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Answers 

Crowdfunding 
Jon Guest 

This resource provides answers to the questions set in the article on crowdfunding, on pp. 2–5 
of the September 2018 issue of ECONOMIC REVIEW. 

Question 1 
Who are the three key players in the crowdfunding market? 

The three key players in the crowdfunding market are: 

• The individuals/organisations trying to create or expand a business — the creators. 

• The individuals/organisation who want to invest in businesses — the funders. 

• The crowdfunding website/platform that brings the creators and the funders together. 

Question 2 
Explain the meaning of market failure in the context of the finance market for SMEs. 

In this context, market failure means that lending to SMEs that would potentially make both the 
funders and the owners of the firm better off, does not take place. Mutually beneficial transactions 
between creators and funders may not occur because of information problems. In particular, creators 
will always have more information about their own ability and the quality of their innovations than a 
potential funder. The risk that the value of the innovation is not as great as the creator makes it appear 
may mean that higher-quality innovations are less likely to receive the funding they require. This is an 
example of what economists call adverse selection, with only the lower-quality innovations raising the 
required finance. 

Question 3 
Discuss some of the advantages and disadvantages for a SME of using crowdfunding to raise 
finance. 

Advantages 
It may enable SMEs to raise finance at lower cost than using conventional sources for a number of 
reasons. 

• Typically, SMEs raise money from a local pool of funders including immediate family, friends 
and investors. Crowdfunding allows SMEs to reach a far wider audience of potential funders 
from across the world. This significantly increases their chances of accessing individuals with 
the highest willingness to pay to invest in their business.  
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• Crowdfunding can provide potential funders with far more information about the 
business/product than traditional sources of finance. The extra information could increase their 
willingness to pay to invest in the business. 

• With non-debt crowdfunding there is no obligation for the SME to provide its funders with a 
financial return. 

• In return for the finance, SMEs sometimes provide funders with early access to their new 
products. This can provide the business with valuable market research data. 

• It might enable the firm to raise funds (a) in addition to those initially required (b) more quickly 
than using conventional sources.  

Disadvantages 
• A major disadvantage of crowdfunding is the requirement to disclose information about a new 

product idea or innovation to a worldwide audience. If the SME does not have a copyright or 
patent then there is a danger that the innovation will be imitated/copied by a competitor. If the 
rival is a large firm with easier access to finance, it may be able to launch the product onto the 
market before the SME. 

• Professional investors may be able to provide expertise and advice about how to run the 
business effectively. Non-professional crowdfunders are (a) less likely to have this expertise 
(b) less likely to supply it if the size of their investment is relatively small. 

• Crowdfunding may not raise the level of funding required by the SME. 


