
The Signaling Effects of Crowdfunding on
Venture Investors Decision Making
In recent years, crowdfunding has gained significant popularity as an alternative
method for entrepreneurs to raise capital and generate public support for their
innovative ideas. This method of financing has revolutionized the way startups
and small businesses secure funding, providing a platform for entrepreneurs to
showcase their potential and attract a large number of potential investors.

The rise of crowdfunding platforms has not only changed the game for
entrepreneurs but also created a new dynamic for venture investors. In traditional
investment scenarios, venture capitalists heavily rely on various signals to
evaluate the potential success of a startup. These signals often come from the
entrepreneur's personal network, reputation, and previous success. However, the
emergence of crowdfunding as a fundraising tool has introduced a new set of
signals that venture investors need to consider.

One of the significant signaling effects of crowdfunding on venture investors'
decision-making is the demonstration of market demand. By analyzing the
number of individuals willing to financially support a project, venture investors
gain valuable insights into the market potential and the level of interest in a
particular product or service. The more successful a crowdfunding campaign, the
stronger the signal of market viability, which can greatly influence venture
investors' decisions. However, it is important to note that high crowdfunding
success does not guarantee success in the market, as some campaigns might
solely be driven by promotional efforts or incentives.
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Another crucial signaling effect is the social proof provided by a successful
crowdfunding campaign. In a crowded market where venture investors receive
numerous investment proposals daily, being able to differentiate promising
startups becomes increasingly challenging. A successful crowdfunding campaign
signifies that the project has already garnered public support, indicating to
venture investors that there is a significant level of interest and potential for
success. This social proof acts as a powerful signal, reducing the perceived
uncertainty associated with investing in early-stage ventures.

The credibility and transparency demonstrated through a crowdfunding campaign
can also strongly influence venture investors' decision-making. Platforms such as
Kickstarter or Indiegogo allow entrepreneurs to present their ideas in a
comprehensive and transparent manner, providing detailed information about the
product, business plan, and market analysis. By successfully executing a
crowdfunding campaign, entrepreneurs showcase their ability to communicate
their vision effectively, manage resources, and build a community around their
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idea. These aspects contribute to the overall evaluation of the entrepreneur's
competency and can impact venture investors' perception of the startup's
potential for success.

However, it is important to consider the potential limitations and risks associated
with relying solely on crowdfunding signals. As crowdfunding campaigns primarily
target the general public, there is a risk of inflated popularity and lack of target
investors' interest. This arises due to the diverse characteristics of crowdfunding
backers who may not represent the target market segment that venture investors
aim to reach. Additionally, relying solely on crowdfunding signals may overlook
critical aspects such as intellectual property protection or the entrepreneur's
ability to navigate complex regulatory environments.

In , crowdfunding has introduced a new set of signals that venture investors must
consider when evaluating investment opportunities. The market demand
demonstrated through successful crowdfunding campaigns, the social proof
provided by public support, and the credibility exhibited by transparent
communication all influence venture investors' decision-making process.
However, careful analysis and consideration of potential limitations is required to
ensure that venture investors make informed decisions based on a
comprehensive evaluation of all relevant factors. Crowdfunding signals should be
viewed as valuable inputs rather than the sole determinants of investment
choices, allowing for a more holistic and accurate assessment of startup
potential.
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Michael Mödl examines the impact and signaling effects of crowd-based start-up
financing on subsequent venture capital funding rounds. The digital era has
substantially expanded the entrepreneurial financing landscape and crowdfunding
is emerging as a novel way for young innovative firms to secure scarce early-
stage funding. As the evaluations of venture capitalists and business angels
remain to be consequential for securing critical resources in later stages,
questions on the interactions between new and traditional forms of venture
financing arise. Drawing on choice experimental research designs the author
provides causal empirical evidence that while “the crowd” is generally seen as a
negative signal, it can generate certain positive signals which increase the
likelihood of professional venture investors to consider crowdfunded start-ups for
investment. The presented findings yield important implications for capital-
seeking entrepreneurs, investors and public policy.

Dr. Michael Maximilian Mödl completed his dissertation under supervision of Prof.
Dietmar Harhoff, Ph.D. at Ludwig-Maximilians-Universität München and at the
Max Planck Institute for Innovation and Competition.
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