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Abstract

Using Asymmetric Information and Social Networking theories the paper highlights the
relevance of these two theories to crowdfunding. The study combines these theoretical
perspectives with the practical aspects of startup companies raising finance using the crowd.
The key concepts of these theories are critically considered and the study is conducted in the
form of a review of the literature and expressing of opinion. Consequently, the experiential
justification of the theories presented is not within the scope of this paper. The study is also
limited generally to the field of crowdfunding as an alternate source of funding for start-up
companies. We evaluate and discuss how lack of information between project initiators and
backers can result in the project's inability to meet the project goal. We also consider how
social network connection affects fundraising using the crowd. First, crowdfunding has some
information difficulties because it involves the raising of funds using internet platforms.
Second, the number of a founder's social network connections is associated positively with
the capital raised from a project.

Keywords: Information Asymmetric, Crowdfunding, Social Networking, Startups

Introduction

The paper commences with an overview of the extant literature on the relevance of the
theoretical aspect of crowd financing by reviewing the defining literature on Asymmetric
Information and Social Networking theories in details. We also evaluate applications of these
theories based on crowdfunding. In particular, we critically consider the key concepts of these
theories and how they could be applied in practical terms. Existing research suggests that
crowdfunding has become an alternative source of funding for most startup companies
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because of the inability of these startup companies to raise fund from banks and other
traditional sources. This study offers several potential contributions to the literature on the
emerging debate regarding the applicability of the two theories to the crowdfunding concept.
The study conceptually synthesis these two theories to the concept of crowdfunding and
advances the literature on crowdfunding in multiple ways. We demonstrate that information
asymmetry and social network theories have a direct correlation with the workings of
crowdfunding.

To guide our research, we draw on the review of existing literature on the broader definition
of crowdfunding as a concept and then examine the relationship between this concept and
its theoretical applications. Although we discuss the definition of crowdfunding as an
alternative source of funding, we focus mainly on the conceptual idea of crowdfunding. While
the study recognizes that crowdfunding can serve as an alternative source of funding, perhaps
even more of concern is that lack of information between project initiators and backers can
result in the project's inability to meet the project goal (Belleflamme et al., 2014).

Literature Review

Crowdfunding is gaining popularity in recent times and has caught the attention of scholars
who have given various definitions to the concept (Cumming et al., 2019; Kassim et al., 2020).
Evidence emerging from the literature suggest that there are dissimilarities in the definitions
of crowdfunding among scholars. The study, therefore, presented the following prevailing
definitions (Cumming et al.,, 2019; Block et al.,, 2018; Kuppuswamy & Bayus, 2015a;
Belleflamme et al., 2014; Mollick, 2014).

Belleflamme, Lambert, and Schwienbacher (2013) see crowdfunding as an open internet; call
by project initiators for donations from the public in exchange for a reward from a future
project. Steinberg (2012) emphasized crowdfunding as being alternate funding raising
initiative in support of new business ventures. Mollick (2014) elaborated on the definition of
crowdfunding by explaining that minimal contributions from a large group of people from the
public could create significant capital for business start-ups. Agrawal et.al. (2011) added the
dimension of geographical location to their definition. They are of the view that geographical
location does not affect crowdfunding initiatives.

Regrettably, a critical look at the various definitions shows some gaps and it has therefore
become difficult to grip the meaning of crowdfunding. First, Agrawal's (2011) position that
crowdfunding has no geographical barriers is not entirely true concerning Sub Saharan Africa.
Because social media and access to the internet coupled with erratic power supply and lack
of regulations and laws in Sub Saharan African countries can act negatively on fundraising
activities beyond the borders of these countries (Cambridge Centre for Alternative Finance,
2017). Following this argument, we can argue that geographical locations can somewhat
adversely affect crowdfunding activities. Besides currency exchanges, lack of means of online
payments etc. can also affect crowdfunding outside the geographical locations of backers
(Berndt and Mbassana, 2016).

Theoretical Frameworks

Within this section, we evaluate and discuss how lack of information between project
initiators and backers can result in the project's inability to meet the project goal. We also
consider how social network connection affects fundraising using the crowd. First,
crowdfunding has some information difficulties because it involves the raising of funds using
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internet platforms (Ahlers et al., 2015; Mollick, 2014). Second, the number of a founder's
social network connections is associated positively with the capital raised from a project,
Mollick (2014).

Information Asymmetric Theory

Scholars have long recognized information-related challenges to the concept of crowdfunding
so to address this gap we first describe the information asymmetric theory and its application
to the concept of crowdfunding. We follow Akerlof (1970) comprehensive survey on how
information between buyers and sellers can lead to ineffective results in certain markets
(Akerlof, 1970). Akerlof (1970) argued that in many markets the buyer uses some market
statistic to measure the value of a class of goods. He further explains that this information
asymmetry gives the seller an incentive to sell goods of less than the average market quality.
Interestingly Spence (1973) confirms the findings of Akerlof (1970) in his signalling theory,
which states that one party (agent) credibly conveys some information about itself to another
party (principal). Rothschild and Stiglitz, (1976) endorse the findings by using the insurance
market as a basis for their argument on externalities caused by asymmetric information.
Besides, Mattsson (2005) concludes that asymmetric information and signalling are valid
concepts for describing the problems facing entrepreneurs and venture capitalists. This aligns
with the claim by Samuelson (1984) that the presence of asymmetric information may
preclude the possibility of reaching a mutually beneficial agreement.

Table 1
Empirical Results for information asymmetry and signalling theories
Author Empirical findings
Akerlof (1970) Information asymmetry gives a seller an incentive to

sell goods of less than the average market quality.

One party (agent) credibly conveys some information

S 1973
pence ( ) about itself to another party (principal).

Asymmetric information and signalling are valid
Mattsson (2005) concepts for describing the problems facing
entrepreneurs and venture capitalists

Ahlers et al. (2015) Signalling: Funding success is related to financial
transparency, amount of equity offered and human
capital.
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Bernstein et al. (2017) Signalling: Information on human capital is important,
while information on firm traction and lead investors is
not.

Source: Author’s construction

Table 1 presented the summary of the various views expressed by scholars on the
effects information asymmetry and signalling theories have on crowdfunding. We recognize
that these scholars presented their views from different perspectives. The study, therefore,
aligns with the views expressed by Mattsson (2005).

Figure 1 Information Asymmetry Theory

Signaling
cost/ Finance

Agent/ /

Crowd

Entrepreneur
(Principal)

Information
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Adverse

selection

Source: Akerlof, (1970)

Social Network Theory

The study next examines the role of social networks in assisting in the raising of start-up
capital using internet-based social media programs that make connections with investors and
backers easier. Friedkin (1993) a longitudinal study found that personal influence grows
stronger within more cohesive social networks than less cohesive ones. A further study
conducted by Short, et al., (2018), confirm that networks can enhance a venture's legitimacy
and reputation, and may thus serve as a signal of venture quality (Vismara, 2016). Other
studies suggest that Networks and business linkages have become vital channels through
which firms can access alternate funding for start-up businesses (McGee and Jones, 2019;
Vismara, 2016; Agrawal et al., 2015a). In addition, networks, as well as social relationships,
can provide access to valuable information. According to Granovetter (1983), this information
tends to be more valuable than information accessed through formal channels, because it is
more reliable and less redundant (Kauffman et al., 2019). Networks can also provide access
to potential suppliers and customers, as well as to financial resources. Figure 1 shows how a
lack of information could increase the cost of capital for both agents and principals.
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Figure 2 Social Network theory Model
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Figure 1 shows how a fundraiser (D) is socially connected to a variety of backers in the various
spectrum of the society, which are indicated by the nodes in the diagram. Such a fundraiser
has a high success rate for raising fund using the crowd (Kim and Hastak 2018).

Discussions and Conclusions

Crowd funding and Information Asymmetry

Although information asymmetries plague several sectors, we explore the possibility of how
crowdfunding can be directly linked to information asymmetry theory. According to Ahlers et
al., (2015) and Mollick (2014) crowdfunding has some information difficulties because it
involves the raising of funds using internet platforms within a short period. Similarly,
Belleflamme et al., (2014) also argue that because crowdfunding projects are usually at the
early stages of development there is usually some doubts about the sustainability of the
project. This doubt according to them is because the founder of the projects may have more
information about the quality of the project than the potential backers. The backers therefore
can be disadvantaged in terms of information regarding the credibility of the founder to
produce and deliver the product or service as required (Ahlers et al., 2015; Mollick, 2014;
Gerber et al., 2014).

To prevent the information gap Baum and Silverman, (2004) and Hsu, (2006) explain that
potential backers can establish start-up features that may signal the viability of the start-up.
They further hinted that an established stream of research following signalling theory Spence
(1973) has analyzed how signaler attributes and signaler actions influence the likelihood of
obtaining financial resources and achieving successful exit through initial public offerings
(IPOs) and acquisition (Baum & Silverman, 2004; Hsu, 2006). Many studies have offered
insights into how signals reveal information to potential investors about the prospects of
start-ups (Baum & Silverman, 2004; Hsu, 2007). For instance, patents filed by technology
start-ups can act as a credible signal of the underlying quality of the innovation and attract
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attention from private equity investors like venture capitalists and business angels (Baum and
Silverman, 2004).

Distinctive from previous researches that focus on other aspects of equity crowdfunding
Ahlers et al. (2015) explore the significance of signals in equity-based crowdfunding.
Accordingly, they concluded that signals about the quality of start-ups and uncertainty levels
relate positively to their funding success. Ahlers et al. (2015) focus especially on the parts
played by the worth of equity on offer, viz., human capital and financial forecast in increasing
the chances of raising adequate funding. In contrast, intellectual capital and social capital has
no relation to the funding success of start-ups (Hiller, 2017). Figure 1 presents the information
dissemination between the various actors such as the crowd (agent) and the entrepreneur

(principal).

Social Network theory and Crowdfunding

Existing research suggests that one's support network size can be estimated by the number
of friendship ties and signals of relational investment (Hui et al., 2014).

Social capital for investors is important for the financing of start-ups because of the network
of ties between entrepreneurs and potential investors (Shane and Cable, 2002). Mollick
(2014) confirmed the above assertion by stating that the relationship between proponents'
social capital and project outcome is positive. Mollick (2014) further explains that the number
of a founder's social network connections is associated positively with the capital raised from
a project. Colombo et al. (2015) also state that the founder's social capital plays a critical role
in attracting backers in the early days of a crowdfunding campaign. Ordanini et al. (2011) have
also confirmed the role of social capital in donation-based crowdfunding.

Crowdfunding, therefore, offers an opening to apply social network analysis to inform
decisions to connect and ask for support on social media. Scholars like Kauffman et al., (2019),
found that social network size, and support for a project page, are correlated with
crowdfunding success. Similarly, Short, et al.,( 2018) argue that the people within the social
network can spread information through social networks by easily sharing the information on
the project. When posting projects on equity crowdfunding platforms, proponents often link
their social network profiles to the platform accounts (Vismara, 2016).

A study conducted by Kuppuswamy & Bayus (2015b) on the dynamics of reward-based
crowdfunding argue that over a time contributions from backers for a project shows a u-
shaped pattern instead of a non-linear one. This is because the early and later stages of a
project's live time attract more funding from funders (Kuppuswamy & Bayus, 2015b). The
findings of Kuppuswamy & Bayus, (2015b) is similar for the various categories of projects,
regardless of size or objectives goals or the success story. They attributed the pattern
formation to the role played by family and friends in the early and final days of projects
(Kuppuswamy & Bayus, 2015b).

Furthermore, touching on herding behaviour Kuppuswamy & Bayus (2015b) are of the view
that funders are influenced by the amount of money raised during a particular funding
campaign. Herding, therefore, plays a vital role in funding campaigns (Kuppuswamy & Bayus,
2015b). This is because projects which can generate higher figures from backers outside social
media and other institutions are likely to be fully funded (Mollick, 2013). Qiu,(2013) finds
support for this argument by saying that projects, which featured prominently on the
homepages of crowdfunding platforms, receive greater contributions from backers. Mollick
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(2014) on the other hand, pointed out that funding success is determined by social network
size.

In a related, study on the role social networking plays in funding success on Peer to Peer
crowdfunding platforms, Lin et al. (2013) came out with the view that it is easier for friends
to have their loans funded and at a cheaper rate than other borrowers outside the social
network (Lin et al., 2013). According to them friends in the social network play important role
in spreading information about the credit quality to other potential borrowers. Similarly,
regarding herding behaviour, a study by Andrews (2010) shows that strategic herding
behaviour is prevalent among lenders such that potential funders follow the behaviour of
their peers on social media and crowdfunding platforms. According to them herding is
positively linked with loan performance and this is reflected in repayments of loan by
borrowers. The results of strategic herding are confirmed by Zhang and Liu (2012) who stated
that lenders use the lending decisions of their peers to measure the creditworthiness of
potential borrowers. In addition, unfavourable loan characteristics such as low
creditworthiness increase herding (Andrews, 2010).

On the issue of social capital, Colombo et al., (2015) argue that usually during the start of a
campaign internal capital plays a key factor. According to them internal social capital is social
capital within the crowdfunding platform (Colombo et al., 2015). Internal social capital can
only be earned by taking part in the internal groups of the respective crowdfunding platforms
(Colombo et al., 2015). They are therefore of the view that high internal social capital is linked
with successful funding only with there is active participation in the crowdfunding activities.
Besides, it is also a forecaster of the sum of money raised for a project, and this in turn
facilitates successful funding (Colombo et al., 2015).
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Table 2
Empirical Results for P2P Crowdfunding

Author Empirical findings

Pope & Sydnor (2011) Discrimination: Loan funding success is related to
the personal characteristics of the project
initiator

Zhang & Liu (2012) Herding behaviour: Herding behaviour exists as
funders infer creditworthiness of project initiator
by peer lending decisions.

(Ravina, 2011) Discrimination: Loan funding success is related to
beauty and race.

Lin et al. (2013) Social networks: Probability of getting funded is
positively correlated with the internal social
network size and quality.

Burtch et al. (2014) Proximity & culture bias: Funders prefer

geographically proximate and culturally similar
project initiators.

Herding behaviour: Herding behaviour exists and
is positively related to prior contributions and

Andrews, (2010
( ) subsequent performance of a loan.

Sources: Author’s construction

Table 2 presented and summarizes the various views presented by scholars on the social
network theory and how it influenced crowdfunding.
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Contrasting views on social networks and crowdfunding

Even though social networks play important role in the success of crowdfunding activities,
other scholars have come out with some views, which work contrarily to these views.
Several other factors such as race, skin colour, age etc. can one way or the other affects the
success of crowdfunding activities. For instance, Pope et al., (2011) in their study "What's in
a Picture.....?" shows empirical evidence in support of the fact that pictures play a vital role
in the success rates of loan listings. According to them, pictures on loan listing showing black
women, elderly and overweight applicants are less likely to be successful. However, pictures
on loan listing with white women with a military background have a high success rate (Pope
et al., 2011). There is therefore racial discrimination against black women, overweight
applicants and the aged regarding loan applications.

Similarly, taking it from the angle of the contributions of personal traits on funding success.
Ravina (2012) pointed out that beauty and race influence the decisions of lenders. According
to her, loan applications of beautiful women have a higher success rate in their loan
application even though they may have poor credit rating, which could make them default in
the loan repayments. In contrast, Burtch et al., (2014) presented evidence from their study
on Kiva platform to show that lenders prefer to transact businesses with borrowers within
their geographical boundaries and with people with whom they share similar cultures. They
concluded that the dual roles of geographical distance and cultural differences affect lenders'
decisions regarding the support for particular borrowers (Burtch et al., 2014).

Challenges of asymmetric information and social network theories

Although asymmetric information theory and social network theories are very useful tools,
they have some challenges. Our discussion is thus based on our observations of the literature
reviewed.

Firstly, Cawley and Philipson (1999) (life insurance) and Barros et al. (2010) (capital structure,
2010), have challenged the existence, evidence or practical duration of asymmetric
information problems causing market failure. Likewise, some other scholars have also
expressed similar views. They argue that in the real market not all participants are in the dark
when it comes to information processing and that government involvement in the market can
prevent prices from exactly reflecting known information, which can cause market failure
(Mishra et al., 1998; Liu et al., 2017; Cox et al., 2018; Elliott, 2018; Kim and Hastak, 2018).
However, Mishra et al. (1998) expressed concerns that customers usually do not have the
opportunity to appraise a worth of a product accurately before buying due to information
challenges. This is because usually, sellers misrepresent their product to gain undue
advantage over potential customers. More often than not, they try to cheat or exploit their
customers (Mishra et al. 1998).

Regarding social network theory, it has been established that crowdfunding project creators
have challenges in determining the size of their social network (Hui et al., 2014; Agrawal et
al., 2015; Vismara, 2016). More importantly, network size is class-based because celebrities
and the elite in society have larger network sizes and have wealthy project backers compare
to the underprivileged in society (Hardy 2013). Again, the elite in society- (celebrities, wealthy
business tycoons etc.) could easily grow their network by having more wealthy people that
can contribute to successful fundraising for a particular project. However, the under privilege
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often fails to grow this network of supporters because they are faceless people in society
(Kauffman et al., 2019).

Relation to other crowdfunding theory

In this subsection, we very briefly considered the two theories under discussion concerning
the agency theory.

More broadly, we interpret our views to suggest that the agency theory work in a similar
sense as asymmetric information theory and it is applicable in the field of crowdfunding
(Auronen, 2003). While we recognize the fact that this theory has been suggested in other
works of literature we aim at contributing to this knowledge by exploring the possibility of its
further application in crowdfunding. The study, therefore, offers some possible contributions
to the literature. The agency theory explains the relationship between principals and agents
in the business and it is mainly concern with solving difficulties that can occur in agency
relationships (Hill, C. W., & Jones, 1992; Hamscher et al., 1995; Pekmezovic Gordon Richard
Walker, 2015). This theory according to Auronen (2003) is the first theory to reflect on the
difficulties of asymmetric information theory.

The agency theory works under the assumption that the principal and the agent have
divergent interest and the appropriate way for the principal to limit this is to provide better
incentive packages for the agent (Chod and Lyandres, 2018; Goebel, 2019; Martin et al., 2019;
Pouryousefi and Frooman, 2019). In addition, the principal needs to pay the agent to spend a
resource to make sure certain decisions the agent takes will not harm the interest of the
principal (Martin et al., 2019). The stakeholders, which includes employees, communities, the
public, customers, suppliers, and creditors, have some form of legitimate claim or interest in
the business. It must be stated that the claim or the interest of the stakeholders is based on
the size or proportion of stake in the business (Cuervo-Cazurra et al., 2019). In broader terms,
stakeholders like the banks who provide loans to the business will want interest payment on
their loans. Employees want better salaries, job security and good working conditions.
Suppliers will want long-term contracts and stable contracts and prompt payments for their
supplies (Chod and Lyandres, 2018). Investors who provide the resources in the form of
capital to the business also want returns on their capital. Customers will want value for
money. The state and the community that provide the business with infrastructure and
location will expect corporate social responsibilities, tax payment and the protection of the
environment

Conclusion

We studied the defining literature for asymmetric information and social network theories
and their applications to crowdfunding as an alternate source of capital for startups. We also
evaluated the challenges of both theories and their application to crowdfunding and offered
the application of another theory. We are of the view that the applications of these theories
as presented in our study help in developing the theories further and explain many important
aspects of crowdfunding. It is clear from reviewed literature that these two theories have
several useful applications, which are practical concerning crowdfunding.

In particular, we critically consider the key concepts of Asymmetric Information and Social
Networking theories and their practical applications. We practically blend these two theories
to the concept of crowdfunding and advances the literature on crowdfunding in multiple
ways. We demonstrate that Information Asymmetry and Social Network theories have a
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direct correlation with the workings of crowdfunding. We make some theoretical
contributions by providing novel insights into how information asymmetry and social
networking theories play vital role in assisting project initiators to raise startup capital to
commercialize their innovations. However, we suggest that the application of these theories
to real crowdfunding should be methodically appraised.
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