Age and Experience areagasuredn years. Education s range of ten categories: High School
or less; Some College; College Degree; and Graduate D&geeexpect that older, better
educated and more experienced primary owners will choose more complex LFOs. We expect
that owneronly become employees when the firm is more complex so we expect a positive

relation with complexity of LFO.

5.2. Methodology
Our study usethe following research design) LUVW ZH PRGHO WKH ILUPYV L
to choose a legal form of organizatiosingan ordinallogistic-regressionmode| where the
dependent variable takes on one of five vatuese for each organizational forfroprietorship
= 1, Partnership= 2, LLC = 3, S-corporation= 4 andC-corporation= 5.2
Initial LFO; =

f (Firm Charactristics;, OwnerCharacteristics, Industrial Classification) (1)

2 In unreported results, we initially estimated a multinomial logistic regression model and obtained qualitatively
similar results. That modglroduces a set of fl) coefficient estimates, one for each LFO relative to an omitted
category. The results from that model indicated growing complexity across LFOs, which motivated us to move to
the ordinal logit model, which produces only a singlea$ebefficient estimates, making it much easier to interpret.
The ordinal logit model distinguishes among the five categories by including a separate intercept term foreach non
excluded category. We are grateful to an anonymous referee for suggestatatige in methodology.
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Where:
Initial LFO is a categoricavariable for organizational forfior firm i that takes on a
value of 1 through 5, with each value corresponding to one organizationahform
the order of increasing complexityroprietorship Partnership.LC,
S-corporation andC-corporation.
Firm Characteristics is a vector includinghe number of employees, financing variables,
and other variables measuring the complexity of thesfisuch as the presence of
intellectual property rights, employee benefits, busit@ssion,and whether or not the
firm provides trade credit through accounts receivafilesse variables are defined in
Appendix Table 1.
OwnerCharacteristics is a vetor includinginformation on theg@rimaryowner,
including ageprior startup and industrgxperiencenumber of hours worked per week,
andeducationThese variables are defined in Appendix Table 1.
Industrial Classificationis a vector of & dummy varables indicating industrial
classification based upon twaigit NAICS code.These variables amsodefined in
Appendix Table 1.
Because of the complex survey desige incorporate the sampling weights into our
analysis using the SURVEY commands avdéah the Stata 14 softwar€hese weights
account for the differences in selection probabilities across firms and also for the attrition of the
sample over time. For each survey year, survey staff calculate different weights that ensure the

sample is re@sentative of the original target populati®ee Farhaand Robk(2014) for details.
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6. Results
6.1. Choices of and Changes in Legal Form of Organization

Table 1presents information on the choices of legal form of organization recorded by the
initial Kauffman Firm Survegpnd each of theevenfollow-ups Perhaps the mostteresting
finding from this table is that onl§6 percent of firms newly established in 2004 chose the
simplest legal form of organizatiénthe proprietorshipThe life-cycle hypothess positghat the
vast majority of new firms should begin life as proprietorships.

Also surprising is the finding th&tl percent chose to organize as LLCs. This suggests a
relatively high level of financial sophistication among this latter growgiastup firms, as the
LLC is a relatively new legal form of organization, becoming mainstreamiotihe past two
decades. By comparisom, the 2003 SSB, which surveys firms with an average age of about 14
years less than ten percent tfefirms reportedbrganizing as LLCs. The incidence among 2004
startups is more than three times as high.

S-corporations account fa21 percent of the 2004 staupsas compared with more than
30 percent of small firms surveyed by the 2003 SSRBEorporations account foonly 7 percent
of the 2004 startups, compared with more than 14 percent of the 2003 SSBfsoramary,
therearesignificant differences in the LFO choices of 2004 stig relative to those of firms
surveyed by the 2003 SSBWhich haveanaverageageof about 14 yearsThese resultsupport
the prescient entrepreneur hypothesis and are inconsistent with itycldenypothesis.

Also shown in Table 1 is the distribution by legal form of organization for felipw
surveys Ithrough7. Theweighteddistributions by LFO are relatively statdeross all surveys
but with aslightdecline over time in proprietorships andlightincrease over time in both

LLCs andS-corporations.However, the percentage ofddrporations does not increase over
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time. This evidence also supports the prescient entrepreneur hypothesis overdahedife
hypothesis.

The bottom of Table 1 presents théal number of firms, which clearly shows the
attrition in the samplé from 4,92 in 2004(initial survey)to 3,401 in 20147 follow-up
survey) This attrition is due in part to firms going out of business and in part to firms refusing to
participate in the followup surveys.

In Table 2we present the number of firms changing the legal form of organization in
KFS surveys.nl Panel A, we present the number of firms that change LFO from a given form in
the KFS surveyfor year (t £1) to some other form in the KFS surviey year (t +0). For
example, the first row in Panel ghows that out ofthefirms thatchosethe propriebrshipLFO
in 2004 survey, 64 changed to some ottfed in 2005 (£ follow-up survey) 46 firms that
chosethe proprietorshipLFO in 2005 changed to some othd¥O in 2006 (2 follow-up
survey) 31 firms thatchosethe proprietorship.FO in 2006 changetb some other form in 2007
(3" follow-up survey), etc.

Overall, this panel shows thdt) changes in LFO are not very common during the first
VHYHQ \HDUV RI WKH ILUPYV H[LVWHQFH PRVW RI WKH FKD
duringthefirst few yearsR 1 W K H | L UZB%\of thé firkhs changd FO in the £ follow-up
survey, 252% changein the second follovwup survey, 8% change in the third followup
survey, and only 0.68% charteFO in the last (*f) follow-up survey; and 3) caistent with
the life-cycle hypothesisa higher number of simpl¢&.FOs (e.g., proprietorships and
partnerships) change LFO thdamore complex LF®(e.g., S or C-corporations).

Panel B tracks the number of firms that chah¢g¢2 ITURP WKH HipUlFBY VWDUW

2004 to the 7 follow-up survey (KF011). Only 480 out of 4,924 firms (9.75%) changed
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LFO during their first seven years of operatiddewever,28% of initial partnerships and 16%
of initial S-Corporations changed LF@uring their first sevenears, while only 3% of LLCs
changed form.Panel Balso reports the initial LFO and the form of organizatmwhichthe
firm chooses to change. For example, tbet480 total changes in LFO, 198 changesfor

firms thatinitially organized as proprietships Of these 19826 changed to partnerships, 12
changed to LLC, 95 changed tec8rporations, and 65 changed te@porations. Theanel
also shows thabut of 480 total changes, 139 and 181 were changesctw®rations and C
corporations, respdeely, which are the most complex forms of business organization.
Surprisingly, out 99 changes in LFO from firms that started-esr@orationsonly 50 change to
a more complex form (€orporation), while 28 firms change to the simplest form (Sole
proprigorship) and others changed to LLC or partnership. Furthermore, out of 61 firms that
started as €orporations, 11 firms changed to spl®prietorshipAmong partnerships,6
changed LFO, witi1 going to proprietorshifi5 to Gcorporations, and the remang to LLC
and ScorporationsQut of the tota80changesn LFO, 340(70.8%) movedto more complex
organizational formand140(29.26) movedto less complex organizational forms. In the
remainder of the paper, we seek to explain why some firmsselo become more complex

while others chose to become less compléxOs

6.2. Descriptive Statistics for LFOs
In Table 3, we present descriptive statistics frominifi@l survey(KFS 2004 for each of
the five legal forms of organizati@nd for thefull sample of 4,98 firms. These statistics allow

us to make univariate comparisawosshe five LFOsWe start with firm characteristics in
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section6.2.1, and thermoveon to owner characteristics in secti@f.2, and to industr
classificatiors in section6.2.3.
6.2.1. Firm Characteristics

PanelA of Table 3 presents descriptive statistics for characteristics of theHimmsize
as measured bytal employment risewith firm complexity, from a low of &9 at
Proprietorships to 33 at Partnersips, 2.04at LLCs, 297 at S-corporations and 29at C-
corporations® Profit, which is an indicator for firms reporting a profit rather than a fessgjes
from a high of 49% of proprietorships to a lo®41% for Gcorporations.
Just over a third of thigrms report positive accounts receivable, indicating that they are
suppliers of trade credit, with-&rporations (55%) and-€orporations (43%) most likely and
Partnerships &%) and Proprietorship@7%)least likely.

Among financing variables, the portance of limited liability is quite apparenly
30% of proprietorships ugeade credit, while 50% of-€orporations and 54% of&trporations
do s0.0nly 20% of proprietorships use business credit, whereas at least 28&diofited
liability LFOsdo so. In contrast, there is much less variation in the use of personalfevegfit.
percentof both proprietorships and-Corporationsise personal credit. Only 37% of partnerships
use personal credit while 46% of LLCs do so.

The next group of variabtes a set ofirm characteristicshatwe expect tgroxy for the
ILUP YV FR P 8&staftupMitdd Pfopertyis anindicator variable for the presence of
intellectual property right@rademarks, patents, or copyright®nly 15% of proprietorshgp
report intellectual property, whi22% of LLCs, 21% of Sorporations and 26% of-C

corporations doResidencssanLQGLFDWRU YDULDEOH IRU WKH ORFDWLRQ

% Not shown in Table 3 is the number of firms with no employees; dnpedcent of the firms
report having at least one employ8&% of proprietorship36% of partnerships39% of LLCs,
55% of S-corporations and6% of C-corporations.
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residenceAmong Proprietorships, 486 choose to locate in a residenatereas, among-and
C-corporations, only @6 and &%, respectively, locate in a residenBenefits Indexs an index
of comprehensive employee benefits, ranging in value from 0 to 4 for the presence of retirement
plan, health benefits, paid vacatioave, and paid sick leave. The average index value for
proprietorships is 0.12, while it is 0.59 for LLCs, 0.85 fecdporations and 0.74 for-C
corporations.
6.2.2. Owner Characteristics

Panel B of Table 3 presents descriptive statistics for charadsmétine ownerslhere
is little variation in owner age by LFO; each of the five are in the range of 44 to 46 years old,
with S-corporations having the youngest owners (44.15) andr@orations having the oldest
(45.61).Prior startup experience risesith complexity of LFO from a low of 0.65 years for
proprietorships to a high of 1.17 forg@rporationsSimilarly, education rises from 5.72 at
proprietorships to 6.56 at LL®,28 at Scorporations and 6.27 at€orporations. Hours worked
rises from 381 at proprietorships to 46.8 atc®rporations and 46.9 at€orporations. Prior
experience rises from a low of 11.1 years for proprietorshipsigheof 12.44 at orporations,
but is only 11.85 at €orporations.
6.2.3. Industrial Classification

In Panel C of Table 3 are descriptive statistics for our final set of varidldeset ofl6
indicators for industrial elssificationbased upon twaigit NAICS codesWe expect to find
sharp differences in organizational form across different industries, @mnidta bear out our
expectations.

ProfessionaBervices NAICS 54, 55, 61)accouns for 17% of the population, bug

overrepresented amomngore complex LFOs1®% of LLCsandC-corporationsyelative to less
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complex LFOq17% of Proprietorships ancb% of Partnerships) Retail Trade (NAICS 44, 45)
accouns for 15% of the population, bug overrepresented among less complex LE2®¥46 of
Partnerships and7% of Proprietorships) relative to more complex LFO&/% of LLCs,14% of
S-corporations and1% d C-corporation¥. Similarly, Other Services, including public
administration (NAICS81, 92 account for 9% of the population but overrepresented among less
complex LFOs (13% of Proprietorships and Partnerghup®nly6% for LLCs,and 5% for both

S- andC-corporations)ConstructionNAICS 23) accourgfor 11% of the population, bug
overrepresented amongdrporations (13%and underepresented amor@corporations

(8%).

Manufacturing (NAICS 31, 32, 33) accoafbr 6% of the populatioandis similarly
represented among€orporations §) and Proprietorships (7%) and less represented in other
LFOs (5%) Transportation and Warehousing (NAI@8, 49 accounts for 3% of the population
butis overrepresented among€drporations (8%and Partnership$%). Financeand
InsurancgNAICS 52)accounts fo6% of the population, but is oveepresented among more
complex LFOs 11% of Partnerships,% of LLCs, 6% of Sorporations an8% of G
corporations) relative tthe leastomplex LFO (2% of Proprietdngps).

There also are significant differers@mong the remaining industries that account for
much smaller portions of the populatidi@ summarizewe find wide vaiation in LFO across

industries, as expected.
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6.3. Determinants of Initial LFO

Becauseso few firms change their LFO during the fisglvenyears, the most interesting
DQDO\VLV LV ORRNLQJ DW WKH GHWHUPLQDQWY RI WKH RZQH
LFO rather than anotherhe resuss of thisordinallogistic-regression aaysis appear in Table
4. For ease of interpretation, eesenbdds ratis rather than coefficient estimates. The
interpretatiorof these ratiogwhen multiplied by 100ijs, for each variablethe percentage by
which a firm with that characteristic isane or less likely to choosemore complexFO than a
Proprietorshigthe omitted categoryHence for variables that proxy for more organizational
complexity,our expectationsi that odds ratios will bgreater than onend for variables that
proxy forless organizational complexity, our expectation is that odd ratios wiislsehan one
6.3.1. Firm Characteristics and Initial LFO

Column 1of Table 4 presents the results fiom characteristicsor ourprimary
measure o$ize ? total employment theodds ratids greater than 1,@&nd thecoefficientfrom
which the odds ratiois calculated istatistically significant at the 0.01 leva better This result
is stronglysupportive of our hypothesis thalarger firm which is likely to banore comgex, is
more likely to choosamore complexnitial legal form of organization

The coefficient oraccountsreceivablandicator is positive and significant with the odds
ratio of 1.409, supporting the hypothesis that more complex business thataaféecttedit to
customers armore likely to choose a more complex LA&rthermore, the coefficient on trade
credit and business credit indicators are positive and significamoaids ratios greater than 1.0
suggesting that firmgsetrade and businessatlit financingin the initial year of operations

choose a more complex LFO.
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Coefficients for our employee benefits index and intellectual property indicator are also
positive and significant suggesting that firms that offer comprehensive benefits plamsvan
intellectual property, such as, patents, trademarks, and copyrights are more likely to choose more
complex LFOs. The odds ratio on residence indicator is less than 1.0 suggesting that firms that
locate their business in the residence or garagetof iiL U P § VraghZr@hdrin rented or
purchased spacare less likely to choose a maemplexLFO.

In summary, the results for firm characteristics chosen as proxies for firm complexity
support our hypothesis that more complex firms choose more ¢dbfnpl) 2 DW WKH-ILUPJV VYV
up.

6.3.2. IndustryClassificationand Initial LFO

In column 2 of Table 4 are the results for the 15 industrial classification indicator
YDULDEOHY ZKHUH 3RWKHU VHUYLFHV®  LQGXVWUts'sHow WKH RP
wide variation in initial LFO across industries. Compared to other services, most industry
indicators have odds ratios greater than 2.0 or 3.0 and highly statistically significant.
Specifically, firms in construction, manufacturing, informationgf@ssional managesnt and
education services, health care are twice as likely to choose a more complex LFO than firms in
other businesses. Firms in whole sale trade, finance and insurance, real estate are thiee times a
likely to choose a more complex LFgS@mpared tdirms in Other Services. These results suggest
that theonly industry that consistently favors Proprietorship over the more complex LFOs is
Other Services.
6.3.3. Owner Characteristicand Initial LFO

Column 3 of Table 4 presents the resultsdi@ner characteristics. Prior stanp

HI[SHULHQFH RZQHUYV HGXFDWLRQ DQG WKH QXPEHU RI KRX
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important role in the choice of initial LFO, with higher values of these variables associated with
higher likelihood of chook QJ PRUH FRPSOH][ /)2 -DpNOWdetdHwith rodpefiyéarg W D U W
of experience in the same industry are also more likely to choose a more complex LFO, but this
result is only marginally statistically significantgtatistic=1.678). Interestingly, theefficient
on Ln(Aget1) is negative with the odds ratio of less than 1.0, suggesting that older owners are
less likely to choose a more complex LFO. This result is significant at the 10% {stadigtic=
-1.699)

Overall, these results suggest thattype of firm owners who are more likely to choose
more complex business are also more likely to choose more complex LFO.
6.3.4. Firm, Owner Characteristics, Industry Classificaticensd Initial LFO

In column 4 of Table 4, wpresent the results from aogkel that include&irm
characteristics, owner characteristics, and industry classificalifogeneral, the results in
column4 are qualitatively unchanged from the results in columas$ 1but with some notable
exceptionsFor our measure of profitaliy 2 indicator variable for positive profit the odds
ratio is less than 1.0, and the coefficiemasv statistically significant at the 10 level. This
result is supportive of our hypothesis that a more complex firm has greater startup costs and,
consguently, is more likely to choose a more complex LFO with limited liability in order to
shield its owners from firm eaHyears losses heindicator \ariablefor use of personal credit
has anegative coefficienthat now s significant at the O level. This indicates that firms using
personal credit are less likely to choose a more complex LFO aupt&everal of the industry
indicator variables lose their statistical significance in this comprehensive specification, but ten

retain significance at &0.10 level or better.
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Finally, we note that the four constant terms at the bottofablie 4 increase
monotonicallyin each specificatiarThis is supportive of our assumption of an ordinal ranking

of LFOs from least to most complex.

7. Summary and Caclusions

In this study, wénave sought to provide answersstveral fundamental questiorfacing
any entrepreneuvWhy and howdo entrepreneurial firms initially choose one organizational
form over another®o entrepreneurial firms change organizatidioam, switching, for example,
from proprietorship to partnership, LLC or corporatiéifiat factors influence the
HOQWUHSUHQHXUTV FHRillnBwW tRse fuQdavdn@al@uéstiohs about
entrepreneurial firms have largely gone unanswered.

Surpisingly, oXU DQDO\VLV UHYHDOV WKDW D ILUPYV FKRLFH R
inception,at least for its firssevenyears in operatiorOnly about one in three firms begits
life as a proprietorship, while almost as many begilnaited liability compamesand as
corporatiors. This distribution is remarkably stable over the fssten\HD UV RI D ILUPYV OLI
Fewer than one in ten firms changes LFO during theseséx&nyears, but those that do
disproportionately move to a more complex fopmimarily from proprietorship to a form with
limited liability. In general, these findings do not support thedifele theory of the firm, except
for those firms that do change LFDring their first four years. Alternativelthe firm
endogenously chaes FO at stadup to meet the demands of expected complexity of the firm.

2XU DQDO\WLV RI WKH ILUPTV LQLWLDO FKRLFH RI1 /)2 UHY
choose a more complex LFO when the firrmigre complex as proxied by employment sine

offering more complexemployee benefit planand by offeringrade creditA more complex
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initial LFO also is more likely when the firoses trade and business credit financing, has
LOQWHOOHFWXDO SURSHUW\ DQG LV ORIEfavVoiv@eBXiiWNVLGH RI W
higher education, who have greater prior st@rexperience and spend more hours working in
the firms also choose a more complex LFO

This study makeanimportant contribution to the entrepreneurship literature by
providing new evid FH R Q L D ILUPTV LQLWubD® thekiBérmiHaisiof )2 DW V
D ILUPYYV LQLWLDO FKRLFH RI /)2 DQG LLL WKH LQFLGHQFH

years of a new firm.
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Appendix Table 1
Definition of Analysis Variables

This table presents variable definitions. All iedtes are from the 2004 Kauffman Firm Survey.

Firm Characteristics
N employees

Profit
Accounts Receivable
Trade Credit

Business Credit

Personal Credit

Benefits Index

Intell Property

Residence

Owner Characteristics
Owner Age

Education

Prior Experience

Prior Startups

Hours worked

The total number of employees

Dummy variable, equals 1 if firm reports positive profits
Dummy variable, equals 1 if firm reports accountereable

Dummy variable, equals 1 if firm reports that it sisade credior has
other liabilities

Dummy variable, equals 1 if firm reports that it sibasiness credit.

Business credit includes any of the followirayegories: business bank

loan, business credit line, business loan from nonbank institutions,
EXVLQHVY FUHGLW FDUG EXVLQHVV FUHGLW FDL
business loan from the government, business loan from other businesses,
budness loan fronother sources

Dummy variable, equals 1 if firm repottsat it usegpersonal credit.

Personal credit includes any of the following categories: personal bank

loan by the primary owner, personal bank loan by atlgrers, the

SULPDU\ RZQHUYYV SHUVRQDO FUHGLW FDUG XVHC(
RWKHU RZQHUYV Y atdd ub¥dRd buSindst plipdses F

Index, ranges in values from O to 4, and equals the sum of the following
benefitsoffered by the firm: health benefits, retirement benefits, paid
sick leave, paid vacation leave

Dummy variable, equals 1 if firm reports that it has trademarks,
patents, or copyrights

Dummy variable, equals 1 if firm perts that itoperates the business
IURP WKH RZQHUYY SODFH RU UHVLGHQFH RU JDL

Age of primary owner (in years)

&DWHJRULFDO YDULDEOH IRU WKH #&slitraRb U\ RZQH
ninth-grade educatigrhas some high schoetucation but no diploma

high school graduater diploma DWWHQGHG VRPH FROOHJH K
degree,attended a graduate school but has no graduate ddwee

P D V Wiebeghas a Ph.D. degree

Prior wak experience (in years) of the primary owner in the same
industry

Number of prior business starps by the primary owner

Number of hours worked per week by the primary owner
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Industry Classifications

Agriculture, Forestry, Fishing and Hunting
Mining and Utilities

Construction

Manufacturing

Wholesale Trade

Retail Trade

Transportation and Warehousing
Information

Finance and Insurance

Real Estate and Rental and Leasing

Professional, Management, and Educational Services

Two-Digit NAICS Code

11

21, 22

23

31-33

42

44-45
48-49

51

52

53

54, 55, 61

Administrative and Support and Waste Management and Remediation Services 56

Health Careand Social Assistance
Arts, Entertainment, and Recreation
Accommodation and Food Services

Other Services, including Public Administration

62
71
72
81, 92
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Table 1

Distribution of KFS Firms by Legal Form of Organization
This tablepresents thaveighted percentagdistributiors of KFS firms bylegal form of organizatiofLFO) at startug(initial KFS survey)and for each of its first
sevenyears in operation. RFOP indicates a proprietorshif?ART indicates a partnershipl.C indicates alimited liability company;SCORPindicates ar-
corporation; CCORPindicates &-corporation.Obs.is the number of observations.

KFS Survey
LFO Initial 1% Follow-Up 2" Follow-Up 3 Follow-Up 4" Follow-Up 5" Follow-Up 6" Follow-Up 7" Follow-Up
PROP 0.36 0.34 0.33 0.34 0.34 0.33 0.33 0.31
PART 0.06 0.05 0.05 0.05 0.04 0.04 0.04 0.04
LLC 0.31 0.31 0.32 0.3 0.32 0.32 0.32 0.34
SCORP 0.21 0.22 0.23 0.24 0.24 0.25 0.25 0.25
CCORP 0.07 0.07 0.07 0.06 0.06 0.06 0.06 0.06

Obs. 4,924 4,565 4,253 3,990 3,817 3,662 3,519 3,401




Table 2

Changes in Legal Form of Organization
This table presentthe number oKFS firms that changedegal form of organizatiowluring their first eight years of operating. Panel A shows the number of

firms that clangedfrom a givenlegal form of organizatiofLFO) in prior year {-1) to some other type of LFO in the follewp year(t-0). Panel B shows the
total number of firms that changdédm one LFO to another at any time during their first eight years of apgr&#ROP indicates a proprietorshil?ART
indicates ggeneral or limitedpartnershipLLC indicates dimited liability company; SORPindicates arS-corporation; CCORPindicates aC-corporation.t=0
indicates initial KFS survey (KFS 2004); t=7 indicafé” follow- XS VXUYH\
according to NORC enclave disclosure rubesause themall number of observatioris 10) might enabledentification of individualfirms in violation ofthe

KFS privacy agreememnwith survey respondents

Panel A: Number of Firms Changing LFO from Prior Year to the Following Year

LQGLFDWHY WK Doahnt¥ KeHdidcloddrl iblicly L R Q

LFO in yeart-1 1% Follow-up 2" Follow-up 3 Follow-up 4" Follow-up 5" Follow-up 6" Follow-up 7" Follow-up
PROP 64 31 18 13 N/A
PART 32 N/A N/A N/A N/A
LLC 18 10 N/A N/A N/A
SCORP 21 14 11 11 N/A
CCORP 14 N/A N/A N/A N/A
Total 149 67 43 37 23
Panel B:Number of FirmsChanging LFO from the Initial to thé"Follow-up Year

PROP (t¥) PART (t=7) LLC (t=7) SCORP (t%) CCORP (t7) Total
PROP (t=0) 0 26 12 95 65 198
PART (t=0) 11 0 N/A N/A 55 76
LLC (t=0) 19 N/A 0 14 N/A 46
SCORP (t=0) 28 N/A N/A 0 50 99
CCORP (t=0) 11 29 0 21 0 61
Total 69 75 16 139 181 480
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Table 3

Descriptive Statistics by Legal Form of Organization
This table presents descriptive statistics for variables used to explain the firm choice of legal form of organization
and subsequent changes in legal form of organizatfaniables are defineith Appendix Table 1Data are from
KFS 2004 For each variablen column oneand each organizational forimrow one the table presents the mean
value, withstandard erroreported in bracket®ROPindicates a proprietorshi,ART indicates ggeneral o
limited) partnershipLLC indicates dimited liability company;SCORPindicates ars-corporation;and CCORP
indicates aC-corporation; ALL indicates all firms Obs. is the number of observations.
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Table 3(continued)

Panel C: Industrial Classification
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Table 4

Determinants of Initial LFO
This table presents the results from estimatimgminallogistic regressiolPRGH O R 1 WHGide bfiddgadr fokm
of organization(LFO) at startup.LFOs are ranked by complexity, with Proprietorship taking on a value of 1,
Partnershim value of 2, LLC a value of 3-Sorporation a value of 4, and@orporation a value of F=xplanatory
variables are defined in Appendix Tall. For each explanatory variable, the table presents the oddanatibe t
statistic(reported in bracketg)ssociated with the coefficient estimdte, ** and * indicate statistical significance
at the 0.010.05 and 0.1devels,respectivelyObs. is the number of observations.
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Table 4 (cont.)
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Improving the performance of Governmental venture capital

firms: A case study of Shenzhen Capital Group

This paper documents how Shenzhen Capital Group (SCG) tackled typical
problens faced by governmental venture capital firms (GVCs) by adopting
an expansion strategy and a series of reforms in compensation, decision-
making procedures and staff-cvestment opportunities. | investigate the
impactof these changes on SCG’s performance and find that the return of
SCG'’s total investments, as measured by the percentage of successful exits
through initial public offering (IPO) or merger & acquisition (M&A), is
higher than other GVCs. Furthermore, portfolio companies invested in by
SCG or a SCéded syndicate in their first round of VC financing are more
likely to achieve successful exits that those by other GVCs. This paper
provides evidence that GVCs can improve their performance by better

aligning the interests afivestors and venture caglists.

Keywords: governmental venture capital firms; expansion strategy;

performance

Subject classification codes: G24, G28

1 Introduction

As governments around the world set up governmental venture capital firms
(GVCs, hereatfter) to promote local entrepership, here is a growing discussion
about the role and the performance of GWWUsen measured by the likelihood of
achieving IPO and M&A for the portfolio companies, Cumming et al.(28ha@v
that entergses financed by GVCs underperformed private venture capital firms
(PVCs, hereatfter) on the in European countries. Brander et al. (2008)

similar result foVC investments in Canada. When looking at vaddded

activities provided by VCs to their investees, firms backed by a sole GVC
achieved slower growth in sales (Grilli & Murtinu, 2014n)d productivity
(Alperovych et al., 2015)GVCs are reported to be less active in helping their
investees to recruit managers and to raise funds (Bottazzi et al., 2008)
Furthermore, GVCs even perform worse than PVCs in catalysing innovation and

boosting employment in which areas GVCs are supposed to have more
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responsibilities. Bertoni & Tykvové2015)find GVCsbacked companies
underperform in innovation measured by patents applications and citations,
compared to those backed by PVCs. When measuring the impact of GVCs by
employment creation, Standaert & Manigart (20fi8) GVCs are less effective
than PVCs in promoting the growth of employment for small mediumsized

enterprises.

Cumming et a{2017)summarise three weaknesses of GVCs in explaining GVCs
underperformance-irst, GVCs are established by statute instead of negotiation
among contractingarties thereforefail to have effective governance; Secondly,
the compensation scheme of GVCs is less efficient withaartied interestsat
PVCs;Thirdly, the interference by government officials leads to a less
independence for GVCs in decisiamking. Zhang & Mayeq2018)investigate

the differences between GVCs and P\ point outhe underperformance of
GVCs ismainly due to agency problems at two levél3 atthe VC firm level,

where there is nbnk between the GVCsurrent nvestment performance and
future fundraising and (2) at thetafflevel, where the ampensation schenoé
GVCsis less effectiveHowever, there is little literature discussing the possible
way of how to improve the performance of GVCs, and the evidence for supporting

suggested improvementeyen scant.

The case of Shenzhen Capital Group (SCG, hereafter) pravigiessi
experimento investigate the inget of improved governance in GVCs on their
performance. SCG, as other GVCs, used to rely ototda government ass

main funding resource. However, SCG adoptedxpansion strategy 2006 and
establisked many Gvernmentbackedrunds (GBFs, hereafter) in cooperation
with local governments outside Shenzhen. The new strategededatk

between SC@G current investment performance atsdfuture fundraising because
SCGs track record sergeas anmportant factor in convincing other local
governments to cooperate with SAGaddition, SCG carried out a series of
reforms in staff compensation, which better akegithe interest of managers with

the company.

In a case study of Harvard Business Schodbbynperset al(2012) SCGis
describedas the pioneer of GBFs in Chinkheyattribute SCGs success to its

large scale of funds managemevly research aims to provide a more
2



comprehensive overvieof changes in SCG and, moregortantly, to throw light
on the impacts of these changes on S06turn of investments and its capability

of selecting and nurturing portfolio companies compared to other GVCs.

| conducedsix faceto-face interviews with managers o€6& and was presefais
anlnvestment Committee meetitng the companyo obtain insights into the
changes in strategies and governance at 3@@endixA provides details of the
interviewsand my personaibservationstthe meetinglnformation collected in
the interviews onfirms that SCG beneéifrom its expansion strategy through
economies of scale artlde link between SCG current investment and its future
fundraising. In addition, SCG reforms in compensation, decisimaking and

staff investments also improve itsvgwnance.

| use data omvestmentdy all GVCs in China between 199@lien SCG was
establisked and 2010 to compare the performance of investments by SCG with
those byother GVCsefore and after SC& expansion strategy. First, | compare

the return on investments and find that SCG haigleer rate of success in early

stage investment than other GVCs after it adopted the expansion strategy.-For late
stage investment, SCG does not show any difference from other GVCs pre and
post its reform. Secondly, | compare SE@apability inselecting and nurturing
enterprises witlother GVCs and find that the portfolio comparbesked by SCG

are more likely to achieve successful exits through IPO or M&A than those by
other GVCs after 2006.

This paper is structuré as follows: Section 2 reviews the background of SG&

the challenges faced by SCG and other GVCs before 2006. Section 3 investigates
SCGs expansion strategy and other reforms in the governance of the company
and develops hypothese&Zection 4 introdues the model and thdata. Section 5

shows theempirical results before discussing the implication public policies

in Section 6.
2 Background and challenges to SCG
2.1 Establishment of SCG and its features as a GVC

SCGwas established in 1999 by the Shenzhen Municipabye@mentwith
equity of 500 millionRMB from thegovernment and another 200 million RMB

3



from six local stat@wned enterpriseas initial backergBreznitz & Murphree,
2011) SCG is notable in part for being thest GVC in Shenzhenwhich is te
pioneer of reform in Chinabut particularly for itstrategyof actively raising
funds outside of its original citgndits successn achieving initial public
offerings (POsthereaftey for its portfolio companiedVith the original intention
of promoting the development of the local VC indusB¢Gwas one of the
earliestGVCsin Chinaand has since becortiee most successfohe

SCG is a good case to expldrew to improvethe performaneof GVCsbecause
the company meets all thieree criteria of being a GVBoth before and after its
reform in 2006:

(1) Its main funding resource is from the local government of Shenzhen;
(2) Its chair of the boardnd CEO are appointed by the local government; and

(3) It is under the supervision of the local Stewened Assets Supervision and
Administration Commission (SASAC hereatfter) likeher local SOEs

Although SCG has been consistently adding private enterprises as its
shareholders, it is still a statevned enterprise (SOE hereafte3it meets the
criterion of being an SOE a$ife government is the de facto owner, and they
choose managers to run the fir(Allen etal., 2005) Table 1 provids the
information on the shareholding of SCG since its establishrBéeinzhen
Municipality Governmenis direct holding in SCG had be&ssthan50% since
2002. However, becauseme of themain shareholders of SCG are 100%ned
or controlled by Shenzhen Municipali@overnmentthe percentage of shares
held by the local government directly and indirectly in SCG has alwagys be
above 50%lIn other words,he local government has remained the actual
controlling shareholder CG.The local government appoints the chair of the
board and the CEO for SCG, and the local SASAC supervises and assesses the
operation of the company.

[InsertTable 1 here]

2.2 Challenges to SCG before 2006

Whenbeingappoinedas president of SC{& 2005 by the local SASAQMr
Haitao Jinfacedgrowing concerrabout both limitedunding resourcgand highly
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illiquid exit channelsAt that time, the biggest issue SG&&ed waghat it mainly
relied on its shareholdgequity for investment. Moreover, the investmenfs
SCG in its portfolio companiesere highly illiquidbefore the splishare structure
reform in 2005 andverehard to seleven aftethe portfolio companiewere
floatedon the sock markes. Under sucltircumstances, it wveaquite challengig
for SCG to meet SASAG annual assessmemthichis focusel on the annual
return of equityrather thara performance measathat is aligned wittthe life
cycle of C funds (seven to ten years).

The challengefaced by SCG were similar tiher GVCs at that tim&Vith the
funds granted by government staju®/Cs dd nothave tocompete with other
VC firms to raise fundsThe decision of local governmerin whether to
continue or expand financirgGVCis mainly affected byhe need for pmoting
the local economy and venture industgher than by the performance of the
GVC. Without themotivationof future fundraising the managers of GVCs may

not exert much effort (Cuming et al, 2017; Leleux & Surlemont, 2003)

The GVCs compensation schenmeakest more difficult to motivate the
managers in GVC§he commorpractice at private VC firms(Zider, 1998)is to
havean annuamanagement fee {206 of committed capitalandcarried interest
or “carry’ (20% of the profit that is highé¢han a preagreed return rate).
According to WallStreetOasis.cdnjunior staff (like analysts and associates) in
VC firms do not receive carry gart of their income, but senior management
(like vice presidents, managing elitors and general partners) have a large
proportion of their compensation oadtry’ that can be as high #wee tonine
times their base salaries. The compensation system that empheaisgplays

a critical role in aligning the interests of venture capitalists and limited partners
(Sahlman, 1990Q)ecauseVventure capitalists have incentives to engage in
activities that increase the value of the carried interest, which is prewsisaly
benefits the limited partnefs.

In contrast compensation fahemanagers of GVCis limited toannual salary

1 WallStreetOasis.coris a popular forum for investment bankers, venture capitalists and other professionals

in finance



plus bonus, just like managers of other SOEs. Furthermore, local SASACs put a
cap on the total income of general managers in SOEs. For example, Shenzhen
SASAC requires that the annual borloisgeneral managers in SO8tsall not

exceed three timdbeir base salarrabout USD 40,000 per yeatr.

A lack of independence in decistaraking is anotheconcern ér GVCs

(Cumminget al, 2017) The influence of local governments on GV@scision

making is mainly through their appointed managers. GVCs often make investment
decisions that are not only based on the qualith@projecs but are also under

political pressure from governmeuificials.

Despite the obstacles to fundraising and exjtmgnyopportunities for SCG and
other GVCs existed by 2006. Firghhe splitshare structure reforrm@ntradable
stateowned shares in statavned public companies becoming traasibl the
secondary stock market) China that started imid-2005 enabled GVC® get a
considerable returifi they had accumulated investnig in the preceding years
Secondly, there had been a strong demaritié@hinese central governmetot
establisha NASDAQstyle board to facilitate the financing of higach and small
enterprises. The central government had alreddgen Shenzhen as the location
of the new bard (currerly known as‘ChiNext’), and the only decisiopending
was to choog thebest timingThe expectation of the forthcoming new board
providedVC firms, especially those in Shenzhéme incentive to screeand
nurture more potential ventureto getlistedon ChiNext.Thirdly, the central
government inititked support for developing Governmdiaicked knds and
carried outinterim Regulation on Venture Capital Firrasthe end of 2005. SCG
responded to tlsechallenges and opportunities by making a series of reforms,

which hal a profound impact on the compasperformance.

3 SCG’s new strategy and reforms

3.1 Expansion strategy

SCGs most influential action vgato expand outside of Shenzhen and cooperate
with other local governments to establish GBRgerviewees mentioned the
factors that ld to the cooperation of SCG and local governments on both the
demand and supply sid®n the demand side, local governments lesteong

intention to change the traditional way of boosting innovation and economic
6



development byllocating subsidies ¥eardsa more markeoriented style. On the
supply side, SCG track record, together with its expertise in managing

governmental VC fundsecured its cooperation with the local governments

As the pioneer of establishing GBFs, SCG adopted a-fhillae structure in

funding its GBFsLocal government, SCG, and other local SOEs or private
companiegsontributel 1/3 of the funds respectivel§CG managethe GBFs as

the general pamer, while the local government and the otkaterprises aetlas

the limited partners. A larger proportion of commitment by general parmers

crucial for first time fundraising to establish credibility (LerneH&rdymon,

2002) Compared to the general practic@®Csthat general partnecontribue

only 1% ofcommitted capital (Sahlman, 199@e much higher proportion of
contribution by SCG as the fund manager (1/3 of the committed capital) ensures a

better alignment of interests for SCG and the local governments.

Additionally, the funds from the local governments adoptedaatice similar to
preferred stocks.e. the local governments only askeda fixed return gimilar
to the interest rate @overnment securitiesyhen the funds invested generated
positive cash flowandthey hada prior claim on théund's assets if it

were liquidatedThisarrangement ensured a relatively low rigklbcal state-
owned assets in GBEsdincreasedhelocal governmentsvil lingness to
cooperate with SCG.

Following the adoption of its expansion, SE&ablished 40 GBFs with local
governments around the country from 2006 to 28%0nentioned by the
interviewees, SCG berntf from economies of scale in fundragithrough both
local governmentocal SOEs and private enterpris8CG bettefeveragedts
investment team than befarescreening, monitoring and vakaddingactivities.
SCG also obtained better access tooatber range of local resources across the
country andmorepotential deal flowgompared to how it wasefore adopting
the expansion strateggy managing a larger amount of funds, SCG can better
meet the demanaf subsequent financing for its portfolio companies. Also, by
having invested in a variety of portfolio companies in different stages and
industries, SCG camore easily decide when to sell and how much too$étié
investments in the secondary stock market to meet the annual profit goal set by

SASAC.Table2 summarises the benefits of SG@xpansion strategy.
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[Inset Table 2 here]

By adopting theexpansion strateg$CG, in fact, establishediak between its
current performance ant$ future fundraising.As all interviewees mentioned,
setting up the link is not a deliberate policy but a direct result of the new strategy.
The VC life cycle indicates the cycle of funds comes to an end wk€nfiam

exits from its portfolio companies and repeats from a rewd of fundraising.
Therefore, performance today is crucial for fundraising tomqraswthis

influence serves as an incentive for VC firms to exert optimal effort in selecting
and nurturing thie portfolio companies. Figurednd Figure Zompare SCG

before and aftets expansion strategy in 2006 féhdamental distinction is that
after adopting the new strategylink between its investment performance and
future fundraisingwasset up and SCG overcame one of the biggest obstazles t

GVCs in solving agency problems.

[InsertFigure 1 and Figure 2 here]
3.2 Reform of SCG

SCGs expansion strategy coincided with some other reforms, valsochhad a
profound impact on the comparfirst, SCG improved the procedure of project
screening and decisienaking to make sure all potential deal flows are screened
following the same procedur&his reformmitigates the political pressure on

SCGs decisionmaking.Secondly, @ provide better incentives to its employees,
SCG adopted a cartike bonus and requideinvestnent teamso invest at least

1% of the total investment in their palib companiesn order to 4gn the

interests of the staff and the companiyirdly, all the staff of SCG are entitled to
follow the investment made by the company and invest up todf5Pe total

investment by the company in any project.

Table 2 lists the new strategies and reforms taken by SCG since 2006 and the main
benefits of these reform&ppendix 1 andppendix 2 provide details on different
aspects othereforms mentioned by the interviewees and the procedures of

decisionmaking by the Investment Committee.

We should notice that the reforms of SCG still hiawetations Frst, SCGs
centralisednvestment decisiemaking mechanism is a tradé between

prudence and flexibily. As pointed out by some interviewees, some investment
8



opportunities hadbeen lostue to the complicated procedure. Setgritie
impact of followingup investmenby staffis quite limited in practice. As one
interviewee pointed out, projects with the highest follgnvinvestment by
colleagues have not ended up generdtiednighest return One explanation is

that the monitoring effect among colleagues is not as effeasiexpected
3.3 Impact of new strategies and reforms on performance

The expansion strategy resulted in a historically high number of investment
rounds and IPOs for SCG. Before 2006, SCG ranked second among the main
GVCs in Chinabased on thaumberof invesment rounds (only first round non-
syndication investments in portfolio companies are couméee) and IPOs (see
Figure 3). By the end of 2010, SCG had become the largest and the most
successful GVC in China, with the number of investment rounds and successful
exits through IPMeingmore than twice as many as the seeplatedGVC (see

Figure J.
[InsertFigure 3and4 here]

However, is thencreasen successfuéxits of SCG driven bits increased cases
of investmend or itsimproved efficiency in invesig? One objective measure of
performance is the return on investment. If the expansion strategy and other
reforms have improved the performance of S@&&hould have a higher return

from its investmentthan other GVCs

Hypothesis 1: Investmentsade bySCG have higher return than thodey other
GVCs in the period after SC&lopted s expansion strategy in 2006.

A stricter measure of performaniseaVVC’s capability of screening and nurturing
portfolio companiesin the scenario ofysdication, two or more VC firms invest
in the same portfolio company, while the lead VC firm of the syndicate plays a
vital role in screening and providing vatadded activities to the investee. In the
scenario of staged financing, VC firms that invest in the first round play an
essential role in recognising thetgotial of startdps and providingertificaion

for the portfolio companyo other VCs that may join ithe laterroundsof

financing Therefore, the success of a portfolio company, to a certain extent,
reflects the capability of its dominant VC firm—the one that &heé investment

in the initial round of VC financing.



SCGs expansion strate@nd reformdiad an impact on its core competency, not
only through economies of scale but also throogtteralignedinterests and less
distortion from political pressure. Therefore, SCG is expected to outperform other
GVCs after 2006 using the stricter performance measuhéQd firms.

Hypothesis 2: Portfolio companies that receive their initial round of VQ&imay
from SCGor SCGled syndicatesre more likely to achieve successful xit
through IPO or M&A than those baettby other GVCs after 2006.

4 Model and Data

4.1 Models and samples of two performance measures

The preferredmeasure to compare theturn on investmens to look at the

financial return (e.g. internal return rate). However, it is hard to collect data on
exactreturrs since the/C industry is exempt from disclosing detailed information
on their investments. VC firms voluntarily diesk their performan¢e&vhich leads

to thepotential bias that we can only observe successful exitsaitih return

rate.

An alternative way to measureturn on investment is to look at the successful
exits of investments through IPRE&A because the infmation about IPO/M&A
is public and reliable. Cochrarf2005)finds that latestage investment isteadily
less risky with smaller ‘mean returns, alphas and bétd$erefore, it is
meaningful to compare tticcess rate @arly and late stage investments for
SCG and other GVCs in separate models

+ 21 & #= U+ U5 % 2K O-PU5 %k 2K QP (1)

Equation (1) looks at all early (late) stage investments by SCG or other GVCs,
where the dummy variable SG@licates whether an investmentas made by
SCG,and another dummy variable Pasdicates whether the investment was
made after 2006. The dependent variable IPO/M&Aals one if the investment
hasachieved a successful exit through IPO or M&A. SE€&arly stage
investments are compared to the eathge investmeatmade by other GVCs in
one regression, while another regressiomgares the performance of |at&ge
investmentsThe unit of observation is the unique pair of VC firms and their
investeeswhich forms when &C firm investsin a portfolio company, no matter
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in which round and no matter through sole investment or syndication. If a VC firm
has invested in several rounds of financing in a portfolio comanty the first

time the VC firm gets involved is included in the samplee @ortfolio company

may appear several times in the regression if it has been investedaundral

VCs?. There are 1,212 investments in total, among which 436 arestagy

investmentsand776 are latestage ones

The reason for not including control variables in Equation (1) is that | contpare t
return on all investments by SCG with all investments by other GVCs. It does not
matter what characteristics the VCs had when they made the investment, and it
does not matter whether they did it alone or through syndication. As long as an

investment gets a successful enits regardedas a successful investment.

Furthermore, it is not possible to control for a variety Gfcharacteristicen

Equation (1). One portfolio company is likely to be investelyiseveral VCs

(either through syndication in the same round or through recdiwviaugcing from
different VCs in different rounds). In both cases, the characteristics of the ¥Cs ar
differentbutthey aremaking aninvestment in the same portfolio companies. For
example, VC A and VC B emvested in Company X in the first round, an@ €
invested in Company X in the second round, and later on, Company X got listed
on the stock market. In Equation (1), it only matters that an investment by VC A,
an investment by VC B and an investment by VC C all succeeded. However, it is
impossible to control the characteristics of VC A when | use its investment in
Company X as one observation, and control the characteristics of VC B (C) when

having VC B (C}-Company X as a second (third) observation.

The sample in Equatiori) enablesis to get a first expression of the overall
performance of all the investments by SCG compared to other Gld@sever,

SCG can achievelzetter return on investments if it chose to engage in more
investments as emvestor rather than the lead VC or chose to do felbomwound
investments rather than searching and screening projects armd) tenesdfirst

round of investment. |, therefore, use the following equation to further investiga

the core competency of SCG compared to other GVCs.

2 For example, if VQA and VCB invest in Compan¥ in the same round, each pair of a VC firm and the portfolio
company forms an observation (\W\=—CompanyX, VC B—CompanyX).
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+2/1 & #= U+ U5 % U2KOF U5 %K 2K QP % BERKHR, (2

Equation (2) looks similar to Equation (1) but has different samples. In Equation
(2), each portfolio company is a unit of observation and appears only once in the
regression. During the sample period, 598 portfolio companies received their
initial round of VC financing from a selGVC or a syndicate among GVCs;
therefore, the sample sime598 for Equation (25CGindicates whether a

portfolio company receiwkits initial round of VC financing from SCG or a
syndicate led by SCG. Pasidicates whether éhfirst round of VC investment

that a portfolio companyag was after2006. Controlincludes a bundle of control
variables that represetiite characteristics of the investment and the VC firm that

is leading the first round of financing in the portfolio company i

Equation (2) measures the likelihood of achieving successfsltaritugh IPO or
M&A for a portfolio company when it is backed by a certain VC firm. In other
words, it investigates the capability of a VC firm in selecting and nurturing its
portfolio companiesfter controlling for the following observable factors thayma

affect the success ratetbk investment
4.2 Control variables

In Equation (2) when measng the performance of VC firms by their capability
of screening and nurturing their investéeschieve successfekits, | control for
the characteristics of VC firms and portfolio companidsese are explained as

follows.
4.2.1 VC firms' Characteristics

Scaleequals the total value of investmehy a VC firmin the five yeargrior to

the focalinvestment, as the proxy for funds undéite management of a VC fitm
Gompers et al(2012)attribute the success of SAGtheexpanding size of its
funds under managemeiib control for the possible concaragdationship

between th&/C firms experience and the performance of their portfolios (Gu &
Lu, 2014) | also add thguadratic ternof Scalein theregression.

3 PEdata has largenumber of missing valsdor fundsraised each year. Many VC firms made investments without any
records of fundraising in the swlata source of funds PEdaa. Thus, it is less reliable to use the sum of tatatlé raised
by a VC firm as the proxyof its funds under management

12



Industry Experience counthe accumulated investment rounds done BY& in
the same industry as the focal investm&searchers find thatoetter
undersanding of a specific industgnables VC firms to develop their portfolio
companis more successfuliiBottazzi et al.2008; De Clercq & Dimov, 2008;
Hopp & Lukas, 2014)l also add theuadratic ternof IndustryExperiencen the
regressiorto control for the possible concave relationship betweeW@s

experience and their portfolio companssccess

Local indicates whether a GV€headquarteris located inthe same province as

its portfolio company. Geographic proxiyis regarded aan advantageof VC

firms as itkees consistent contact with their investeallows them tescreen and
monitortheir investmentgSorenson & Stuart, 2001; Tian, 201H0dis an

important signal of privileged access to local public resources for GV@an

SCG adopted its expansion strategy in 2006 and set up GBFs with other local
governments, it acquired new local resources in a wider range of geographic areas
Thus, | adjusthe value of bcal to one if the investments were made by SCG
outside of Shenzhen but in those areas where they had established GBFs with the

local government to control for SC&newly acquired local advantages.

Syndicatandicates a portfolio that compgreceives its initial round of
investment from a syndicate rather than a sole VC firm. Synedozatieed firms
are more likely to achieve a successful exit (Tian, 28H2) those backed by a
sole VC.

4.2.2 Portfolio companies’ Characteristics

Amountmeasures the value of the first round of investment in milldrhsS
dollars that a portfolio company receivé@be amount of the firstound
investment is an indicator of the valuation of the progectreflecs the risk
assesment of the project by venture capitalists (Brareded, 2015) The higher
the investment amount, the lower the implied risk that is associated with the

project.

Early indicates whether the initial round of VC financing that a portfolio company
receives is in the seed or early stage. Early stage investment is believeddo have
higher risk,and hence, bbwer possibility d going public (Bottazzi et al. 2008;
Hochberget al, 2014; Sorensen, 200Hor the missing values tieinvestment
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stage in PEdata, | augment the data by comparing the investment date and the
establishment date of an entesgriIf the difference is within two years, then |
define it as an earlgtage investmenA similar definition of earlystage

investment is also usdxy Cumminget al(2017)

Clusterindicates whether a poolfo company is located in Beijing, Shanghai or
Guangdong-the three clusters of VC investments in China higmadvantagesfo
accessg IPO opportunities (Paet al, 2016) Furthermore, companies located in
the three clusters also enjoyiaformationsharing effectand therefore, are

expected to perform better.

IndustryandYearfixed effects are included in Equation (8)dapturehedifferent

levels ofrisk associatedith different industriesnd investment in different years
Table 3 summarisabe definitions of all variables.

[Insert Table3 here]
4.3 Data and descriptive statistics

| get data on VC investments from PEdata, the most widely used commercial
databasedr VC investments in Chind.augment the database with CSMAR
(China Stock Market Accounting Research) to crosscheck the IPO records.

The sample in Equation (I)cludes all investments made by GVCs between 1999
(when SCG was founded) and the engexdr2010, which leaveat least five

years to achieve exits by the end of 2015 when the datiai$ research was
collected | drop investments made in 2006 to have a clear contrast before and

after SCG carried out its expansion strategy.

Panel A ofTable 4 listghe early and late stage investments by SCG and other
GVCs before and after 2008/ith only a small proportion of investmentsearly
stageprojectsboth SCG and other GVCs sandramatic iorease in latstage
investmentafter 2006, especially f&@CG.

[InsertTable 4 herp

Panel B of Table 4 compares portfolio companies backed by SCG and other GVCs
regardingtheir exit performance antthe control variableg he portfolio

companies in the two groups show significant difference in the likelihood of
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achieving IPO or M&A However, SCG did invest in different companies
compared to other GVCs. SCGhassearlystage investmerand wasnore

likely to choose portfolio companies located in Beijing, Shanghai or Guangdong
to invest in The investment amount for SCGsalso larger than other GVCs.
SCG also shoed different characteristicsom other GVCs. It hd more funds

under management, thanks to its expansion strategy and accumulated more
experience than other GVQdowever, SCG investments werkess likely to be
limited to the location oits headquartserand other provincewhere SCGet up
GBFs with the local governments. Furtherm@€G ismore likely to engage in

syndication investment than other GVCs.
5 Regression results

5.1 Return of all investments

| first comparethe return a investment for SCG and other GVCs before and after
2006 when SCG undertook its expansion strategy and a series of reforms. | run
two logistic regressions using eadtage and latetage investments as samples
respectiely asthe specification of Equation (1). The regression results are
reportedin Table 5.

[InsertTable 5 herp

Column (1) and (2) report the return on early and late stage investments
respectivelyln earlystage investment, the estimated coeffig@itSCGand its
interaction term with Posdre positive bustatistically irsignificant By
comparison, fofatesstageinvestmentthe coefficients of SC@nd SC3 Postare

of the opposite signs

Since the magnitude and the sign of interaction terms idinear models cannot

be interpreted directly (Ai & Norton, 2003panel B reports the marginal effects

of being an investment by SCG versus other GVCs on the probabidibhagving

a successful exit through IPO or M&A. We can see that SCG shoaved
outperformance in eardgtageinvestment before 2006. However, after SCG
adopted its expansion strategy and carried out a series of reforms, its early stage
investments were more likely to have successtits—the proxy for a higher rate

of return. In contrast, SCG shows no difference from other GVCs in return
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late-stageinvestment before or after 2006.

Although the marginal effect of being an eastage inestment by SCG is
statistically significant at the 1% level, the coefficient of the interaction term
SCGx Postis statistically insignificant. | interpret the result with cant{Greene,
2009) The resuls of the marginal effectsupport Hypothesis 1, that SCG had a
higher investment return on eadiage investment than other GVCs after 2006,
while estimated coefficients suggest ttiare is no difference between the return
on investment for SCG and other G¥€ither before or after 2006.

5.2 Capability of screening and nurturing portfolio companies

| then compare SCG and other GVCs by looking at their capability of screening
and nurturing portfolio companies before and after 2006. The sample is limited to
portfolio companies that received their first round of VC financing from a GVC or
a syndicate led by a GVC. | run the regression as the specification shown in
Equation (2) and report the resuilh Panel A ofTable 6.

[Insert Table 6 here]

Column (1)and (2) of Rnel Areport the results without controlling for the
characteristics of the investments and the VC firms that may have an impact on
the success rate of the portfolio companidé® specificatioathat are shown in
Column (3) and (4) control for the feadsrof the investmenAMmount, Early and

the features atheVC firm that led the investmenindustry Experience, Scale,
Local and Syndicationih a portfolio companyThe marginal effects of being
backedby SCG versus being backed by other GVCs before and after 2006 are
listed in Panel B of Table 6. Portfolio companies backed by SCG are more likely
to achieve a successful exit through IPO or M&A that those backed by other
GVCs.The regression results support Hypothesis 2.However, SCG
outperformance in screening and nurturing investees carberdpserved after its
expansion strategy. Before 2006, portfolio companies backed by SCG show no

statistical difference in the success rate of achieving IPO or M&A

The estimated coefficients of other control variables are as exp&htedhdustry
experience of VC firmshows a concave relationship with the successofateeir
portfolio companieswhich implies that VC firms benefit a lot from the

experience oliined from their first investments in a certain industry, but the
16



positive effect disappears when a VC fisnaccumulated experience in that

industry reaches a certain level. Early stage investment is harder to get successful
exits, while being backed bytal GVCs and being backed by syndication enable
portfolio companise to have a higher success rate.

The results provide evidence that besides the benefits thas®&@ansion
strategy has brought to the company (includingncrease in fundsder
managenent, more accumulated experience in a variety of industries, more
opportunities of syndication with other VCs, and convenient access to local
resources in more geographic areas), 3Q@pability of screening and nurturing
portfolio companies has also Imeienproved compared to other GVCs. One
possible explanation is that the expansion strategingnBCGs investment
performance antund+aisinghascreated effective incentigeFurthermore, a
fairer decisioamaking process and a better remuneration sehaight alschave

helpedto improve the core competency of SCG.
5.3 Alternative explanations

In 2010, SCGexpanded its equity from RMB 1600 to RMB 250133.9 by
introducing three private shareholddssthe outperformance of SCG caused by
the private shareholders that may (1) change the incentive mechanism of the
companyand(2) expand the network of accessing to deals and nurturing portfolio

companies?

The answer lies in the ultimate purpad adding these three private shareholders.
The main reason, explained by the interviewees, is to bygasscg restrictionof

the central government. In 2009, the State Council passed The implementation of
transferring part of tateowned kares in the domestic stock markets to enrich
social scurity unds Thepurpose is to add funding resources to the national
pension funds. Under this regulation, stedatrolled enterprises thate listed on

the domestic stock market should transfer 10% of the total value raised from their
IPOs to the national pension funds. Obviously, the transfer will affect the financial
return of GVCs if a portfolio compahg controlling shareholder is a statened

enterprise.

To circumvent the restriction caused by this regulation, some GVCs sowglyt a

to reduce the percentage of stgdirectly held by their local governments (Feng,
17



2017) In mid-2010, SCG had Liye, Xghe, and Septwolves as its new
shareholders and, as a result, the percentage of shares held by Shenzhen local
government through its controlling enterprises decreased to 49%. By having the
three new shareholders, SCG was exempt from transferring its equities to the

national funds.

However, as mentioned in Section 2, the Shenzhen local govetsrwat share

in SCG through direand indirect controlling enterprises were 53.44% after
introducing the three new private shareholders. The CEO and the chair of the
board were still appointed by the local government, and the local SASAC
continued to supervise and assess the performance of SCG. The additional private
shareholders did not change the facB6iG beinga GVC.

Apart fromcircumventing the statutotyurdle of transferring equities to national
pension funds, the interviewees confirmed that the new private shareholders had
no impact on either the incentive mechanism or the networking development of
SCG. The compensation scheme of SE&3 clarified in 2006 and bBaot been
materially revisesgince The new private shareholders had no experience in
venture capital investmehtand had barely been involved in introducing potential
deals or nurturing portfolio companies for SCG. Althouiglannot entirely rule

out the impact of the new private shareholders on the performance of SCG, the
evidence provided by the interviewees does not idetitéyprivate shareholders

as one explanation for SC&outperformance after 2006 compared to other
GVCs.

6 Conclusion and discussion

This papetexplores the possible chanrsio improve the performance of
governmental venture capital firms by biséng the case of Shenzhen Capital
Group. Specifically, Investigate thempact of £G's expansion strategy, which
the company carried out in 2006, on its performahuaee the data collected from
interviews and direabbservation, and the database PEdata to do both qualitative

and quantitative analysilformation collected from the interviews and the

4 Liye and Xinghe are real estate development companies and Septwolves is a company with its main

business in garment production and sales.
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observation confirmthat SCGs expansion strategyasenabled the company to
benefit from economies of scale andughta change to the compdsyC life

cycle by setting up the link between its current investment performance and future
fund—aising.A series of reforms in SCG that paralleled its expansion strategy

havealso enhance the governance of the company.

Using twomeasures to compare the performance of SCG with other GVCs before

and after its expansion strategy, | find that:

(1) When taking into consideration all investments made by SCG and other GVCs,
SCG outperforradin earlystageinvestment after carrying out its expansion

strategy;

(2) When looking at the capability of VC firms in screening and nurturing
investees, portfolio companies backed by SCG or by-#£@Gyndicates are more
likely to achieve successful exthan other GVCs. | obtain the results by
controlling for the observed changes SCGs—more accumulated experience,
economies of scale, expandegtworking and more local favourable resourees
due to itsexpansion strategyherefore, the link set up between SCG

performance and furrhising, itsimproved decisiormaking process and a better
desigredremuneration scheme provide a possible explanation for the success of
SCG.

This researclhas importanimplicatiors for policymakersTo mitigate theagency
issues of GVCs and achieve better corporate pavee and bettealigned
interests between shareholders and employseggest two possible channels to
improve the performance of GVCs. On the level ofMkefirm, empowering

local GVCs to rais fundsis an effective solution to overcamg the low incentive
obstacle of GVCsOn the level ottheindividual venture capitalist, a performance

based compensation plan for retaining talenth@VC industry is essential.

Although local SASACs still adopt the annual assessment mechanism intiegalua

the performance of GVCs as other SOEs, some local governments begin to explore
more effective assessment, which can motivate the managers of GVCs to achieve
better performance. For example, the SASAC in Shenzhen initiated the combination
of tenure agsssment and annual assessment in 2015 by emphasising that the tenure
assessments “should have different goals in different industries” (Staed
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Assets 8pervision and Administration Commission of Shenzhen Municipal, 2015)
As a supplementary to annual assessniemtiye assessment takes place every three
or four years according to the tenure of the CEOSGESIn late 2016, the State
Council initiatel the Opinions on promoting the sustainable and sound development
of the venture capital industryand for the first time explicitly emphasised that
SASAC should work toward to design a better supervisory and assessment
mechanism on GVCs to reflect the cheteristics of the VC industry. The new
mechanism, as stated in the policy, should “promote entrepreneurship and tolerant
failure”. Future policies should better reflect the characteristics of venture capital

industry andporomote GVCs’ longerm strategis.
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Appendix 1. Summary of Interviews

| conducted thénterviews with éhics gpproval (Ref. 016603jranted by The
University of Auckland on 13 Jan 2016. The main purpose of the interviews is to
understand the mechanism that te the success of Shenzhen Capital Group

(SCG hereafterafter it adopted a strategic reform in 2006.

In the week of 20 to 24 June 2016, | interviewed six managaosheld senior
positions at SCGFive of them are the directors of different departmeRitsik(
control, Fund managemg Investment, Research Centre and Investment
Committe@, and the other one is the head of Shanghai branch office. Choosing
directors of departments/branch offices rather than the CEO orlengtystaff as
interviewees isea®nable because they are familiar with both the initiatiothef
strategies and tHest-hand execution of the strategies in pracide.

interviewees joined SCG before 2006 and have worked at SCG ever since.
Therefore, they are in good position to talk about the strategy taken bgiS€G
2006.

The interviews were conducted at the prem&feSCGs headquartsiin
Shenzhen, excepor one at SCG branch office in Shanghai. On average, each
interview lasted for about one hour. No interview was recoada@qgested by

the interviewees.
Interview questions were structured around the following four aspects:
X The motivation of SCG’s expansion strategy since 2006

x The main strength SCG relied on to successfully get cooperation with

other local governments

x Other factordesides its expansion stratabgtcontribute to the success
of SCG, and

X Their opinionson the connection between investment performance and

future fundraising.

The interviews wee carried out by asking interviewees several sgmictured
questions. Senstructure interviews are widely used in research on the venture
capital industryKalidaset al, 2014; Pukthuanthong & Walker, 2007; Avnimeth

et al, 2007)to obtain practitionerensights intovariousfactors that affect the
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behaviour and performance of € industry.The semistructured interviews
were operto any issues raised by the interviewand were focused on different
aspects according to the position of the interviewees in the company. The
information provided by previousterviewees was presented to latgerviewees

for validation.

Since all the participants preferred not to havecardng of the interviews, |
summarise the interviews based on the notes taken during the intefoeavaid
ambiguity, | asked followup questions via emaito confirm the exact
interpretation. Thénal step was t@ontactthe intervieweesotvalidae my inal

summary of their own discussions

The content of the interviews ssimmarised as follow$he duplicated or very

similar opinions of different interviewees are presdrds one item.

Question 1: What is SCG’s motivation for adopting the expanding strategy
since 20067

x To achieve economies of scale through raising funds from other local
governments. We used to invest using SCG’s corporate equity only, most
of which failed to generate profit and suffefenim a very low level of
liquidity. Since 2006, the typical structure of the funds SCG raised is 1/3
from other local government, 1/3 from private investors (mainly-well
known local ergrprises with a close tie with the local governments), and

1/3 from SCG’s own capital.

X SCG had successfully exited from some portfolios due to thesalie
structure eform since 2005 (when the untradable shares became thadable
The expansion strategy since 2006 is to further strengtieeconfidence

in investment
X To access more potential projects outside of Shenzhen.

x To benefit from the favourable conditions in the investment contracts if
some local governments waive their claim on the extra return on

investment.

x To leverage the opportunity tie ChiNext (the second board, like
NASDAQ) beingreleased on ShenZhen Stock Exchange after 2006.

24



To follow the policy of the central government to promote government
guided fundssince 2006.

To follow SCG’s four principles which were explicitly statetien SCG
was established in 1999: governmental guidance, marlaited
operation, following market discipline, and learning from international

conventions.

To follow the spirit of ShenZhen Municipal Governmesixploring and
Reforming.

Question 2: What is the main strength of ShenZhen Capital Group in

successfully geihg cooperation with other local governments?

SCG’s governmental background. Other local governments thought SCG

was more reliable than private VC firms in the 2000s.

SCG’s variety of investmesiand its convincing track record of successful
exits from previous investments. The local governments also cared about
how an industrys developed for the local economy and what kind of
“supesstar’ companieSCG had nurtured. The “sug@l’ companies are

not necessarily public companies listed on stock market. Those showing a
significant impact on the industry with a higlrowth rate or possessing
high-end pagnts in a specific higkech field are all convincing evidence

as SCG'’s capability of selecting and nurturing portfolio companies.

SCG’s reliable and highuality management team and markigented

management mechanism.

The mandatesf thegovernmentacked funds (GBF®xplicitly stated

that a certain proportion of the funds raised should be ird/éstally.
Therefore, the local government hdpe see potential growth in GDP, tax
contributions employment and the overall competitiveness from the local

investments made by the new funds.

SCG'’s high proportion of commitment in the GBRs both thdimited
partner (the providers of 1/3 of thend) and thgeneral partner (acting as
the fund management team), SCG contributed 1/3 of the commitment in

the newly established GBH# contrast, the common practice in the VC
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industry is general partreinvest 1% otthefunds under their
managenent whilst 99% is contributed bymited partners. The local
governments-as the limited partners who provigart of the
commitment—regarded this arrangement as a more effective way for

aligning the interests dhe general partners and limited partners.

Local governments desat to change how they suppdine development of
the local economyfrom an administrativ®ased mechanism to a more
marketoriented way. Tie cooperation with SCG provided the local
governmatswith a good alternative in the transition. By investing one
dollarin GBFs local governmerstcan leverage another tvdollars to

support the local industry and economic growth.

As the earliest and the only GVC that admjthe expansion strategy to
established GB§ with local governments in 2006, SCG had almost no
competition from other GVCanitil late 2009.

Question 3: Are there any other factors contributing to the success of

SCG besides its expansion strate@y
(1) The incentive mechanism

A marketoriented mechanism of recruitmenn(y the chair of the board
and the CEO are appointed by the government).

2% of the return on investment that excetd preset goal is allocated to
the team members as a bonafsersubtracting the fund cost (6%
annually), the cost incurred in investment (e.g. the cost of due diligence
and the cost of monitoring and nurturing activitiets,) and the net loss in
previous projects made by the investment team membeispolicy was
carried out in 2006 afteMr HaiTao Jin beame the board director of SCG.

8% of annual profit is allocated as a bonus to the whole company. The
allocation is according to the job level of the st#ffs not directly related

to the performance of any specific investment team.

A binding policy that the management team must put in money of their
own thatis equivalent to 1% of the total investment amount in their

portfolio companiesThe policy was also adopted2006.
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x The followup investment mechanism for all employees. AlICEC
employees are entitled to follow the investment made by the company.
SCG set up a cap (15%) on the percentage of the employees’ stiage in
total investment. The employees can voluntarily decide which project to
invest in and how much to invast The investment by SCG’s employees
follows the ule of “same share, same intetfemtdthe employees afelly

responsible for theipersonainvestmers.
(2) The investment decisiemaking mechanism

X The Investment Committee of SCG exercises full discretion on
investments smaller than 80 million RMB (approximate 12 million USD).
Investment exceeding 80 million RMB shouldreéerred to the board of
directors. Projects which are more than 5% of its al/eranaged funds

should beeferredto the general meeting of shareholders.

X The Investment Committee consists of 11 members including the chair of
the board, the CEO, all Vice Presidents, the directors of the main
departments and the head of the mainsitivis in different areas. All staff
of the company can sit in on the Investment Committee meeting to get

information ofon proposed projects.

X The chair of the board and the CEO have the power of ietm{laterally
stop an official action) over the profeunder discussion. But for
approving a project, the chair of the board andaB©®© have the same
weight of vote as other investment committee members (one person one
vote). This is to ensure that the decisioaking process is not driven by
any specific person regardless of his/her administrative level in the
company. This also serves as a mechanism to ensure that any projects
recommended by government officials will be evaluated following the
same procedure as other projects.

x The InvestmenCommittee meting ensures fairness and standardization,
albeit dampening itefficiency to some extent. The decision on all
projects, including those undertaken by divisions in different geographic

areas, must be made by the Investment Comnthiggdslocated in the
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ShenZhen headquarteGenerally, it takes-8 months from the first due

diligence to the final investment decision

(3) The role of local SASAC (Statewned Asset Supervisory and

Administration Commission)

Like other SOEs, SCG is under the supervision of the local SASAC.
SCG’s financial performance—the annual profit fate part of its annual
assessmerthat iscarried out by the local SASAC. Since the company
holds a variety of portfolios alifferent investment stageSCG can decide
when to sell the shes it holds in the secondary share market to meet the

annual profit rate goal set by SASAC.

Theannual assessment by SASAC does not f8(€6 to pursue shert
term profit returs by sacrificingthelongterm returis because the
company has large scdlends under managemeand can easily meet the
annual goal of ROE by selling a small proportioritifshares at the best

timing.

Since itsestablishment in 1999, SCGdhanagreement with its
shareholders that the company has discretion on allocating 8% of the
annual profit to its employees adonus. The allocation of the bonus
follows the hierarchy in SCG. If the bonus that the chair of the board and
the CEO receive exceetl® cap on the bonus the directors and managers
of stateowned enterpses may get, the chair of the board and the CEO of
SCG may pool the extra bonus in the investment in SCG’s portfolio
companies as their personal investment. This arrangement enables the
chair of the board and the CEO of SCG to be motivated without breaking
the regulatios of the SASAC on the remuration of stateowned

enterprses

SCGhopes thatin future, tle annual assessment by SASAC ban
replaced by a lonterm assessment (ethe tenure assessment of the
director and CEO) to reflect the characteristics of the VC industry and to

enable SCG to focus on loitgrm goals better.
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(4) Network set up by SCG

X SCG organizeaninvestment Entrepreneurs Club twice a year. The
company invits its portfolio companies, upstream and downstream
companies in the industry chain, banks, officials from the local
government and the stock supervision committee to a variety of club
activities. The platform provides a good networking opportunitytferrt
portfolio companies to set up a close tie with their potential partnemssand

a result, contributeto the success of SCG.

Question 4: Do youagree that one of the main fact@ driving the
success of ShenzZhen Capital Group is the link set up between its

current performance and future fundraising?

X When cooperating with other local governments to establish GBFs, SCG
focused on providing convincing track records to the local government.
Once the local government agreesacommitment, SCG relies on the
impact of the local government to raise the other 1/3 of commitment from

local stateowned or private companies.

X Setting up the link is not the motivation of SCG’s expansiaatesyy.
Howeva, it did creae alink between current performance and future

fundraising in practice.

x Other GVCs do not have tlpeessure of raising funds. Theweano links

between investment performance and personal compensation either.
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Appendix 2: Summary of observation

On 22 June 2016, with the consent of the Investment Committee of the company, |
sat in on the Investment Committee meeting and observed the whole process of
how they evaluated a proposed project and how they made an investment
decision. The folloung summary of SCG decisioamaking mechanism,

especially the procedure$ the Investment Committee meeting, is based on the

information collected through both interviews and observation.

Firstly, only projects with a twohirds majorityof votes by thelnvestment

Committee can get approval. The Investment Committee of the company has
eleven members: the president, general manager, assistant general managers,
directors of main departments, and head of subsidiaries in different areas. All staff
of the company can sit in on the Investment Committee meeting to get

information about the projects under discussion.

Secondly, although the president and the general manager are appointed by the
local SASAG they have the same voting power as other Investment Committee
members—one man one vot&his arrangement i® ensure that the decision-
making process is not driven by any specific person regardless of his
administrative position in SC®.alsoserves as a mechanism to ensure that any
projects recommended by government officials will be evaluaiéxiving the

same procedure as other projects. The only substantial additional right of the
president and the general manager is their power of veto (disagreement on the
projectunder discussion). Projects that aot beneficial to the local economy can
be eliminatedrom the potential portfolios.

Thirdly, the Investment Committee exercises considerable discretion in decision
making. According to the regulations of the company, investments of less than 80
million RMB (about 13 million USD) are based on the voting results of the
Investment Committed.arger investments areferredto the Board of Directors

for adecision. If the investment is larger than 5% of SCGtal assets (by the end

of the preceding yearg, generameeting of shareholders will be calléd

practice, most investments are within the remit of the Investment Committee.

Fourthly, the procedure (listed below) followed by meestment Committee

ensures @aomprehensive evaluation of the project under discussion.
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1) Independence declaration by the investment team.

2) Investment proposal and due diligence report by the investment team.

3) Legal financial and risk reports by the Risk Management Committee

4) Industry analysis reports by the Research Centre.

5) Q&A between the Investment Committee and the investheamnt.

6) Discussioramong Investmer@ommittee members.

7) Q&A between the Investment Committee and the investee company.

8) Summary.

9) After the meeting, 11 members of the Investment Committee vote
anonymously and provide detailed commaearighe project under
discussion. This process is carried on the company’s computer system
without disclosing the choice of other committee members. This
arrangement i avoid thathe opinionsof thechair of the board and the
CEO dfecting the choice of their subordinates when voting openlg by

show of hands.

The procedure applies to all projects of the company. Govermaemnmended
projects, similar to other projects, are therefore evaluated equally and
transparently. One interviewee mentiondtig“projects recommended by local
governments are a treasuather than a burden for us, as long as every project is,
by all means, evaluated by our comparte close ties of those projects with

local governments are sometimes strong evidence of a promising future.”
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Table 1. The evolution of shareholding of 8enzhen Capital Group (19992010

DD/MM/YYYY 25/08 03/08 08/11 20/12 11/07 16/03 07/04 14/08 25/06 Shares by
Name of Shareholder 1999 2001 2002 2002 2005 2006 2008 2009 2010 SASAC
SASAC of Shenzhen 50000 83000 78200 53962 58112 58112 58112 58112  70525.75 100%
municipality government
Shenzhen Investment Holdings Co., Ltd 32000 32000 32000 100%
Shenzhen Airport Corporation 3000 32000 32000 32000 32000 32000 100%
Shenzhen Yuanzhi Investment Co., Ltd 100%
Shenzhen Yixin Investment Co., Ltd 4800 4800 4800 4800 4800 4800 8284 100%
Shenzhen Yantian Port Group Co., Ltd 5000 5000 5000 5000 5000 5000 5000 5837.5 100%
Shenzhen Futiamvestment Co., Ltd 5238 5238 5238 5238 5238 5238 5238 6115.37 100%
Shenzhen Public Transportation
Group Co.,Ltd 2000 4150 4150 4150 55%
Shenzhen Energy Corperation 3000 4350 4350 4350 4350 4350 4350 4350 5078.63 48.09%*
Shenzhen Expressw&@po.,Ltd** 5000 5000 5000 5000 5000 5000 5000 5000 5837.5 43.7%*
Shenzhen Shenbao Industry Co., Ltd 3500 22%*
Guangshen Railway Co., Ltd 3000 3000 3000 3000 3000 3000 3000 3000 3502.5
Zhong Xing ZTE 500 500 500 500 500 500 500 500 583.75
Shanghai Dazhong Utility Group 2762 2762 32000 32000 32000 32000 32000 34847.5
Shanghai Dazhong
Enterprise Management Co., Ltd 5000 5000
Guangdong Electric Power 5000 5000 5000 5000 5000 5000 5000 91875
Development Co., Ltd
Longxin Group Co., Ltd 5000 5000 5000 5000 5000 5000
Hanhua Bonding Company Group Co., Ltd 5000 5000
Shenzhen Liye Group Co., Ltd 11583.2
Shenzhen Xinghe Real Estate
Development Co., Ltd 40167.5
Fujian Septwolves Group Co., Ltd 11583.2
Sum of Share Value 70000 160000 160000 160000 160000 160000 160000 160000 250133.9

Percentage of shares held by SASAC Shenzhen
directly and indirectly
The shareholding information shown in this tabledmpiled by the author according to the website of Stateed Assets Supervision and Administration Commission of the People's
Government of Shenzhen Municipality (http://www.szgzw.gov.cn/szgg/) and the annual reports of the companiesrinbkitkule.
*SASAC Shenzhen is the actual controller of the company.

95.00% 86.71%  86.71%  71.56% 71.56%  71.56% 71.56%  71.56% 53.44%
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Table 2 Strategies and reforms by Shenzhen Capital Groum 2006

Strategy and
reforms

Description

Benefits

x Set up @vernmentackedrunds
with local governments outside of
Shenzhen.

x SCG, local government and other
investors (local public or private
companiesgontributel/3 of a fund
respectivelyand SCG manages the
fundsas the general partner

x Broaden its channels of
fundraising and deal flows

X Gain access to more
favourable local resources

x Devebp more insights inta
industries and bettéeverage
its research team and risk

X The voting process is undertaken
after meeting anonymously online,
following the rule of one man one
vote with the power of veto granted
the CEO and the Chair of the Bda

Expansion control team, etc.
Strategy x Convince local governments by « Meet the demand 6fs
SCGs track records of previous : .
. . portfolio companiegor
investments and successful exits :
subsequenfinancing and
meet the annual profit goals
set by SASAC more easily
x Set up a link betweeits
current performance and
future fundraising
x Investmerd thatareless than $80 |x Screen all projects
million RMB can be approved by thefollowing the same procedur
Investment Committee if more than fo be fairand transparent.
2/3 members agree. x Ensure that only projects
Decisi X The chair of the board and the CE®eeting the criterifor
ecision . .
making have the same weight of vote as othinvestment are selected
procedure members. x Show a real attempt to be

independent of political
pressure to vote
anonymously after the
Investment Committee
meeting.

Remuneratiori
Plan

x 8% of annuaprofit asa bonusto
the whole company

X 2% of investment profit as a casry
like bonus to the investment team

X 1% compulsory followingup
Investment by the investment team

x Voluntary followingup investment
by all staff

x The CEO and the Chair of the
Board can pool their bonusihe
portfolio companie®f SCGas their
own investment.

x Align the interests of
management and
shareholders

x Align the interests of the
investment teasiand the
managemen

YAvoid the cap on the
remuneration for managers
stateowned enterprises
required by SASAC

33



Table 3 Definition of Variables

Variable Description

IPOOrM&A A dummy variable that equals 1 if the investment/portfolio company has
achieved successful exits through IPO or M&A.

SCG A dummy variable that indicates an investment is made by SCG, or a
portfolio company’s first round of VC financing is undertaken (or led) by
SCG.

Post A dummy variable thatquals one i&n investment is madster 2006 (in
2007 or later)or the first round of VC financing for a portfolio company is
madeafter2006;the dummy variable equals zero if an investment is made
after 2006(in 2005 or earlier)

Scale The total of the investment amounts by a VC firm in the last five yeaos

to the focal investment. Proxy for funds under management for a VC firm. In
the case of syndication, it equals to the lead VC firm's scale. The value used
in the regressions is¢ (1+Scalg.

Industry Experience

The accumulated investment rounds in the focal industry done by a VC f
before it invests in the focal portfolio company. In the case of syndication, it
equals to the lead VC firmisdustry experience. The ved used in the
regressions iBg (1+ IndustryExperienc

Local

A dummy variable thatquals 1if the headquarters @fVC firm is in the

same province as the portfolio company. In the case of syndication, it equals
oneif the headquarter of the lead VC firmnsthe same province as the
portfolio companyIf the investmentvas madéy a governmenrbacked fund
(GBF) established by SCG and other local governmaetside of Shenzhen,

the value ol ocalis adjusted to one to reflect SCG’s acquired local
advantages

Syndication

A dummy variabléndicates two or more than two VC firms undertake the
first round of VC financing for a portfolio company

Amount

Investment amount for the first round of VC financing in a portfolio comp.

in millions of US dollars. In tke caseof syndication, it equals the sum of
investment amount of all syndication partners in the focal portfolio company.
The value used in the regressions is logAtheun.

Early

A dummy variable that equals 1 if the first round VC investment in the
portfolio company is in seed or early stage.

Cluster

A dummy variable that equals 1 if the portfolio company is located in
Shanghai, Beijing or Guangdonghree clusters of VC investment in China

Year

A set of mutually exclusive dummy variables that equmif the first round
investment in the portfolio company is in the year 1990 to 2010.

Industry

A set of mutually exclusive dummy variables that equal one if the portfoli
company is in one of the following industries: Internet and Computers,
Communication and Electronics, Biotech and Health Care, Consumer,
Industry and Energy, Financial Services, and Others.
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Table 4 Descriptive statistics

This table reports the descriptistatistics of thevariables. Panel feports the number of investments by SCG
and other GVCs both in initial and subsequent rounds before and afteTa@Q@imbers in ColumfExit”

count the successful exits of the istreents through IPO or M&ARanel Bcompares the characteristics of
portfolio companies that received their initial round of VC financing from SCG or-I8@Gyndicates with those
by other GVCs

Panel A Early-stagelnvestment Late-stage Investment

Year SCG Exits 0T Ext Diff  SCG Exit Ou  Exit D
1999 0 0 19 8 1 0 5 3

2000 4 1 32 14 5 2 25 13

2001 5 3 31 15 5 3 19 13

2002 4 2 23 4 4 3 12 4

2003 1 1 39 9 1 1 27 6

2004 3 0 29 9 1 0 18 7

2005 1 0 34 11 3 1 24 11
g’e}’;rse”;gg?f”' eXItS 3906 34% 5% 50% 44% 6%
2007 6 2 37 7 26 17 70 38

2008 10 2 34 9 41 25 90 41

2009 5 2 38 13 47 16 108 51

2010 9 6 72 18 68 26 176 78

Z"ft‘;i ggg%ess‘c”' eXItS 400 26%  14% 46% 47% 1%
Panel B: portfolio companies SCG Other GVCs Difference
IPOorMA 0.39 0.38 0.01
Portfolio companies characteristics

Early 0.16 0.37 -0.21%*
Amount 1.57 1.26 0.32%**
Cluster 0.53 0.24 0.28***

VC characteristics

Scale 5.31 3.16 2.15%**
Industry Experience 291 1.23 1.68***

Local 0.53 0.90 -0.37%*
Syndication 0.40 0.29 0.11%**
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Table 5 Return of all investments for SCG and other GVCs

Panel Areports the results of thegistic regressions for all investments by SCG and other GVCs. The sample in
Column (1) includes eargtageinvestmentswhile Column (2) includes late stage investmentse dependent

variable is the dummy variable IPOorM&Aat indicates whether the investment has achieved successful exit
through IPO or M&A.Panel B calculates the marginal effect of being an investment made by SCG compared to
by other GVCs on the probability of achieving a successfitl Values significahat the 1%, 5% and 10% level

are denoted by ***, ** and *Standard errors are reported in parentheses and are clustered by the location of VC
firms.

Panel A: logistic regressions (1) Early-stage investment (2) Latestage investment
SCG 0.22 0.25
(0.18 (0.2)
Post -0.38 0.12
(0.3H (0.20)
SCGxPost 0.42 -0.28
(0.35 (0.20)
Year fixed effect Yes Yes
Industry fixed effect Yes Yes
N 436 776

Panel B: Marginal effects of investment by SC( (1) Earlystage investment (2) Latestageinvestment

Before 2006 0.06 0.06
(0.04) (0.05

After 2006 0.14%*=* -0.01
(0.05) (0.03)
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Table 6 Capability of screening and nurturing portfolio companies

Panel Apresents the logistic regression results withngwhetherthe portfolio company has achieved a
successful exit through IPO or M&&#sthe dependent variablBanel B lists the marginal effect of being backed
by SCG versus being backed by other GVCs on achieving successful exit before and aft@tu3gnificant

at the 1%, 5%, and 10% level are identified by ***, ** andStandard errors are reported in parentheses and are
clustered by the location of VC firms.

Expected sign (1) (2) (3) (4)
SCG + 0.23 0.01 0.25 0.01
(0.19) (0.19) (0.22) (0.28
Post 0.07 -0.21 -0.21 -0.57
(0.20 (0.40 (0.18) (0.39)
SCG xPost - -0.25 -0.04 0.67*+* 0.87**
(0.20 (0.2) (0.24) (0.29)
Scale + -0.28 -0.33
(0.21) (0.25)
Scalé - -0.01 0.02
(0.03) (0.02)
Industry Experience + 0.58*** 0.53**
(0.22) (0.23)
Industry Experience - -0.16** -0.18**
(0.06) (0.07)
Local + 0.89*** 0.99***
(0.25) (0.27)
Syndication + 1.04*** 0.92***
(0.16) (0.16)
Amount + 0.21 0.22*
(0.14) (0.12)
Early - -0.82%** -0.85%**
(0.27) (0.27)
Cluster + 0.04 0.08
(0.19) (0.18)
Year fixed effect No Yes No Yes
Industry fixed effect No Yes No Yes
N 598 598 598 598

Panel B: Marginal effectsf being backed
by SCG vsby other GVCs on achieving
successful exits

Not controlling for the Controlling for the
characteristics of VC firms characteristics of VC firms

Before 2006 0.01 0.01
(0.04) (0.05)
After 2006 -0.01 0.17%**

(0.02 (0.04)
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Figure 1 SCG before its expansion strategy

Figure 2 SCG after its expansion strategy
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Top 10 GVCs by the end of 2005
Number of the First round Investment and IPO
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Figure 3 Top 10 GVCs by 2005 in China

Top 10 GVCs by the end of 2010
Number of the First round Investment and IPO
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Figure 4 Top 10 GVCs by 2010 in China
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Abstract

This paper aim$o investigateheinfluence ofreligiosity of the geographicalontextin which
entrepreneurs residm the success of the crowdfunding proje&elying upon an empirical
analysis ofibout4,000 individual investments through two Swiss rewaided crowdfunding
platforms,we found that ttH S H Rr8liQiesfiyvdecreases the likelihood safpporting
crowdfunding projectThis effect differs when caidering thetype of project whereas religious
affiliations are positively associated bmmanitarian andociatoriented project financing, they are
negatively associated to staps and technologgrientedprojects.This study opens new research
avenus by extending explanations for individuavestment via crowdfundingVe identify
religious belief as an antecedent to individordpensity to invest via crowdfundiragnd show that
religionsvalues have a different impact on the individual propensitgvest via crowdfunding
depending on the nature of the projgethnology vs sociabriented

Keywords: rewardbasedcrowdfunding,community religions religious affiliation, geographical
context intracountry cultural diversity



Introduction

Community participation, conceived as the individual propensity to contribute to the society,
produces several hefits for firms in terms of innovation (Laursen, Masciarelli and Pi2012a;
Hauser et al. 2007international business activities (Laan, Masciarelli and Prencipe, 201,2m)d
more in general local econoasi(Putham et al. 1993 Research contended th&iet LQGLYLGXDO
participation in social activities is strongly influenced by the characteristics of geographical area in
which the individualk (Alesina and La Ferrara, 200@nd company(Giugici, Guerini, Rossi
Lamastra, 2018eside

One of thetools that individuals have in order to contribute to the economic growth of firms
is the rewardbased crowdfundingwhere people post theientrepreneurial projectaiming at
raisingimportantamounts of moneyYounkin andKashkooli 201$. The backer®f the projects
receive normonetary benefits in return for the money they pledge oftenthe possibility of pre
ordering products or services (Belleflamme etall3 p. 317).Being rewardbased crowdfunding
a less regulated phenomenon compared to for instance eguitgfunding and therefore easy and
widely accessible financing mechanigins of paramount importande better understarftbw the
characteristics ofhe ecosystenFDQ LQIOXHQFH LQGLY EUppol entégpréne@ial L QJ Q
projects via crowdfunding.

To date, our knowledgef the chaacteristics of thgeographical coeixtswhereinvestors
resides and how they shape their probability to contribute to relaamed entrepreneurial projects
remains limited A recent study contributed to the debate by focusimgheprojectsSURSRQH Q W\
characteristicgGiudici et al, 2018) but did notconsiderWKH LQY HV W R.UYi§ p&EUV SHF
helps fill this gap by answering ehfollowing research questiorDo the characteristics of the
geographicalcontextwhere a investorresidesaffect individualV firopensityto supportreward
based entrepreneurial projeédn our view, this research question is higtdevant to the current

debateon community participatiorwithin the economic geographyGuiso et al. 2004)xnd
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crowdfundingliterature(Giudici et al., 2018

Individuals residing in diverse geographical areas are heterogeneous along many dimensions
that may influence their willingness to invest imeavardbasedcrowdfunding Prior researchhas
found that geographical proximity between proponents and bad&ebeneficial for attract
contributions (Agrawal et al. 2011; Ordanini et al. 2011; MerdleSilva et al. 2016)and that local
altruisms and social capitapositively affects the success of thewardbased crowdfunding
campaigngGiudici et al, 2018 Allison et al. 201%.

Understandindnow the characteristics of tigeographicahrea wherenvestorsreside affect
their investment propensity newardbasedentrepreneurial projects is an interesting addition to this
literature that clarify which are t@ external conditions that contribute to enhance community
participation aimed at promoting entrepreneurial activities

Along this lineof reasoning, we argue that cultuwiepeople residig in a geographical area,
influences the propensity of the locabgd of potential backrs to contribute to rewatthsed
entrepreneurial project$n particular,this paper focuses on the role playedldgal community
religiosity andreligiousaffiliations xtimportant yet unexplored cultural aspg@sa primary source
of moral injunctions and belietta Porta et al. 1999; Siegelcht and Schwartz, 20)1+n affecting
individual investingin crowdfunding projects in Switzerland.

We testour conjecturesising a handollecteddataset ofbout 4,000 individuahvestments
through two Swiss rewardased crowdfunding platform®ur choice to study Switzerlanddsie to
its relatively homogeneitin terms of its general economic conditiavsile presentingntra-country
cultural diversity of religiousaffiliations. Its peculiar historical and religious backgrounds have
resulted in Swiss cantons hosting various combinations of Protestant and Catholic minorities and
majorities. Additionally, the geographical distribution of the tradition of confession is determined
historically and is persistent over time.

We find that on averagée local community religiositjhas a negative effect on the

propensity tasupport rewarédased entrepreneurial projeatsd this result is consistent among all the
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different religiousaffiliations. However, we find the religious beliefs act differently based the nature
of the project that one individual is willing to financeeWiind thatwhile Catholic, Protestant, and
Muslim religious affiliations are positively associated to soegmiented investments via
crowdfunding they arenegatively associated to investment in stga$ or new technologies.

Our study offers three contributions to the literature. Firsaddsto the crowdfunding
literature contributing to our understanding type of ecosystemequired to help crowdfunding
flourish, providing evidence of an association betwdenalized community religiosityand
crowdfunding investments. Second, it adds to the literature on-cudissal distance by exploring
an additional glturaldimensionto the onegproposed by Hofstede (Beugelsdijk, Kostova, and Roth,
2017 31). Third, it responds to calls for studies of entrepreneurship in international settings (Gupta
and Gupta, 2015; WaleGupta, and Mous&2013) by focusing on@untry where different religious
beliefs coexist. Conducting research in a multicultural setting provides a better understanding of
entrepreneurial phenomena, and allows the development of more robust theories (Lifian and Chen,

2009).

Theoretical Background
Religion andcrowdfunding investment propensity

Religion plays a key role in the lives of most people isrmlongstanding drivers of human
conduct (Jones, 1996; Elkins et al., 1988), and represent key cultural var@ibies, Sapienza and
Zingales 2003).3UREDEO\ RQH RI WKH PRVW ZLGHO\ XVHG GHILQLWL
VHW RI EHOLHIV DFWLYLWLHY DQG LQVWLWXWLRQV SUHPLVI
2006). From a more normative perspective, religion is a form of social control and can be manipulated
to create social order, used as a vehicle to transfer norms and define boundaries of what is right and
wrong (Herbig and Dunphy 1998\t the macroeconoiu level, a literature has emerged that seeks
to understand the link between economic growth and religion. Weber (1885pamong the first to

relate religion and risk taking, attributirthe developmenbf capitalism to Protestantism. Later
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studies haveised religioras a proxy for culturé_a Porta, Lopezie-Silanes, Shleifer, and Vishny,
1999)for studyirg thegovenment quality across countriestulz and Williamson (2003) foul that

D FRXQWU\TV SULQFLSDO U H O4sectidaQvalidtia S\cratfier btslaBidis W W K F
an important predictor of how countries enforce tsgtBarro and McCleary (2003) fod that
macroeconomic development has a negative correlation witltltlaitendance across countries,
whereasGuiso, Sapienza, and nfjales (2003) find that, across countries, religious beliefs are
conducive to higher per capita income and growth.

Religious beliefs frequently play an active role in promoting certain kinds of behaviors and
censoring others, with important repercussiameiconomic outcomes (Audretsch et al., 2007; 2013;
Guiso et al., 2003; Putnaand Campbell2012). For example, the Protestant reformation changed
beliefs about the pursuit of wealth not merely for personal advantage but as an individual
responsibility (Weber, 1904). This change had a deep impact on individual behaviors giving
legitimacy to the bourgeoisie to disrupt the existing order and introduce a new one, based on the
pursuit of individual prosperity.

Polanyi (1944) regards religion as essentiaklfie creation of markets and to moderate their
possible excesses. Guiso et al. (2003) look at the effect of religion on trust and find that regular
attendance at religious services induces higher levels of individual trust towards ldtlaeysand
Hui (2009) find that the firmsn U.S. counties with a high level of religiosity exhibit a lower
propensity to make risky choices and adopt risky strategieédarro and McCleary (2003) find that
macroeconomic development has a negative correlatibnchurch attendanc@arboteeah, Walter,
and Block (2015) also show that the impact of religion on entrepreneurship is dependent on a
FRXQWU\TV LQY HV WAthbQIWVsani@ deuidreZsilyr@ukHhat religions should constrain
innovation as religpns have been shown to encourage conservative deciskimg and limit risks
(Jiang et al. 2015).

The extant workinfers WKDW UHOLJLRQ LV DQ LPSRUWDQW SDUW RI FRX

influences thalevelopment ofhe firmsand of tle economythat are located in those counties.



Crowdfunding has recently emerged as a new form of fundraising, through the Internet, whereby a
pool of people provides individual contributions to support a particular business idea (Allison et al.,
2015; Molick, 2014; Schwienbacher and Larralde, 20RRgcent studies hawdemonstrated the
importantrole of geography in affecting crowdfundifg U R M H F W {A§rawa{, FeFai201/]) and

WKH FKDUDFWHULVWLFV RI WKH ORFDO €Da.R@M3MDbIIMKKRBLASURSR |
Colombo et al. 2015a; Vismara 2016a; Vismara 20.16b

Given the impact of religion on related variables we, therefxpectthat there is a strong link
between religion and the propensity to invest in crowdfunding projectsedvier, due to the

innovativeness of crowdfunding project and of the crowdfunding phenomenon itself, we posit:

Hypothesis 1: Religious beliefsave anegativeeffect on individuaV §rowdfunding investment

propensity

Do different religions affectcrowdfunding investment propensitjifferently?

Audretsch et al. (2007; 2013) suggest that some religions might be conducive to entrepreneurship,
and that others might inhibit iThey found that Christians and Muslims tend to have a higher
propensity tdoecome entrepreneurs compared to Buddhists and Hindus. Their finding is confirmed
in Metcalf et al., (1996); their study reveals that the influence of religion is one of the reasons why
Pakistanis are less successful than Indians iresefloyment becaudslam prohibits the payment

of interest on bank loans. Cousins (1996) claims that religious beliefs can dampen the entrepreneurial
spirit. This applies to Buddhism which emphasizes the afterlife over practical activities. Also,
religious beliefs affect w@ HQYfY GHFLVLRQV WR VWDUW D EXVLQHVV %
since Muslims are generally more conservative than other religious groups in their attitudes to women
working outside the home, fewer Muslim women than Muslim men start their ownebssm
Religious beliefs influence the type of business the entrepreneur wants to launch. From a

SV\FKRORJLFDO SHUVSHFWLYH &DWKROLFV VKRXOG KDYH D



social connections and group affiliation because Catholieisiphasizes sense of community and
group ritual. Thus, Catholics should feel a deep sense of obligation toward the community which
might induce them to subordinate their individual desires to the benefit of the collective good (Cohen
and Hill, 2007).Stulz and Williamson (2003) further find that countries where Catholicism is the
primary religion, exhibit low levels b FUHGLWRUV | S U&RMNMuBURWULR&Is pdrniakivVeV DV
in Catholic tradition.

Conversely, Protestants should have an individualggrsonality that emphasizes personal goals,
unigueness, and personal control (Cohen and Hill, 2007). Protestants believe in the autonomy of
FRQVFLHQFH ZKLFK LV WKH XOWLPDWH MXGJH RI DQ LQGLYLG
political or religious institutions. Protestantism compared to Catholicism is conducive to self
reflection, research, and investigation, and less inclined to mysticism.

Looking atdifferent Western religionsiesearch foundhat Jews are th&eastrisk adverseand
Protestants are thmost while Catholics are in the midd{@arsky, Juster, Kimball, and Shapiro,

1997) Howevera more recent studind that Catholics and Jews can sometimes be moravisise

(e.g., when it comes to the demand for life insuratita) Protestan{dialek and Eisenhauez001)

Several studies point also to the importance of religion for in developing a sense of trust and
community. For instanc&uiso et al(2003)report that the Catholic and Protestant religions have a
positive effect on trust, whereas the Muslim, Buddhist, and Hindu religions have non influence on
FLWLJHQVY O H5¥WenQhe dRovéNdiffe¢tantés, we expect that different religadiigations

will exert a different impact oorowdfunding investment propsity. Therefore, we posit:
Hypothesi: Different religiousaffiliations KDYH D GLIIHUHQW L Q Icoodvefipdiny RQ L C

investment propensity

Religious affiliations and typology of crowdfunding projects

Manystudies havdocumengdthat religious people asomehowrisk-averseForinstanceHoffman



(1995) find a negative correlation between church attendance aneaifed attitudes toward risk
and dangemMorerecent study found thaisk-averse individuals attend church mofeen than risk
seeking individual§Osoba,2003)andthat religious people living in Las Vegas gamble i3iaz,

2000)

Additionally, religion is mostly related to the maintenance of traditions and rituals; It encourage
conservative decisiemaking (Jianget al. 2015)Hilary and Hui (2008)suggest that this is indeed

the caseThey found thafirms located in US counties with high leveltreligiosity tend to exhibit
lower risk exposure aweasured by the variances in returns on assets (RQAequity returns.

Therefore we posit:

Hypothesis &: In Startup/technologyoriented projects, religious beliefs have a negative effect on

LQGLYLGXDOVY FURZGIXQGLQJ LQYHVWPHQW SURSHQVLW\

On the other hanaltruism is a key value taught by many redigg. A sense of selflessness and duty
towards the poor is central to all major religige®hr and Fischbacher 2003y essence it urges
religious people to engage in social activities such as volunteering on behalf of others in need (Batson
et al. 1993Cnaan et al. 1993; Ellison 199Religious involvement may change the nature or priority

of peope's motives (Weiss Ozorak 2003There has been some tendency to relate the spirit of
altruism to particularU H O L fradRieng,fmost commonly the Jud€dristian tradition rooted in the

206G 7THVWDPHQW FRPPDQGPHQW WR 3WUHDW \RXU QHLJKER
Salamon and Sokolowski 2009).

Moreover, altruism has proven tocreaselL Q G LY Lp@rixcipation fn important crowdsourcing
phenomendvon Krogh et al. 2012Zranzoni and Sauermann 2014). In rewlaaded crowdfunding,
studies have shown thditackers have both consumption and altruistiotivation to support
entrepreneurial initiative&erber ad Hui 2013; Qiu 20137hang 2012)

Thereforewe posit:



Hypothesis B: In Humanitarian/SociaOriented projects, religious beliefs have a positive effect on

WKH LQGLYLGXDOVY FURZGIXQGLQJ LQYHVWPHQW SURSHQVL\

Data and Method

We analyze crowdfundingpvestment in earhgtage companies in Switzerland. We focus on
Switzerland due to its unique characteristic of coexistence of religions. According to the 2015 census,
the two biggest religious groups are Catholi®3.25% of the population, and Protessar?24.93%
of the population with 23.94% of the population atheists. Cantons with the highest percentage of
atheists report higher percentages of per capita invested amounts in crowdfunding projects than other
Cantons. Figure 1 shows the geographicalritstion of religious affiliatios in the Swiss

confederation in 2000.

[Insert Figure 1 Here]

The sample of proponents and individuals we use in this paper is drawn from diverse
platforms, a rarity in crowdfunding studies, which usually draw their data from a single platferm.
selected 65 crowdfunding projects from two rewhesed Swiss crowdfaing platforms | care for
you (www.icareforyou.ch) whichvas founded in 2015 in Zurich to finance mainly humanitarian and
social projectsand Wemakeit (wemakeit.coma rewardbased platform founded in 2012 in Zurich.

We collected data from individua&vestors who financed both technology and siarprojects as

well as humanitarian and social projeas categorized kthe platforms. Our dataset contains 4,544
observations.

7KH PDLQ VRXUFHV RI GDWD ZHUH WKH FURWsSFedera St@tidgtiGaD D W I |
Office (census 2015, www.bfs.admin)chlus other official statistical databases such as USTAT
statistics office of the canton Ticino. Data were gathered at the ekwvan(cantons are the NUTS3

level of aggregation)Ihesegeographical and historical entities do not correspond to administrative

units.



Our main dependent variable Growdfunding investmenpropensity which measures
crowdfunding investment propensity as a dummy variable that takes the value 1 if an inv@stor ha
supported more than one crowdfunding project and O otherwise. Our main independent variables are
Religiosity calculated as 1 for the percentage of people in each canton reporting no religious
affiliation; andReligiousaffiliations, i.e. Protestant, Clalic, Jew, Muslim, and Other, representing
the percentage of the population declaring belonging to one ofadffédsgions.

We include control variables that might influertbe crowdfunding investment propensity
At the canton level we included conigdor the amount ofncome per capitdin CHF) in 2013
amount ofCultural expense@n CHF) in 2014 and Immigration for percentage of immigrants (no
Swiss background) in 2011.We control also for crowdfunding campaign characteristics, such as
Overfundimg, indicating whether the campaign raised more than the funding target amount, calculated
as funding target amount minus amount raidédmber ofinvestors,indicating the numbers of
individuals who supported financially the projeGgographical proximitya dummy variabléaking
value 1lif the investowas ORFDWHG LQ WKH VDPH FDQW BR@hdrwis$addH SUR'|
Sector (startup/technology vs humanitarian/social) indicated on the crowdfunding campaign

website.

Findings

For our empirical analysis we employ a logit model using the amount of individual investment
through crowdfunding (Greene, 2003 his model uses all the available information from the
explanatory variables including those with zero values for the depemndriable.The pairwise

correlations among our variables are presented in table 1.

[Insert Table 1 here]
To control for multicollinearity, we computed the variance inflation factor (VIF) and tolerance

values. The average VIF score for the final model was 3.05. Two individual items representing our
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control variables scored higher than 4 while our main vagabienterest scored less than 4 which
suggests multicollinearity is not an issue (Hair et al., 2006). Table 2 reports the logit model and the

model fit statistics.

[Insert Table 2 here]

Model | in table 2 reports the effect of the control variabletuging Income per capita
Cultural expensesimmigration Overfunding Number of investorsGeographical proximityand
Sectoron the dependent variabrowdfunding investment propensiWe observe that the level of
income per capita and the expensediacied by each canton to promote cultural activities are
positively associated to crowdfunding investment propensity.
In model Il we introducdreligiosity We expecReligiosityto be negativelyassociated to crowdfunding
investment (H1)In line to our expectations, we found a significaninegativeassociationbetween
UHOLJLRVLW\ DQG LQGLYLGXDOV Y ppojgdshpH QOBLA\0WR. LOQYHVW LQ
Next, we introduced the different religioaffiliations to test our second hyfhesis (H2). The results in
Model Il show that Protestant, Catholic, and Muslim religions are negatively associdiegd ®LY LG XD O
investments via crowdfunding.

To test the robustness of our results we split the sample to allow separate consideration of the
two sectors startup and technolegyented projects, and humanitarian and seai@nted projects.
Table 3 reports the logit model and the model fit stassti

[Insert Table 3 here]

Religious affiliations have different impact on the propensity to invest in crowdfunding projects
depending omthe type of investmenti.e. technologyoriented vs humanitarian.

In line with our conjecturéH3a), we found thateligionsaffiliations such as Protestafg =
0.004 £ -2.230, Catholic(p=0.00Q £ -2.4129, and Muslim(p =0.00Q £ - 13.75), are negatively
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associated to crowdfunding investment in projetétssifiedas stadup and technology oriented.
However, we find opposite results considering humanitarian oriented crowdfunding project.
Supporting our prediction (H3b)ll &ghe religiousaffiliations consideredave a positive influence on
propensity to financerowdfunding projects aimed at solving or alleviatingocial cause, therefore,
havinga positive influence on society

An interesting result is the negative impacGa&ographical distancé = 0.103 £-0.297)
on individual propensity to support humtarian and sociabriented crowdfunding projectss well

as . technologyriented project§p = 0.00Q £ -0.3853)(Table 3).

Discussion and Conclusion

The purpose of this studyas to investigate the influence of salient characteristics gtbgraphical
area in which entrepreneurs resideommunity religiosity and religious affiliationsaffect the
success of the crowdfunding projects they prop@ge.found that there is a negative association
betweercommunity religiosityand propensity téinancerewardbasedcrowdfunding projectsThis
result is in line wittprevious empirical studies (Bénabou, Ticchi, and Vindigni, 2@idiratingthat
religiosity isoftenassociated to less favorable views of innovation.

We havealso considered the impact of different religiadfliations on the crowdfinancing
propensity of differentype of crowdfunding project®Ve found that, the negative association with
religious beliefs holds in the case of investment in startups or dkagyoriented crowdfunding
projects but that this relationship turns positive when considering financing humanitarian and social
oriented crowdfunding projects. Specifically, we found that Protestant, Catholic, Jewish, and Muslim
religious affiliations have a positive impact on the propensity to support social causes financially.
Interestingly, our study also shows tldéterent religion affiliations do not hold different results
We suggest that this could be due to the importance of religion in devgla@iense of community
(Putnamand Campbell2012) and trust (Guiso et al., 2003) which might induce individuals to
subordinate their desires to the benefit of the collective good (Cohen and Hill, 2007).
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A sense of community and trust are fundamentakidigntsfor the success afrowdfunding
initiatives (Butticé, Colombo, Wright, 2017): projects that seek funding through these innovative
avenues usually are at a very early stdgmce they requartrust on the ability of the proponetat
developa newproduct or service$GGLWLRQDOO\ WKH UHODWLRQVKLS EHWZ
the potential funders is mediated by the platform with the result that the possibility to assess the
accuracy of the information provided to demonstrate the qualitigeoprojects is scarce as also is
information on the use of the funding raised. We find that relighmiefs can constitute a fertile
culturalmilieu for the financing of humanitarian and social orientatexvdfunding projects but can
be an inhibitor othe financing of technology oriented projects. This result is based on the effects of
religiousaffiliations on economic activities suggested by Guiso et al. (2003).

Our results are robust to controlling for individdelel socieeconomic characterissc
(income per capita), cantonal characteristics (cultural expenses, immigration), sectoral composition,
and project characteristics (overfunding).

We argue thatur research providesset oftheoretical contributiohand some implications
for practiceFirst, it contributes toefineour understanding aharacteristicef geographical contest
required to help crowdfunding flourish, providing evidence of an association bet@genunity
religiosity and crowdfunding investmentSecond, ar studyalsoadds an important explanation of
cultural value diversity in earlgtage investment. New ventures tend to suffer from scarcity of
resources, and resource commitment is a key step in the entrepreneurial process (Shane, 2008).
Therefore, it is especially ingptant to identify the main factors that encourage and hamper
investment in earhgtage companiesSecuring capital is one of the most important factors for
entrepreneurial success, particularly in the early stages of venture development (Florin @8gl., 20
A recent report\(Vardrop et al., 20D5highlights how different development of the market for early
stage investment at the national level in Europe is affected by cultural, financial, and regulatory
factors.Our research responds to the European Conitycall highlighting the need to consider the

culture of a given geographical area to obtain a more comprehensive understanding of

13



entrepreneurship (see the Entrepreneurship 2020 Action Plan, European Commission, 2013).
Therefore, our study responds dalls for research on the role of community religiosity on new
venture financingThird, we add to the emergent literature on kdoantry cultural value diversity
(Dheer,Lenartowicz, and Peterson, 2Q1hich explores the effect of a driver of firm exg#on and
performance. Guiso et al. (2003) contend that the extant literature is based esoardsg studies,

and that this impact of religious beliefs is confounded by profound differences related to other
institutional factorsThere is a growing coessus about the need to understand how-outetry

cultural value diversity affects economic activities but the contributions so far have been limited by
data availability. Thus, Switzerland which includes thegistence of different religiousTiliations,
represents a unique empirical setting.

At the same time, this study has some limitations. First, we focus on a single country; our
analyses should be repeated on a sample of different countries. Second, we focus on religion as a
crucial element of intr@ountry cultural value diversitythatexpDLQV LQGLYLGXDOVY SUR
via crowdfunding; other variables could be considered in future analysis. For instance, Switzerland
presents intr@ountry variation in spoken languages. Language is a principal means of transmitting
knowledge, andkKkH SULPDU\ PHDQV DOORZLQJ DFFHVV WR RWKHUVT
affect crowdfunding investment propensity. Thiralthough we consider and control fehne
geographicatlistance betweemvestors and project proponente were not able tassess whether
each individuainvestorwasreligious.Additionally, we did noassessvhetherthose seekinfunding
are religious. Ruture workcould investigae whether this would affect the relationship between
religious beliefs and crowdfunding investmelmast, we did not find differences betweelifferent
religious denominationsThis could be influenced by thiact that the majority of the population in
Switzerland belongs to the two main religious affiliaspnamely Catholics and Protestant. Future
researcltould replicate our study itontextswhereall religious denominationare well represented.

Despite its limitations,his paper has interesting inngdtions for proponents oéwardbased

entrepreneurial projects, managers of crowdfunding platforms, and policymakest,
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understanding the cultural value determinantsinofividual propensity toinvest in earlystage
companies via crowdfundingan provide insights useful for the development of policy focused on
promoting entrepreneurship. Second, by emphasizing the importance of religious beliefs and religious
affiliations for influencing investing behavior via crowdfunding, our study shoulp éetrepreneurs

and managers of crowdfunding platform in deciding in which country to launatathpaign and

platform respectively
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