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Abstract

Purpose — The paper discusses the rationale for a widespread reliance on Codes of Conduct (CoC) in European
crowdfunding through the lenses of economic theories of self-regulation. By analysing the institutional design
of CoCs in crowdfunding, the paper illustrates the differences in their regulatory context, inclusiveness,
monitoring and enforcement. It offers the first systematic overview of substantial rules of CoCs in
crowdfunding.

Design/methodology/approach — A comparative case study of nine CoCs in Europe is used to illustrate
differences in their institutional design and discern the economic purpose of the CoC.

Findings — The institutional design of different CoCs in Europe mainly supports voluntary theories of self-
regulation. In particular, the theory of reputation commons has the most explanatory power. The substantial
rules of CoC in different markets show the potential sources of market failure through the perspectives of
platforms.

Research limitations/implications — CoCs appear in various regulatory, cultural, and industry contexts of
different countries. Some of the institutional design features of CoC might be a result of these characteristics.
Practical implications — Crowdfunding associations wishing to develop their own CoC may learn from a
comparative overview of key provisions.

Social implications — For governments in Europe, contemplating creating or revising bespoke
crowdfunding regimes, the paper identifies areas where crowdfunding platforms perceive market failure.
Originality/value — This paper is the first systematic study of self-regulatory institutions in European
crowdfunding. The paper employs a theoretical framework for the analysis of self-regulation in crowdfunding
and provides a comparison of a regulatory context, inclusiveness, monitoring and enforcement of different
CoCs in Europe.
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1. Introduction

“The promise and perils of crowdfunding” (Armour and Enriques, 2018) are still not entirely
known to all stakeholders, policymakers and regulators, who struggle to strike an optimal
balance between investor protection and the growth of the sector. Regulatory issues that
remain unaddressed as a result lead to uncertainty in the market, which can stifle the growth
of an emerging industry. To prevent this, crowdfunding associations across Europe have

created Codes of Conduct (CoC). These CoCs complement existing rules by bringing more | ‘
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BJM clarity as to how regulation should be implemented and by introducing new standards of
15.2 behaviour for crowdfunding platforms.
’ The practice of drafting and implementing CoC is commonly denoted in the literature of law
and economics as private ordering (Schwarcz, 2002). The voluntary association of firms to
control their collective behaviour is also known in the social science literature as industry self-
regulation (Bowen, 2019; Williams, 2004; Gunningham and Rees, 1997). Literature on private
304 ordering and self-regulation has mainly focused on private ordering of professions, such as

lawyers and accountants (Dingwall and Fenn, 1987; Philipsen, 2012; Van den Bergh, 2004),
voluntary environmental codes (Howard et al, 2000; Prakash and Potoski, 2007), voluntary
corporate governance standards (Belcher, 1996), international accountability standards (Gilbert
et al, 2011), self-regulation in banking (Stefanadis, 2003) and the ethics of industry self-
regulation (Bowen, 2019).

This paper aims to answer the question of what motivates crowdfunding platforms to
enact the rules of CoC. Drawing on the economic theory of self-regulation and the theory of
clubs, this paper outlines a theoretical framework for the study of CoCs in crowdfunding,
focusing on the context of their emergence and various institutional dimensions. Since
this paper focusses on the institutional design of CoCs, it will not analyse the actual
implementation of the CoCs by the platforms.

Existing literature on self-regulation in the crowdfunding sector is very scarce.
Schwienbacher (2014) briefly explains the merits of a CoC in crowdfunding. He argues that a
CoC sets the basis for the behaviour of the platforms and provides recommendations for the
interaction between platforms, investors and projects. Jegeleviciuté and Valanciené (2015)
make a brief reference of the CoCs of the UK Crowdfunding Association, the Financement
Participatif France and the European Crowdfunding Network as one of the means to
promote the crowdfunding industry. Turan (2015) briefly refers to the CoC discussions in
the European Crowdfunding Stakeholder Forum in 2014, where the ECN Code of Conduct
and the Peer-to-Peer Finance Associations Principles were discussed, as part of discussions
on the regulatory framework in Europe. Wenzlaff (2019) discusses the maturity of
crowdfunding ecosystems and contends that CoCs emerge only in later stages of
crowdfunding market development. Kshetri (2015, p. 11) argues that crowdfunding is more
likely to be successful “in an economy characterized by the existence of crowdfunding-
related trade associations”. Such associations also serve to coordinate behaviour of its
members and overcome the gaps in existing regulatory frameworks. Similarly, Lehner and
Harrer (2019, p. 76) emphasise the role of platforms in contributing to overall standards,
norms and traditions in crowdfunding.

This paper contributes to the study of market-based solutions to information asymmetries
in financial markets and the broader crowdfunding literature by providing the first glimpse
into the crowdfunding self-regulation. The contribution is twofold. Firstly, drawing on
existing theories of self-regulation, the paper elaborates a theoretical framework which links
the institutional design of CoCs to their economic purpose. Secondly, a comparative case
study highlights common features as well as diversity in the institutional design among CoC
in different European countries and relates them to specific solutions to collective action
problems that affect the efficiency of codes. Although the topic of the paper is closely related
to studies of business and management science, the approach taken is closely aligned with
research in the field of law and economics.

This paper is structured in the following way. The second section discusses existing
theories of self-regulation and characteristics of the crowdfunding market which prompt self-
regulation. It also proposes a theoretical framework for the study of the institutional design of
CoCs of crowdfunding associations. The third section explains the methodology to identify
the case studies of different CoCs in Europe and to cluster substantial provisions contained in
CoCs. The fourth section analyses the CoCs in the light of the theory of self-regulation and
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discusses variation in institutional features of CoCs across Europe. The fifth section Self-regulation
concludes and provides directions for further research. in European

crowdfunding
2. Theoretical framework for self-regulation in crowdfunding

2.1 Literature review of the theory of self-regulation
In the legal scholarship and the scholarship of law and economics, self-regulation is
understood as collective rules of conduct which do not originate from the government. These 305
rules are meant to produce market outcomes which would not have been achieved if market
participants were left to market forces alone (Ogus, 1995, p. 587). Self-regulation is taken to
imply “the situation of a group of persons or bodies, acting together, performing a regulatory
function in respect of themselves and others who accept their authority” (Black, 1996, p. 27).
It helps achieving “public policy objectives at lower cost than government regulation”
because of the information advantage which industry representatives have over regulators
(Bowen, 2019, p. 257). As opposed to formal institutions of the state, self-regulation belongs to
informal, private and social institutions, which may also serve to facilitate search and
information by members of society (Dixit, 2009). Self-regulating institutions can imply one or
several functions: formulation of rules, their interpretation, resolving disputes among group
members and enforcement, which usually includes some form of sanctions (Black, 1996).
However, self-regulation does not necessarily imply an absence of government. Four ways
in which state actors can relate to self-regulatory groups and bodies are (Black, 1996, p. 27):

(1) Mandated self-regulation: the government delegates regulatory powers to self-
regulatory groups;

(2) Sanctioned regulation: the government approves rules drafted by the self-
regulatory group;

(3) Coerced self-regulation: as a response to a rising threat of government regulation not
tailed to industry’s needs, self-regulatory groups create standards;

4) Voluntary self-regulation: without government engagement of any kind, members of
an industry or a profession create common standards for the behaviour of market
participants.

Rules formulated by self-regulatory groups can be legally binding or non-binding (Ogus,
1995, p. 589). The breach of legally binding rules leads to private or public law consequences.
The breach of non-binding rules leads to deprivation of certain rights within a group or
association, such as ostracism. Sometimes non-binding regimes allow group members to opt
out from certain norms, as long as a more appropriate behaviour can be demonstrated. Self-
regulatory rules formulated as recommendations on a voluntary basis lead to no sanctions in
case of non-compliance.

The question of the advantages and disadvantages of self-regulation is central in discussing
the effectiveness of such a framework. Van den Bergh (2004, p. 3-8) argues that self-regulation
is desired in industries in which market participants possess information advantage over
regulators. This information advantage allows the creation of more suitable rules and achieves
cost savings in relation to the enforcement of the rules. On the other hand, industry members
lack democratic legitimacy to create and enforce rules. A lack of governmental oversight might
lead to an abuse of self-regulatory powers to restrict competition.

The emergence of self-regulatory organisations depends on its advantages for the
companies bound by the self-regulatory framework. Self-regulation, similarly to government
regulation, is a result of a market failure in the form of information asymmetries, externalities
or public goods. On the assumption of unconstrained competition among firms, which
mternalise all the costs of their activities, and well-informed consumers, who can choose the
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BJM supplier with the best quality, regulatory rules would not be necessary. Under this
15.2 assumption, firms that opt for low-quality standards would be forced to leave the market.

’ Self-regulation, as was described in relation to the emergence of law in primitive societies
(Benson, 1988; Posner, 1980), is based on voluntary reciprocal arrangements. Members of an
industry or a profession are willing to comply with self-regulatory norms if they can expect
that other members will also adhere to such norms. The adherence to and sustainability of

306 self-regulatory regimes depend on the ability of the group to enforce rules. The most common
mechanisms of enforcement are the threat of expulsion of the non-compliant member and
temporary suspension of membership rights.

Theories explaining the emergence of private ordering emphasise either the “coerced” or
the “voluntary” nature of self-regulatory institutions, both are discussed in detail further.

One strand of economic literature emphasises that self-regulatory rules and organisations
emerge because of a threat of government regulation. Maxwell ef al (2000) argue that firms
are willing to reduce their harmful behaviour in order to save on political transaction costs
associated with government regulations. These costs stem from organising themselves to
influence policymakers once they enter into a political process (p. 586). Stefanadis (2003)
develops a model that explains the emergence of self-regulation in an innovative industry in
which new products are developed. Self-regulatory organisations can be regarded as a “club
owned by industry participants” (Stefanadis, 2003, p. 5). Their incentive to introduce self-
regulatory standards is to prevent the bureaucratic delays associated with ex-ante approval
of new products in the system of statutory regulations. The advantage of an industry club
formulating and enforcing regulatory rules is its superior knowledge about new technologies,
which allows the club members to save on costs of delaying new products.

The other strand of economic literature assumes that self-regulation emerges independently
of the government intervention on a voluntary basis to expand or complement existing
regulation. Due to information asymmetries, consumers are unable to distinguish between the
product qualities of different firms whose products typically represent credence or experience
goods[1]. It might be profitable for a firm to offer higher standards, yet it might as well be
prohibitively costly to produce credible signals of quality. Under conditions of uncertainty,
adverse selection emerges (Akerlof, 1978). Gehrig and Jost (1995) explain that self-regulation of
industry members serves as a signal of quality to outsiders. Industry members have strong
incentives to enforce and punish any member that deviates, given that a failure to comply with
industry standards weakens the signal of the entire club.

Prakash and Potoski (2007) explain why companies adhere to voluntary rules whose
purpose is to reduce negative externalities. Industry members who pursue voluntary
programmes create a club, as an “institution that supplies impure public goods” (Prakash and
Potoski, 2007, p. 776). Impure public or club goods are used within the meaning of the
Buchanan theory (Buchanan, 1965) as goods that are exclusively used by the members of a
club in a non-rivalrous way. In this context, club goods are “affiliation with the club positive
brand reputation” (Prakash and Potoski, 2007, p. 777) and are only available to those industry
members who incur the costs of producing positive (reducing negative) externalities. Both
Gehrig and Jost (1995) and Prakash and Potoski (2007) emphasise that self-regulation
overcomes the free-rider problem of public goods by introducing mechanisms of exclusion of
those club members who do not incur the costs of protecting club’s reputation.

Gorton and Mullineaux (1987) and Yue and Ingram (2012) argue that the reputations of
different firms in the same industry are interrelated. A non-compliance by one member
breaking the trust of consumers harms the reputation of the industry. Adherence to high-
quality standards by competitors creates a positive image of the industry, splitting rewards
among all members. Yue and Ingram (2012) claim that “reputation commons” cause the
emergence of self-regulation in industries where “outsiders are not equipped with specialised
knowledge to distinguish between the behaviours of the industry’s individual members” (Yue
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and Ingram, 2012, p. 6). It is in the self-interest of market participants to cooperate with -~ Self-regulation
respect to setting and enforcing rules. Cooperation among industry members allows for in European
mutual benefits that could not be attained through market forces. crowdfundin

The aforementioned theories were developed outside the crowdfunding context in relation g
to different financial and non-financial industries. They are nevertheless relevant to the
crowdfunding market in Europe, given that this industry has been governed by a self-
regulatory regime since a few years after its emergence. Platforms in various countries have 307
adopted CoCs, which were drafted and promoted by crowdfunding associations. Self-
regulatory regime emerged in very different regulatory contexts, sometimes in anticipation of
crowdfunding-specific regulation and in other instances after, or, as a reaction to it.
A widespread practice of adopting CoCs in crowdfunding markets in different European
jurisdictions raises the question as to which of the aforementioned theories is best able to
explain their purpose. Answer to this question has multiple implications for the regulators in
these countries, given that the motivation behind this phenomenon is likely to affect the
outcomes in these markets. Moreover, the content of self-regulatory rules is informative about
which aspects of crowdfunding business are a potential source of market failure.

The following subsection discusses characteristics of crowdfunding markets which
provide support for competing theories of self-regulation. The following subsection outlines a
theoretical framework for understanding the purpose of CoC in the crowdfunding markets
and discusses the motivation to focus on the institutional design of the CoCs.

2.2 Characteristics of the crowdfunding market and the theory of self-regulation

In an attempt to discern the motivation behind a widespread practice of adopting CoCs in
different European jurisdictions, it is informative to look at some of the characteristics of the
crowdfunding industry.

Several features provide support for the theory of “coerced self-regulation”. Crowdfunding
platforms, which act as financial intermediaries between projects and investors, are part of
the digital transformation of businesses and profit from the widespread use of social media
(Cumming and Hornuf, 2018, p. 12). The novelty of this industry consists of providing new
channels of communication and new ways to gather information, which allow investors to
assess the viability of projects better. Technological tools to estimate the risk of projects and
match it with investors’ risk preference are commonly used. From the point of view of
projects, the participation of a significant number of investors also generates information
about their individual preferences for goods or services they offer. This is commonly denoted
as “wisdom of crowds” (Surowiecki, 2005). Crowdfunding platforms have been
experimenting with different business models and products, including different financial
instruments, tools to pre-select projects and govern investments after the completion of a
campaign. Regulatory delay in approving new business models and products may stifle these
innovative efforts. This incentivises industry members to develop self-regulatory rules in the
form of CoCs, which are more flexible and easily revised, allowing to keep pace with industry
developments. In line with Stefanadis (2003, p. 5), self-regulation in crowdfunding, which pre-
empts government regulations, can be attributed to continuous technological change in this
industry and the requirement to ask for ex-ante permission from the regulator to introduce
new products and services[2]. Similarly, (Lehner and Harrer, 2019, p. 89) argue that
crowdfunding platforms have an incentive to work together to inform and influence
legislation to enhance the current regulatory status. These arguments are consistent with
empirical findings that the “changes to regulations” are ranked as one of the highest risk
factors by platforms operating different business models (Ziegler et al., 2019, p. 53-54).

Support for theories of “voluntary self-regulation” comes from the nature of services that
crowdfunding platforms offer, which can be characterised as “credence goods” (Darby and
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BJM Karni, 1973, p. 69; Nelson, 1970). Investors are often not able to judge the quality of
15.2 platforms’ service neither before nor right after their experience on the platform.
’ Crowdfunding platforms have a specific “look and feel” which make them
indistinguishable from other platforms at first sight. The presentation of projects on a
platform often includes a pitch video, a project description, a team section and a bar graph
displaying the volume funded by the crowd[3]. The similarity of the websites’ designs across
308 the industry stems from the interaction between competitors duplicating successful website
layouts. By providing user interfaces which are known to potential investors, thus, reducing
the switching costs between platforms, market players increase the likelihood of investment.
The layout can be replicated at low cost by a new entrant. Thus, the setting up of the
platform does not serve as a credible signal of quality. The recognisable design increases the
costs for an investor to infer the quality of platforms’ services which are relevant for the
selection of a platform such as fees, due diligence of projects, operational infrastructure, data
protection standards and post-campaign services. The “credence” nature of these services is
reinforced by the fact that retail investors typically pledge small amounts of money which
do not justify high costs of platforms’ comparison. As a result, platforms which offer high-
quality service are unable to distinguish themselves from low-quality ones. In addition, they
are likely to experience negative reputational spillovers from platforms which deceived
investors (Akerlof, 1978).

In line with the voluntary self-regulation theory of Gehrig and Jost (1995) and Prakash and
Potoski (2007), crowdfunding platforms have an incentive to coordinate their behaviour.
They create club-like institutions which enforce rules for high-quality service. Such
mstitutions are embedded in CoCs, which stipulate substantial rules of platforms’ behaviour,
as well as procedural rules of enforcement. Through the mechanism of a threat of exclusion of
those platforms unwilling to adhere to the high standards, platforms ensure that high
standards of service are achieved and benefits enjoyed by complying members. Enforcement
can also be achieved through the withdrawal of specific rights, such as the right to make
public their membership in the club-like institution. These rules also serve as a means to
restrict competition by increasing barriers to market entry.

The emergence of CoCs in the early stages of industry development underpins an argument
that it is a means to protect “reputation commons”. When CoCs were introduced in different
European countries, the crowdfunding industry was going through a legitimisation process,
which has a cognitive and socio-political component (Aldrich and Fiol, 1994, p. 648). Cognitive
legitimisation refers to the public knowledge about crowdfunding activity, whereas socio-
political legitimisation implies public acceptance of the industry as appropriate and
economically viable. As shown by Jegelevicitité and Valanciené (2015), CoCs are one of the
tools through which the crowdfunding industry is promoted by its members. The
interdependence between the individual reputation of platforms and the reputation of the
crowdfunding industry has been highlighted in several surveys. Platform operators rank the
risk of a failure of a prominent competitor as very high (Ziegler et al, 2018) suggesting that
“reputation commons” are threatened. However, the existence of separate CoCs for lending- and
equity-based crowdfunding, such as in the United Kingdom, suggests that the fear of a failure
does not necessarily transcend the business models of crowdfunding. Equity-based
crowdfunding platforms might not be afraid of a failure of a lending platform, and vice versa.

Different characteristics of the crowdfunding market are able to underpin both “coerced”
and “voluntary” theories of self-regulation and explain the widespread reliance on CoCs.
Unlike in traditional financial markets, many aspects of the crowdfunding activity are left to
platforms to choose, even in jurisdictions which have adopted bespoke crowdfunding regime
— which are regulatory regimes that are tailored to the technological specifics of
crowdfunding markets. This leeway of platforms is a result of incompleteness of existing
regulations, uncertainty regarding inherent risks, or platforms’ innovative efforts which can
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result in circumvention of applicable rules. In many instances, the applicability of certain - Self-regulation

laws that are not crowdfunding-specific is subject to ambiguous interpretations. in European
In the following subsection, this paper will discuss how the institutional design of CoCs :

: Wi . crowdfunding

can explain the emergence of self-regulation in crowdfunding markets.

2.3 Institutional design of codes of conduct and the theory of self-regulation

Mere features of the crowdfunding industry do not provide a definite answer which of the 309
theoretical explanation is the most plausible. In contrast, the institutional design of the chosen
self-regulatory regime provides better guidance. In the rest of this section, the paper argues
that if the CoC is rationally designed, some of the institutional features can reveal the
rationale for the adoption of CoCs. In relation to this, the paper outlines a simple theoretical
framework for the study of CoCs in the crowdfunding industry, which builds upon competing
theories of self-regulation discussed earlier.

Each of the three theories of self-regulation (“coerced theory”, “club theory”, and “reputation
common theory”) emphasise a different economic problem that market players are trying to
solve when adopting and adhering to self-regulatory rules. As a consequence, the institutional
design of CoCs is expected to reflect the underlying rationale for their adoption.

The “coerced theory” of self-regulation emphasises the threat of government regulation.
As discussed earlier, it is either savings on “political costs” or “costs of delaying the
introduction of new products” that motivate market participants to introduce a self-
regulatory regime. In order for the industry to be successful at pre-empting or deferring
government regulation, the adopted self-regulatory framework must emulate the framework
which a government would create. Deferring state regulation implies that CoCs are
introduced before crowdfunding-specific regime, although it is conceivable that “coerced
CoCs” appear with the intention of deferring further revisions of the crowdfunding-specific
regime. Given that government regulations would be mandatory for all members of the
industry, “coerced CoCs” are likely to be open for signing by all platforms (of a particular
business model pertaining to the perceived scope of the regulation). Given that government
regulation relies on centralised monitoring by the regulator and robust enforcement
mechanisms, “coerced CoCs” are expected to have a similar institutional design. For instance,
in a “coerced CoC”, a crowdfunding association is likely to take over the monitoring and
enforcement role. As to the content of substantial rules of CoCs, a “coerced CoC” would create
new obligations for platforms. Such a CoC would not emphasise rules already written in laws
and regulations, as these are already enforced by the regulator.

P1. Platforms creating CoCs to stifle government regulation, in accordance with “coerced
theory”, are more likely to opt for rules which:

(1) precede the introduction of crowdfunding-specific regulatory regime;

(2) target all market participants (inclusive membership);

(3) create strong and centralised monitoring by the crowdfunding association;
(4) introduce strong enforcement mechanisms;

(5) do not restate obligations which are already required by existing laws and
regulations.

Voluntary theories of self-regulation deny that self-regulation is primarily a result of a threat
of government regulation. Instead, voluntary theories of self-regulation propose that it is in
the best interest of market participants to create rules which would help them resolve the
collective action problem inherent in public goods or the issue of overuse of commons. “Club
goods” theories assume that self-regulations resolve the problem of free riding in relation to
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BJM industry reputation by creating a club of close-knit market participants. These market
15.2 participants comply with self-regulatory rules in order to benefit from a credible signal of
’ quality. For the signal to be credible, the institutional design of the self-regulatory regime
has to solve the issue of excludability of non-compliant industry members.
In the crowdfunding context, “club good” rationale for CoCs entails that a membership will
be limited to few platforms willing to adhere to high-quality standards, which will be clearly
310 distinguishable from the rest of the industry. A right to display a logo or other label
associated with a CoC is likely to be prominently displayed. Unlike “coerced CoCs” which are
likely to appear before state regulations, CoCs that create a club of quality platforms are likely
to appear both before and after state regulations. A self-regulatory club can emerge in a
regulated environment as well because incomplete, unclear or insufficient laws and
regulations are a threat to market participants aiming to provide high-quality services. In
order for exclusion to be a credible threat, such CoCs are likely to introduce strong monitoring
and enforcement mechanisms. However, unlike “coerced CoCs”, decentralised monitoring, in
which platforms supervise compliance of each other, is likely to be also introduced. This is
due to the fact that small membership base leads to reduced costs of monitoring as well as
transaction costs of coordinating monitoring efforts. Since excludability lies in the definition
of a club, CoCs that serve as a club-like institution are expected to have strong enforcement
mechanisms in place which would ensure compliance. Given that self-regulatory clubs serve
as a quality signal, this signal might as well be used to demonstrate compliance with existing
state regulations. As such, substantial rules of CoC are likely to restate platforms’ obligations,
which are already required by existing laws and regulations.

P2. Platforms creating CoCs with the purpose of excluding non-complying members, in
accordance with “club good theories”, are more likely to opt for rules which:

(1) precede the introduction of the crowdfunding-specific regulatory regime or follow
and complement an existing one;

(2) target a limited number of market participants (exclusive membership);
(3) create strong centralised and/or decentralised monitoring;
(4) introduce strong enforcement mechanisms;

(5) create new rules and/or restate obligations which are already required by existing
laws and regulations.

“Reputation commons” theory considers self-regulation as a means to overcome the issue
of overuse of commons. In the crowdfunding market, industry reputation is being
“overused” because platforms cannot internalise all the costs they create for the industry
reputation when lowering the quality of their service. Low-quality service of platforms
creates spillover effects for the entire industry, given the interconnectedness of the
reputation of all industry members. As a consequence, CoCs are likely to create rules which
will help to get all market participants “on board”, by increasing the benefits of cooperation
or increasing the costs of deviation. Similarly to other voluntary theories of self-regulation,
the adoption of CoCs is independent of the time of introducing state regulations in a
particular jurisdiction. Inclusive membership of such CoCs also dictates monitoring and
enforcement mechanisms. Due to a large number of members, monitoring is likely to be
delegated to a crowdfunding association or another designated body. However, their
monitoring powers might be weak due to the resistance of smaller platforms to more
intrusive methods of detecting non-compliance. As a result of a compromise of a large
number of actors, rules are likely to reflect the common ground among them.
Consequentially, weak monitoring is often accompanied by weak enforcement. As to the
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content of CoCs substantial provisions, both new rules and reference to existing rules are -~ Self-regulation
likely to be included, since industry reputation is equally at stake when existing laws are in European

not adequately implemented. crowdfunding

P3. Platforms creating CoCs with the purpose of protecting industry reputation, in
accordance with “reputation commons theories”, are more likely to opt for
rules which:

311

(1) precede the introduction of the crowdfunding-specific regulatory regime or follow
and complement an existing one;

(2) target all market participants (inclusive membership);
(3) create weak/centralised monitoring;
4) introduce weak enforcement mechanisms;

(5) create new rules and/or restate obligations which are already required by existing
laws and regulations.

Table I summarises the theoretical framework outlined earlier, emphasising common
institutional dimensions between existing theories as well as their distinctive dimensions.

In conclusion, the three competing theories share many institutional characteristics.
The main argument of distinction between “coerced” and “club goods” theories is exclusive
membership, decentralised enforcement and reference to existing laws, which are likely to
appear in relation to club-like institutions. Self-regulatory regimes which emerge as a
response to a threat of government intervention are also unlikely to have in place weak
monitoring and enforcement mechanisms inherent in the institutional design of CoCs that aim
to protect reputation commons. Finally, the difference between the two voluntary theories of
self-regulation lies in the inclusiveness of membership and efficacy of monitoring and
enforcement mechanisms.

The rest of the paper relies on this theoretical framework to discuss what the institutional
design of CoCs adopted in different European jurisdictions suggests about the economic
rationale for self-regulation in crowdfunding.

3. Methodology of case studies
This paper conducts a comparative case study of the existing CoC in the crowdfunding
markets (comparative case study) (Yin, 2014).

In line with crowdfunding literature (Belleflamme ef al., 2014; Blohm et al, 2013; Haas et al. ,
2014; Hemer et al., 2011), the paper uses the term “crowdfunding” to denote all four business
models (donation-based, reward-based, equity-based and lending-based crowdfunding).
The use of this term does not necessarily coincide with its narrower use in some CoCs.

Institutional Voluntary theory
dimension Coerced theory Club goods Reputation commons

Origin Anticipating state Anticipating or reacting to Anticipating or reacting to
regulations existing state regulations existing state regulations
Inclusiveness Inclusive Exclusive membership Inclusive membership
membership
Enforcement and Strong and Strong and centralised/ Weak and centralised
Monitoring centralised decentralised Table L.
Content Creating new rules  Creating new rules and/or Creating new rules and/or Theoretical framework
restating existing rules restating existing rules for crowdfunding CoCs
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BJM The focus of this paper is on CoCs in European Crowdfunding markets, since comparable

15.2 frameworks regulate platforms headquartered in the European Union. The authors of this

’ paper were able to verify their findings with representatives of crowdfunding associations in
Europe, which additionally made the focus on European CoCs reasonable.

The authors focused on CoCs by crowdfunding associations. The existence of association-

wide CoCs does not prevent platforms from having their own CoCs. Desk-based research of

312 the most significant crowdfunding platforms found that platforms describe the relationship

with their users in specific terms, which are part of the contractual arrangements

between platforms and investors. The duties imposed by the CoCs of associations shape the

contractual arrangements on a platform. For instance, the German Crowdfunding

Association requests projects to report regularly to investors. Members of the German

Crowdfunding Association have to implement these reporting standards into their terms. The

implementation of the association-wide CoCs into platform terms is beyond the scope of this

paper but will be part of future research by the authors.

To assess if and where CoCs exist in the field of crowdfunding, the authors conducted
desk-based research. The first step was to create a list of associations of crowdfunding
platforms in Europe, download and translate the CoCs found on the websites of the platforms.
The authors reached out to representatives of the associations, especially to verify the year of
adoption of the CoC and the year of adoption of the respective crowdfunding regulatory
framework. In addition, the authors used the common search engines for terms such as “Code
of Conduct Crowdfunding” and “Best Practice Guidelines Crowdfunding”. The term
“Crowdfunding” was exchanged with more specific terms such as “Crowdinvesting”,
“Equity-based Crowdfunding”, “Peer-to-Peer-Lending” or “Lending-based Crowdfunding”.

The Internet search might not have captured all existing CoCs since not always the term
“Code of Conduct” is used. For instance, the Austrian CoC is published under the name
“Standesregeln” (rules of the branch). Therefore, the authors reached out to crowdfunding
experts and representatives of crowdfunding associations to verify the existence and details
of CoCs. If the statutes of the association referred to the CoC, the authors included the statutes
in the analysis. Still, this paper might not have captured all rules related to the behaviour of
members inside associations. For instance, the German Crowdfunding Association has a
separate document which organises the mandate of the board (Vorstands-
Geschaftsordnung), which is not published by the association. The authors concluded that
the analysis of all statutes would have been beyond the scope of this paper.

The sample did not include all found CoCs. The website www.crowdsourcing.org
developed the Crowdfunding Accreditation for Platform Standards (CAPS). Crowdsourcing.
org also created the first global market reports (Massolution, 2015). The CAPS programme
was active between 2010 and 2012 and accredited mostly Anglo-American platforms. The
standards developed by Crowdsourcing.org are no longer available for analysis. The impact
of the CAPS programme on CoCs in the United Kingdom can therefore not be assessed.

The Spanish Crowdfunding Association released a CoC for investors (Asociaciéon
Espanola de Crowdfunding, 2018), which outlines the tax provisions for supporters and
mvestors. Since this CoC does not regulate platform behaviour or project owner behaviour,
the authors did not include this CoC in the analysis.

The EU-financed project CrowdFundPort includes three equity-based crowdfunding
platforms which were asked to create a CoC for crowdfunding platforms in Germany, Austria,
Italy, Hungary, Czech Republic, Slovakia, Poland, Slovenia, Croatia) (CrowdfundPort, 2016).
The Austrian and German CoC existed before the publication of the CrowdfundPort
recommendations. No crowdfunding association exists in Italy, Hungary, Czech Republic,
Slovakia, Poland, Slovenia or Croatia. The authors concluded that no crowdfunding
associations implemented the recommendations and did not include this document in the
analysis.
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In total, the authors found 12 CoCs in the crowdfunding market drafted by associations of = Self-regulation
platforms or platform consortiums (See Table II). The sample includes nine of these 12 CoCs. in European
Two of the CoCs are transnational in character (European CoC and Nordic CoC), while the :

. e crowdfunding
remaining seven are country-specific CoCs.

A preliminary analysis from this sampling suggested a predominance of CoCs drafted for
equity-based and lending-based crowdfunding platforms. Subsection 4.2 discusses the
relationship between the CoCs and the business model of the platform. The business model 313
focus of the CoC is derived firstly from a specific mentioning of equity- and lending-based
crowdfunding in the CoC; secondly from the content analysis of the provisions which apply
only to financial-return-based models such as equity- and lending-based crowdfunding; or
thirdly, from the membership structure of the associations. The predominance of this
business model of crowdfunding platforms can be explained by the more prevailing fear of
market failure in equity-based and lending-based crowdfunding, as discussed in the previous
section (Ziegler et al., 2018, 2019).

The European Union is in the process of adopting its European Crowdfunding Service
Providers Regime (European Commission, 2018; European Parliament, 2019). In both
transnational and national CoCs provisions of the upcoming regulation are found, such as
disclosure of default rates and risk warnings. The impact of the CoC of the European
Crowdfunding Network (2015) on the Regulatory framework is beyond the research scope of
this paper, but anecdotal evidence points out that deliberations in the associations had a
formative impact on both the proposal of the European Commission and the adopted position
of the European Parliament.

Based on this possible relationship between CoC provisions and emerging regulatory
frameworks, the authors used the method of “Grounded theory” and “Open coding” to cluster
the content of the provisions (Corbin and Strauss, 2015) The paper proposes a three-tier
structure for the analysis of the CoC provisions.

Internet search (7) Outreach to associations (5)
Included in the sample (9) UK Crowdfunding CoC Austrian CoC
UK Lending CoC German CoC
Dutch CoC French CoC Table IL
European CoC Estonian CoC Overview of CoCs
Nordic CoC found by desk research
Not included in the sample (3) CAPS CoC Spanish CoC and outreach to
Crowdfund Port CoC associations
Level 1 Level 2
Provision Provision Provision text and translated text (from
purpose context Level 3 Provision duty the French CoC)
Investor Post- Label Original Text
Protection Investment Limitation of Losses 86 [...] En tout état de cause, le financeur
Reformulated Text ne peut subir de pertes sur une platforme
Investors Losses are au-dela de son investissement initial. [. . .]
limited to their original Translation: Table IIL.
investment 86 [. ..] In any event, the funder may not Example of content
incur losses on a platform beyond its analysis of Coc
initial investment. [. . .] provisions
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BJM Table Il shows an example of the content analysis. The authors translated a provision: a
15.2 provision focussing on investors’ losses. This provision only appears in the French CoC. The
’ authors then reformulated the provision by clearly stating the obligation. If it was possible to
identify the holder of the obligation, then the reformulated provision was phrased as “The

platform ensures...” or “The project ensures that...”, as can be seen in Table VII and
Table VIII of subsection 4.4.
314 All provisions underwent a first-level clustering. This paper proposes a first-level

clustering with four themes:

(1) Provisions related to the relationship between association and platform (framework)
(2) Provisions related to transparency of either the platform or the project

(3) Provisions related to investor protection

(4) Provisions related to the business conduct of the platform

These three themes are interrelated. An increase in transparency on both the project and the
platform protects investors. Better business conduct of the platform protects investors.
The authors clustered the provisions on a second level by analysing the context of the
provision (Table IV).

Subsection 4.2 discusses the provisions related to the relationship between the association
and the members in detail. The paper proposes to differentiate between provisions detailing
the purpose of the CoC, provisions detailing who can adhere to the CoC and provisions
detailing the monitoring of the members’ adherence to the Coc.

Provisions related to transparency and related to investor protection can be clustered
according to their relevance before or after the decision of the investor to invest.
Transparency provisions can be clearly distinguished by the fact that they formulate
specific obligations towards the project or platform. Investor protection provisions relate to
terms in either the contract between platform and investor, or the contract between investor
and project or both. Business conduct provisions are obligations of the platform. They cannot
be grouped along the lines of pre-investment or post-investment process because they refer to
ongoing business procedures of the platforms.

First level clustering Second level clustering
Framework Purpose
Inclusiveness
Monitoring and Enforcement
Transparency Platform-Specific Transparency (Pre-Investment)

Platform-Specific Transparency (Post-Investment)
Project-Specific Transparency (Pre-Investment)
Project-Specific Transparency (Post-Investment)

Investor Protection Investor-Protection (Pre-Investment)
Investor-Protection (Post-Investment)
Business Conduct Good Governance

Conflict of Interest
Detection of Unlawful Behaviour
Transactions

Table IV. Data Security and IT
First-level and second- Cease of Operation
level clustering Competition
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Based on the clustering, the authors decided to focus on the framework provisions because - Self-regulation
these provisions are best suited to relate them to the theoretical framework discussed in the in European
previous section. The findings are discussed in the next section. crowdfunding

4. A comparative study of codes of conduct in the European crowdfunding

market 315
This section analyses the CoC in crowdfunding markets in Europe and discusses their
institutional characteristics in relation to economic theories explaining the purpose of self-
regulation discussed earlier. The first part of this section discusses the origin of CoCs across
different European crowdfunding markets. The second part considers inclusiveness and
membership criteria of different CoCs. The third part examines the efficacy of different CoCs
as a regulatory tool, based on their monitoring, enforcement and dispute resolution
mechanisms. The last part provides an overview of the content of CoCs, that is, their
substantial provisions, indicating the issues of transparency, investor protection and good
governance that arise in crowdfunding from the lenses of platforms.

4.1 Origins of codes of conduct
Most crowdfunding markets in Europe emerged before a bespoke national crowdfunding
regime. A bespoke crowdfunding regime is a regulatory framework designed specifically
for crowdfunding activities, platforms and other market participants (such as issuers/
borrowers and investors/lenders). Bespoke regimes can differ with respect to the scope and
extensiveness of tailored rules.

Existing rules tailored to traditional financial intermediaries are not necessarily
applicable and suitable to a nascent industry such as the crowdfunding industry. Yet
crowdfunding markets face the same issues that led to extensive regulations in capital
markets and banking: market failures associated with asymmetric information and negative
externalities. The magnitude of these issues is unknown to policymakers. In some countries,
they deferred the adoption of a crowdfunding-specific regulatory regime until the industry
reached a certain stage of maturity (Wenzlaff, 2019). In some other countries, regulators
introduced bespoke-crowdfunding regimes to stimulate its development. Some empirical
evidence shows that there is a high correlation between adequacy of crowdfunding
regulations as perceived by platforms and volumes per capita (Ziegler et al., 2019, pp. 55-56).
Even in countries with high volumes per capita, some of the relevant questions often
remained unaddressed by regulations or gave rise to ambiguities in interpretation. This has
created an incentive for platforms to take pre-emptive actions.

Crowdfunding platforms in different countries, usually under the auspices of national or
transnational crowdfunding associations, introduced a self-regulatory regime in the form of
CoC. Table V provides an overview of the association, the country of origin, the CoC and its
denotation in this paper, the year of adoption and the year of adoption of the respective
crowdfunding regulatory framework{4].

The study identified nine relevant CoCs in crowdfunding markets in Europe, as listed in
Table V. Two of the CoCs are transnational in character (European CoC and Nordic CoC),
while the remaining seven are country-specific. The European CoC explicitly states that it
does not constitute a court-enforceable regulation and that it does not overrule provisions of
national CoCs. No such provisions can be found in the Nordic CoC.

Some CoCs are explicit about the possibility of foreign-based platforms operating in that
country to join the crowdfunding association and adhere to the CoC (for instance, UK
Crowdfunding CoC and UK Lending CoC). The United Kingdom is the only country where
two CoCs were identified (lending- and equity-based crowdfunding).
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Code of conduct

15 ,2 andthedenotation ~ Yearof  Crowdfunding

Name of the association Country in this study adoption  regulatory framework

UK Crowdfunding United UK Crowdfunding 2013 1 April 2014

Association (UKCFA) Kingdom CoC

Peer2Peer Finance United UK Lending CoC 2013 1 April 2014 (revised

316 Association (P2PFA) Kingdom rules applicable as of 9

December 2019)

Financement Participatif France French CoC 2014 1 October 2014

France (FPF)

Bundesverband Germany German CoC 2016 10 July 2015

Crowdfunding (BVCF)

Wirtschaftskammer Austria Austrian CoC 2016 14 August 2015

Osterreich — Fachverband

Finanzdienstleister —

Arbeitsgruppe

Crowdfunding (WKO)

Nederlands Crowdfunding Netherlands Dutch CoC 2017 1 April 2016

(NF)

Finance Estonia (FE) Estonia Estonian CoC 2016 X

European Crowdfunding Europe European CoC 2015 Proposal by the

Network (ECN) European Commission

in 2018. Adoption by the
European Parliament in
2019. Adoption by the
European Council still

open.
Nordic Crowdfunding Norway, Nordic CoC 2017 1 September 2016 (only
Alliance (NCA) Sweden, in Finland)

Table V. Denmark,

Overview of Finland,

existing CoCs Iceland

CoCs of most of the countries were adopted under the umbrella of crowdfunding associations
at the national or transnational level. In two countries, the CoC was published by an
organisation whose membership is open to companies other than crowdfunding platforms. In
Estonia, the CoC was issued by Finance Estonia, an organisation that gathers members from
various Fintech industries. In Austria, the CoC was issued by a subsection of the Austrian
Chamber of Commerce (Wirtschaftskammer Osterreich) — Financial Intermediary
(Fachverband Finanzdienstleister), which established a working group on crowdfunding
(Arbeitsgruppe Crowdfunding).

CoCs have appeared in countries with most developed crowdfunding market, in terms of
either total volumes (the United Kingdom, France, Germany, Netherlands, Nordic Countries,
Austria) or volumes per capita (Estonia) (Ziegler et al.,, 2019). The relationship between the
maturity of a crowdfunding market and the existence of CoCs and crowdfunding associations
is twofold. CoCs may facilitate the growth of the industry by creating trust among different
stakeholders. One of the purposes of crowdfunding associations is to provide institutional
coordination among its members to fill out the gaps in regulatory frameworks, thus helping to
improve the crowdfunding ecosystem (Kshetri, 2015, p. 102). However, the costs of operating
a crowdfunding association and enforcing rules of CoCs become easily justifiable in a
consolidated market. Given the number of different factors that affect the development of
crowdfunding industry (Rau, 2017), the question of reverse causality between self-regulation
and market development would merit further research beyond the scope of this paper.
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The CoCs in different European countries originated between 2013 and 2017. Most = Self-regulation
crowdfunding markets were still nascent, yet facing strong growth. CoCs were either in European
anticipatory or reactionary with respect to crowdfunding regulations. Out of 11 national crowdfundin
markets covered in this study, including Nordic countries, five still do not operate under a g
crowdfunding-specific regulatory regime (Estonia, Norway, Sweden, Denmark and Iceland),
yet they are governed by a CoC. Among the jurisdictions with tailored crowdfunding
regulations, the United Kingdom saw the emergence of the two CoCs prior to the adoption of 317
statutory regulations. Similarly, the European CoC was created in anticipation of the
European Crowdfunding Regime. In line with its Fintech action plan, the European
Commission presented a proposal for a regulation on crowdfunding service providers in
March 2018, which is currently under review. UK lending-based crowdfunding market is
specific for the fact that a bespoke-crowdfunding regime was also revised after the two
revisions of the UK Lending CoC in 2019. Therefore, this market features very dynamic
interactions between self-regulatory and statutory regimes.

In France, Germany, Netherlands, Austria and Finland, CoCs were created following the
adoption of crowdfunding regulations. In several instances, the CoCs were also revised.
As mentioned earlier, the UK Lending CoC was revised twice, in 2015 and 2018. The French
CoC was revised in 2016. In Germany, the CoC published in 2016 was complemented
by the Reporting Guidelines in 2017. In addition to the Guidelines, in 2019, the
German Crowdfunding Association produced a list of criteria for receiving a
“transparency certificate” or “label” of the association.

The timing of the emergence of CoCs in relation to crowdfunding bespoke regimes may
point at the economic rationale for selfregulation in crowdfunding. However, this
relationship is complex. By the very definition of anticipatory self-regulatory regimes, it is
meant to prevent the forthcoming government intervention. Given that four out of nine CoCs
were introduced or revised after crowdfunding-specific regulations, voluntary theories of
self-regulation cannot be ruled out. However, as seen in the UK lending-based crowdfunding
market, it is also possible that a CoC precedes revisions of the existing crowdfunding
regulation. In other words, reactionary CoCs suggest that voluntary theories are likely to
prevail in those countries in which revisions of bespoke regimes are not “on the horizon”.
Further analysis of the institutional design of different CoCs is necessary to discuss which of
the theories of self-regulation is the most convincing in crowdfunding.

4.2 Inclusiveness of codes of conduct

This section examines features of national and transnational CoCs which determine how
inclusive membership in self-regulatory institutions is. Inclusiveness in this paper as the scope
of business models covered by CoCs, preconditions for becoming a member and the right to
display a logo for those platforms who fulfil certain criteria. Although crowdfunding can refer
to different business models of operating a platform, the CoCs covered in the analysis of this
paper make an explicit or implicit reference to the type of business model addressed.

The paper identified three types of CoCs in relation to covered business models:

(1) CoCs aimed at all business models (Nordic CoC);

(2) CoCs aimed at and restricted to only one business model (UK Lending CoC,
Austrian CoC);

(3) CoCs aimed at all business models, yet provisions mainly appropriate for financial-
return business models (European CoC, UK Crowdfunding CoC, Estonian CoC, Dutch
CoC, German CoC, French CoC).
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BJM The UK Lending CoC is the only example of self-regulation restricted to lending-based

15.2 platforms. The restrictiveness to lending models can only be inferred indirectly, given that

’ the Art. 4 of the Rules of Association stipulate that “any legal entity that operates a Platform

is eligible for Membership of the Association provided that entity does substantive business

in the UK and meets the Membership criteria published by the Board and amended from time

to time.” The membership criteria lay down credit risk and operational risk management

318 procedures and rules on a sound and responsible business model, many of which are

meaningless for non-lending platforms. To the knowledge of the authors, the UK Lending

Association is the only association for peer-to-peer lending platforms in Europe. However,

some lending platforms have joined industry associations in the banking sector and thus

have to adhere to the CoCs of these organisations. For instance, in Germany, the Banking

Association expanded their membership criteria to include lending platforms. In the

Netherlands, the Corporate Finance Association opened their membership to platforms which

sign the CoC. In contrast, the Austrian CoC is limited to “operators of crowdinvesting

platforms|. . .]within the meaning of § 2 no. 5 AltFG”, which essentially limits the scope of the

CoC to equity-based crowdfunding, since this model is covered by the bespoke-crowdfunding
regime in Austria.

All other CoCs are open for signing by any type of crowdfunding platform, independently
of the business model. For instance, provisions of the Nordic CoC are very general and aimed
atall crowdfunding models. The transnational character of the association makes it primarily
a tool to foster awareness and legitimise crowdfunding activity. Since members of the Nordic
CoC face different regulatory regimes in their home jurisdictions, a more detailed CoC would
not be sensible. In contrast to the Nordic CoC, all remaining CoCs (European CoC, UK
Crowdfunding CoC, Estonian CoC, Dutch CoC, German CoC, French CoC) contain provisions
which indicate that they primarily target financial-return models, in particular, equity-based
crowdfunding platforms. For instance, the Reporting Guidelines and the Transparency
Certificate of the German CoC contain provisions which are only relevant for equity-based
crowdfunding. Thus, it is not surprising that their signatories are overwhelmingly equity-
based platforms.

The fact that provisions of CoCs are often more tailored to financial-return crowdfunding
(lending- and equity-based crowdfunding), and address donation and reward-based
crowdfunding only in general terms, does not indicate that CoCs are meant to constraint
membership, in line with “club goods” theories of self-regulation. In the case of donation-
based and reward-based crowdfunding, the risks of market failures are simply less
pronounced. As a consequence, both the threat of government regulation and reputation
spillovers are more likely in relation to financial-return models.

Similarly, the existence of separate CoCs for lending and equity-based platforms in the
United Kingdom might as well indicate that reputation spillovers between lending and equity
crowdfunding are limited. This is in line with arguments in the literature that reputation
externalities are less intense “the more numerous, distant, and heterogeneous are the
members” (Barnett, 2006, p. 1763). Alternatively, the limitation of a CoC to a specific business
model, such as in the United Kingdom and Austria, may mirror separate regulatory regimes
at the state level. In sum, neither explicit nor implicit restrictions of CoCs to a specific business
model are enough to conclude that CoCs are driven by an intention to create a club-like
institution. However, such restrictions are indicative of the fact that potential market failures
are not universal across different models.

In addition to business models, CoCs differ with respect to which platforms are allowed to
join a self-regulatory regime. The paper identified three ways in which CoCs restrict who can
become their signatory:

(1) only members of the crowdfunding association;[5]
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(2) only platforms licensed by the state supervisory authority; Self-regulation

(3) only platforms who fulfil certain criteria (such as annual volumes invested in the in EUI'OP(?an
platform). crowdfunding

Seven out of nine CoCs apply exclusively to the members of crowdfunding association

(European CoC, UK Lending CoC, French CoC, German CoC, Nordic CoC, Dutch CoC, UK

Crowdfunding CoC, UK Lending CoC). In Austria, all crowdfunding platforms are required by 319
the law to join the Chamber of Commerce, making the access to CoCs inseparable from
membership in the association. The only true exception is the Estonian CoC (Best Practice
Guidelines). It is not necessary to be a member of Finance Estonia in order to receive the label
of the Best Practice Guidelines, but to follow the Guidelines and report it to Finance Estonia,
who conducts checks on the annual basis and decides whether to renew the label.

In essence, restricting access to CoCs to members of the crowdfunding association is not
indicative that platforms were aiming at creating club-like institutions. In the case of a large
number of platforms, decentralised monitoring and enforcement are too costly to implement.
The implementation of CoCs critically depends on the operation of a crowdfunding
association which receives monitoring and enforcement powers from the members. Linking
adherence to CoCs to adherence to crowdfunding associations is simply a way to cover the
costs of implementing a self-regulatory regime.

In two cases, only platforms with a state licence are allowed to join a CoC. The Austrian CoC
restricts the access to platforms that are licensed under the bespoke-crowdfunding regime in
Austria (Alternativfinanzierungsgesetz). The rules for joining the Nordic Crowdfunding
Association require prospective members to provide a statement of authorisation in their home
market. In contrast, the UK Crowdfunding CoC specifically states that its rules apply to
platforms regardless of whether they are authorised by the state authority.

The Dutch CoC is the only example of restricting membership to platforms which are
already operating and fulfil certain requirements. The Dutch CoC stipulates that in order to
become a member, platforms need to have at least five projects and must have raised at least
500,000 euros. While not part of CoCs, some statues of crowdfunding associations foresee
similar membership criteria. For instance, the statute of the German association requires a
platform to have been in operation for at least one year, to have a minimum of five
crowdfunding projects and to have raised in total at least 500,000 euros. The rationale for
limiting the membership to platforms that fulfil certain criteria is to intensify the quality
signal of the club-like institutions. The more constrained the membership, the lower the costs
associated with effective enforcement, and thus, the stronger the signal.

Overall, in relation to precondition for platforms to adhere to a self-regulatory regime,
restricting membership is an exception rather than a rule. This indicates that, in relation to
this criterion, there is more support for the “coerced theory” and “reputation commons
theory” than for “club goods theory” of self-regulation.

However, there are three cases in which a specific right is conferred only to platforms who
fulfil additional requirements in terms of quality of their service. This right refers to a display
of a logo upon verification by the association that additional criteria are met by the platform.
As described earlier, the label of the Best Practice Guidelines in Estonian crowdfunding
market is only available to those platforms who regularly report to Finance Estonia, which
conducts checks on the annual basis and decides whether to renew the label. Similarly, the
transparency certificate (logo) of the German crowdfunding association is only available to
those members of the association who comply with additional transparency requirements
and provide various data to the association once per year, which enable the association to
check compliance performance. The German case example is specific for explicitly
distinguishing between standard members and those who also adhere to higher
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BJM transparency standards. Display of a crowdfunding association logo, which is not subject to
15.2 the fulfilment of any specific criteria verified by the association, is a common practice in
’ various countries. Sometimes this right is explicitly mentioned in the CoC (European CoC, UK
Crowdfunding CoC, German CoC, Estonian CoC). Some other associations provide a logo to

their members, even though this is not referenced explicitly in the CoC.
The European CoC goes even further in terms of establishing mechanisms that provide
320 credible signals of quality for a limited number of platforms. Art. 2.4 grants rights to ECN to
deliver an independent ranking on compliance performance by members of the association.
However, these rankings can be published on the ECN website subject to a member’s prior
acceptance. The ECN has not yet implemented a rating system of compliance. While
disclosure of compliance would allow certain industry members to capture “ability rents”
(Gorton and Mullineaux, 1987, p. 461), it would also deter a number of platforms from joining

the association.

Another interesting provision which creates difference among platforms is known as
“comply or explain”. Only two out of nine CoCs (the UK Lending CoC and the Estonian CoC)
contain this provision. The “comply-or-explain” procedure can be found in Art. 4 of the
Operating Principles of the UK Lending CoC, which also stipulates that waivers have to be
approved by the Board Members of the Association and are published on the website of the
association. In contrast, the “comply-or-explain” procedure found in the Reporting Form for
Compliance in the Estonian CoC forces the platform to publish a deviation from the CoC on its
platform. In contrast to the right of a logo, this provision serves to exemplify a non-complying
platform, thus, preventing to weaken the quality signal of other members.

In conclusion, it is not a widespread practice to develop specific preconditions for
membership as well as conferring certain rights only to a subsample of crowdfunding
platforms. Most CoCs opted for a large and unrestricted membership base supporting the
argument of either “coerced” or “reputation commons” theory. However, those few
exceptional examples described earlier indicate that club-like self-regulatory institutions
also emerge in certain crowdfunding markets. The case of German crowdfunding association
reconciles both the “club” theory and “reputation commons” theory perspective since it
ensures minimum standards for all industry members while at the same time allowing a
stronger quality signal from a subsample of platforms. The findings of this section suggest
that the rationale for CoCs might not be universal across different markets.

4.3 Monitoring and enforcement of codes of conduct

This section discusses how associations monitor and enforce rules created through CoCs. As
to monitoring, which serves to detect platforms who fail to comply with self-regulatory rules,
the paper identified three types of obligations borne by platforms:

(1) Information duty —platforms are required to provide the association with information
about their compliance;

(2) Denouncing obligation — platforms are required to notify the association about
unlawful behaviour of other platforms (including non-compliance with CoC);

(3) Audits — platforms are required to allow audits and reviews by the association.

Table VI provides an overview of monitoring tools in different CoCs. The monitoring
mechanisms are put in order according to how strong (efficient) they are, from the weakest
(none) to the strongest (audits). It is possible to make a distinction between centralised
(information duty and audits) and decentralised forms of monitoring (denouncing duty). A
distinction should also be made between information duty and auditing, on the one hand, and
denouncing the breach of CoCs by other platforms, on the other. The former mechanisms
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entail centralised monitoring by the self-regulatory organisation, whereas the latter involves  Self-regulation
decentralised monitoring by other industry members. Decentralised monitoring is expected in European
to produce efficient outcomes in terms of detecting a breach, only in close-knit communities crowdfundin
with limited membership. Both the costs of monitoring and free-riding problem increase with g
a broad membership.

French, Dutch and Nordic CoCs do not foresee any monitoring mechanisms. This does not
exclude the possibility that such a mechanism is foreseen in other rules of association such as 321
statutes. Only the German CoC foresees the information duty. Art. 4 of the Transparency
Certificate Guidelines of the German CoC requires the platforms to provide information about
the owners, the latest auditor’s report, the data security officer and procedures in case of
platform insolvency. This information is shared with a designated officer in the association,
but it is not published externally or shared among the platforms.

Three CoCs foresee an obligation to denounce unlawful behaviour and non-compliance
with the CoC. Article 15 of the UK Crowdfunding CoC describes and limits the denouncing
obligation at the same time. The article states that the ability of platforms to denounce
negative behaviour is limited by confidentiality obligations towards its users. Similarly, the
Austrian CoC in Art. 14 ensures that deviations from the CoC are being brought to the
attention of the Subcommittee of the Financial Intermediaries in the Chamber of Commerce.
Since the Subcommittee of Financial Intermediaries is higher in the hierarchy than the
Working Group for Crowdfunding Platforms in Austria, this provision entails a severe threat
to the platform which breaches the CoC.

Audits are usually done by the associations themselves or by external agents. Four CoCs
(European CoC, UK Crowdfunding CoC, UK Lending CoC, Estonian CoC) foresee audits and
require the platform members to agree to be audited. The UK Lending CoC in Art 7 stipulates
that a formal inquiry can result in an audit through the association — the audit is the
consequence of an earlier notification of misconduct, submitted by a competitor of the
platform. The Estonian CoCin Art. 11 of the Best Practices Guidelines stipulates that the label
is reviewed once per year. The same is the case for the Transparency Certificate of the
German Crowdfunding Association.

In sum, monitoring mechanisms are very diverse across crowdfunding markets. Except
for the Austrian CoC, crowdfunding associations opted for a centralised system or mixed
systems (in the United Kingdom). This is in line with a broad membership discussed earlier.
Audits, as the most intrusive monitoring mechanism, are foreseen in a few markets. It is
worth noting that European CoC, German Transparency Certificate, UK Lending CoC and
Estonian CoC are also self-regulatory regimes with exclusive membership as discussed in
subsection 2.2. This correlation suggests that, in a few cases, self-regulatory regimes are
meant to serve as club signals. Other cases of weak monitoring support the “reputation
commons” theory.

CoC None Information duty Denouncing duty Audits
European CoC X
UK Crowdfunding CoC X X
UK Lending CoC X X
French CoC X
Austrian CoC X
German CoC X Table VL
Dutch CoC X Overview of
Estonian CoC X monitoring
Nordic CoC X mechanisms
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BJM Rules on enforcement are another critical component of CoCs. As Buchanan (1965, p. 1965)
15.2 points out, “the theory of clubs is[. . .] a theory of optimal exclusion”. The exclusion devices
’ must be in place to ensure that no one can benefit from club goods created through self-
regulation without contributing as a club member. Clubs without means to withdraw or

suspend membership are not efficient in enforcing the rules. Similarly, the “coerced” theory

lies on the premise that the association can impose sanctions on non-complying industry

322 members.

The paper finds that four (UK Crowdfunding CoC, UK Lending CoC, French CoC and
Estonian CoC) out of nine CoCs contain membership withdrawal or suspension clauses. The
procedures for a suspension or withdrawal of membership are quite diverse. The UK
Crowdfunding CoC in Article 16 delegates the authority to the directors of the association.
The UK Lending CoC in Art. 7 allows for the suspension of the membership only after a
formal inquiry and hearing of the member. The Estonian CoC in Art 11 2nd paragraph
foresees the expulsion of members if they do not comply with the best practice guidelines and
that no compensation can be retrieved from the association. It is important to note that
enforcement of the rules is stronger if it entails a label that can be withdrawn, making the
expulsion from an association visible to investors as well.

Another related mechanism of enforcement is a dispute resolution mechanism. A dispute
can arise either between members and the association or between members. Four (European
CoC, UK Lending CoC, French CoC, Estonian CoC) out of nine CoCs foresee a dispute
resolution mechanism. The European CoC in Art 2.5 describes the mechanism for a dispute
resolution between members, motivating that “parties will always seek a negotiated
solution”. The members of the European association can also appoint an external mediator.
The UK Lending CoC Article 7 of the Rules outlines a similar complaint procedure.
Complaints by members can be resolved without a formal inquiry, but if a significant breach
is detected, then a formal inquiry will be launched, which can result in expulsion from the
association. The French CoC in Art 11 is unique insofar it stipulates that the French
Association can become a mediator for disputes between platforms and between platforms
and investors or between platforms and projects. Art 10 of the Best Practice Guidelines of the
Estonian CoC stipulates that the association will publish dispute cases.

Overall, the strong enforcement mechanisms are foreseen in less than half of CoCs
discussed. In relation to findings of the prevalence of inclusive membership and weak
monitoring from previous subsections, the theory of “reputation commons” has the most
explanatory power. However, once again case examples such as Estonian CoC and UK
Lending CoC which, in addition to restrictive membership clauses and strong monitoring,
have strong enforcement mechanisms in place bring evidence for the “club goods” theory.

4.4 Content of codes of conduct
The following overview (Tables VII and VIII) of substantial rules contained in CoCs in
Europe, and the coherent systematisation of provisions, may facilitate the future in-depth
study and cross-country comparisons. Due to a large number of provisions appearing under
different wordings and sporadically in several CoCs, this section will not indicate where
provisions appear and how they differ. Such an extensive analysis merits a deeper reflection
on the underlying regulation in each country, which is beyond the framework of this paper.
Beyond the provisions pertaining to the relation between platform and associations, the
paper identified three broad categories of substantial provisions in CoCs:

(1) Provisions related to the transparency of platforms’ behaviour;
(2) Provisions related to the business conduct of platforms;

(3) Provisions related to the protection of investors (beyond transparency).
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Transparency  Platform-Specific
Transparency (Pre-

Investment)

Platform-Specific

Transparency (Post-

Investment)

Project-Specific
Transparency (Pre-
Investment)

Project-Specific

Transparency (Post-

Investment)

Investor Protection
(Pre-Investment)

Investor
Protection

Investor Protection
(Post-Investment)

Clear Information

Project Selection
Criteria
Disclosure
Requirements

Due Diligence/
Verification of
Information

Fees and Charges

Statistics and Market
Development

Full List of
Investment Projects
Full Loan Book

Clear and Unbiased
Information
Mandatory
Disclosure of Project
Information

Scenario Analysis
Individual Portfolio
Analysis

Ongoing Disclosure
of Projects
Individual investor’s
fund information
Risk Warnings
Tax Regime
Information
Cooling-Off Period

Limitation of Losses

Dispute resolution

Terms and conditions are written in a
clear way
Platforms state their selection criteria

Platforms state which information
they require from project owners to
disclose

Platforms state how they verify the
information from projects

Platforms publish their role in the
verification of data

Platforms state how they are
remunerated

Platforms provide data about their
activity

Platforms provide a complete
overview of all projects on their
platform. Platforms do not hide
unsuccessful projects

Projects display potential returns and
risks of projects in a clear manner
Projects provide minimum
information (either mandated by
platform, law and/or association)
Platforms publish minimum
requirements for information of the
projects towards the investors
Platforms test the performance of their
investment/loan portfolio under
adverse scenarios

Platforms analyse how the portfolio of
an individual investor behaves and
informs him about it

Projects report about their activities
after the campaign

Platforms provide information to
investors on where their funds are in
each moment

Platforms provide risk warnings to
investors

Platforms give information about the
applicable tax treatment

Investors can withdraw their
investment during the funding period
Investors losses are limited to their
original investment

Platforms maintain a mechanism for
solving conflicts between projects and
investors and between platforms and
investors

Self-regulation
in European
crowdfunding

323

Table VII.
Transparency and
investor protection

provisions

Even though transparency, business conduct and investor protection relate to each other in
manifold ways, the list of provisions in Tables VII and VIII allow a first glimpse of the topics

covered in CoC.
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Business Good Governance

Conduct

Conflict of Interest

324

Detection of
Unlawful
behaviour
Transactions

Data Security and
IT Structure

Cease of Operation

Competition

Table VIII.
Business conduct
provisions

Permitted Activities

Operation of Platform

Staff and Management
Conflict of Interest
Management

Non-Discrimination of
Investors
Non-Discrimination of
Projects

Project Owners
Information

Detection of Fraud
Anti-Money-
Laundering Activities
Segregation of Funds

Security of
Transactions
Transfer of Funds

Security of User
Information
Security of IT System

Security of Project
Data

Process for winding
down operations
Ownership of
Investments

Fair Marketing

Healthy Competition

Competitors’
Trademarks

Platforms do not act as an investment firm or
bank and do not offer investment advice
unless authorised

Platforms ensure that they are operated in a
reliable manner

Platforms hire competent staff

Platforms manage conflict of interest
between platform staff and investors, the
platform as an entity and investors.
Platforms publish conflict of interest if they
occur

Platforms treat all investors equally

Platforms treat all projects equally

Projects have the right to be informed about
rejection or acceptance.

Projects owners have no right to be accepted
on a platform

Platforms have a mechanism to detect fraud
Platforms have a mechanism to detect
money-laundering practices

Platforms ensure that the funds of investors
are separate from the operational accounts of
the respective platform

Platforms ensure that the funds of the
investor reach the desired project

Platforms transfer funds to projects after
rules of investment are triggered

Platforms ensure that user information is
kept safe

Platforms ensure that the security of the IT
system is guaranteed

Platforms ensure that commercially sensitive
information of projects is secure and remains
confidential

Platforms have a process for winding down
their operation

Platforms ensure that investors retain
ownership of their investments

Platforms ensure that sales and marketing
activity complies with existing laws and
regulation

Platforms promote healthy competition;
unfair competitive practices are not accepted
Platforms do not compete on competitors’
trademarks in marketing

The main concern of both regulators and industry participants are potential market failures
due to information asymmetries. Platforms compete not only in terms of fees but also in terms

of the quality of their service.

As discussed in subsection 2.2, important aspects of platforms’ operation are
unobservable by their customers. Screening and selection of projects are often not made
transparent. Contracts between platforms and project owners are not made public. The
outcome of platforms’ due diligence of financial documents and legal structure of the projects
is not always published. Management of conflicts of interest is not easily discerned for
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individual investors. Services in the post-investment stage and overall performance of = Self-regulation
projects’ cannot easily be identified by investors. in European

All CoCs contain a mixture of rules which increase transparency and rules that establish crowdfundin

standards of service quality. The systematisation of provisions contained in CoCs sheds light g
on services which platforms choose to compete on. For instance, greater transparency is often
required with respect to fees charged, project selection criteria and platforms’ due diligence.
For these services, in the platforms’ view, information remedy is sufficient. On the contrary, 325
for some services platforms choose to regulate quality directly. For instance, rules of business
conduct are of this type. Some of the provisions of CoCs, such as anti-money laundering or
data security, are already required by the law. The rationale for including them into a CoC is
to provide additional monitoring and enforcing mechanism.

While the primary purpose of CoCs is to reduce information asymmetries between
platforms and their clients, many of the provisions of CoCs indirectly reduce the information
advantage of project owners over investors. This is done through mandating platforms to
have a mechanism in place to induce greater disclosure by project owners. Trust in the
platforms then translates into trust in the projects (Moysidou and Hausberg, 2019). In this
way, platforms indirectly “communicate the legitimacy of crowdfunding ventures” (Lehner
and Harrer, 2019, p. 85).

The content analysis of the provisions of CoCs does not allow to decide whether “coerced”
theories are more plausible than “voluntary” theories. The provisions which restate the
obligation to comply with state laws and regulations already in place support the explanatory
power of “voluntary” self-regulation theories, since “coerced CoCs” would focus on newly
developed provisions in order to defer or stifle regulation.

In the final section, the paper will discuss how to extend the research of the CoCs based on
an analysis of the provisions.

5. Conclusion and implications for further research

The paper has discussed the emergence of CoCs in the European crowdfunding market.
Based on a systematic overview of CoCs in different European jurisdictions, including
transnational efforts, the analysis reveals that CoCs are a common form of coordination and
cooperation between competitors. The question as to what explains the prevalence of self-
regulation in the crowdfunding market has to be addressed by looking at existing economic
theories on self-regulation developed for different industries. The paper builds upon existing
theories of self-regulation to provide a theoretical framework for the comparative study of
CoCs in crowdfunding markets. In particular, the paper elaborates how the institutional
design of CoCs can help understand their economic purpose.

At the outset, different characteristics of crowdfunding markets can support two
competing theoretical frameworks for the emergence of self-regulation: theories of
“coerced” and “voluntary” self-regulation. Within “voluntary” theories of self-regulation,
the paper distinguishes between self-regulation, which serves as a club-like institution to
signal quality, and self-regulation, whose purpose is to provide “reputation commons” to
industry members.

Institutional design features of CoCs analysed in the subsequent sections mainly provide
support for one of the “voluntary” theories of self-regulation. The findings which relate to
inclusiveness of CoCs illustrate that most of the CoCs opted for a broad membership. In
relation to weak monitoring and enforcement mechanisms found in several CoCs, platforms
are mainly concerned with ensuring minimum standards that all members of the industry
will adhere to, thus, ensuring that “reputation commons” are protected. In addition, members
of CoCs de facto group around different business models, which implies that reputation
spillovers are not significant between different types of crowdfunding. However, institutional
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BJM features of a few CoCs, the Estonian example being the most prominent, clearly indicate club-
15.2 like features of some self-regulatory regimes.
’ The paper also provides a first systematic overview of substantial rules of CoCs in
crowdfunding. Provisions of CoCs are surprisingly elaborate and detailed, suggesting that
self-regulatory efforts in crowdfunding go far beyond general principles found in CoCs of
other industries. All the provisions found in different CoCs are grouped into three categories:
326 rules related to transparency, investor protection and business conduct. The analysis reveals

that platforms emphasised provisions related to transparency. While this can underpin the
argument that platforms try to pre-empt government from regulating quality standards
(“Coerced” self-regulation), a more detailed analysis shows that many provisions simply
reinforce some of the existing regulations, adding a second level of enforcement. These
provisions provide further support for “voluntary” theories of self-regulation. The overview
of substantial rules of CoCs also illuminates potential sources of market failure in the
crowdfunding market through lenses of platforms.

Although the paper provides the most support for the theory of “reputation commons”, it
does not imply that “coerced” theories of self-regulation should be entirely abandoned. For
one reason, regulatory, economic and social environments of different crowdfunding markets
can create different incentives for platforms. These factors are also likely to bear importance
for the institutional design of CoCs beyond the overarching purpose of self-regulation
discussed in this paper.

In order to deepen this analysis, further research would be necessary to analyse in detail
the regulatory frameworks in each country and discuss the interaction between statutory
provisions and those contained in CoCs. Concerning the observed practice of revising CoCs,
further research is needed to assess whether and to what extent the content of CoCs affects
the choice of rules of subsequent statutory regulations. Other country-specific factors, in
particular, deepness and liquidity of financial markets, as well as other institutional factors,
are expected to strongly influence the development of crowdfunding industry and dynamics
of self-regulatory rules. In some instances, crowdfunding CoCs developed with the help of
associations of conventional financial industries, potentially creating path dependence in
terms of institutional design of CoCs. Further research should also assess patterns of
diffusion of CoCs provisions across different jurisdictions, since some anecdotal evidence
suggests that a few crowdfunding associations found inspiration for their CoC in ready-made
solutions in other countries.

The analysis of substantial provisions of CoCs also requires further attention
concerning two aspects. Firstly, it is necessary to discuss the differences in substantial
provisions of CoCs in various countries and explain how these relate to the economic
purpose of CoCs discussed in this paper. Secondly, it is useful to discern reasons for both
the inclusion and exclusion of specific provisions that were discussed among stakeholders
in the drafting process. Qualitative interviewing of key platforms can provide further
insights.

Another significant extension of this paper would be assessing the actual implementation
of CoCs. Given that many of the provisions are very specific and partially verifiable, it is
necessary to check whether platforms implement and follow these rules. Such findings bear
important implications for the regulators worldwide who are struggling to find an optimal
level of regulatory intervention. In relation to this, at the macro level, further research is
needed to estimate what is the effect of self-regulation on the level of trust in the
crowdfunding industry and consequently, market developments.

The discussion of CoCs provided in this paper can be informative for crowdfunding
associations worldwide. The summary of substantial provisions supports crowdfunding
associations planning to introduce a self-regulatory regime. The paper provides guidance as
to which areas of self-regulation and specific regulatory solutions are important to the
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crowdfunding industry. The paper highlights the necessity to align the institutional design = Self-regulation
and the content of the CoC. Depending on the goal of a CoC, the institutional design and the in European
content of the CoC should mirror each other. Principle-based provisions are better tailored to a

more inclusive CoC, whereas specific CoC obligations can be effectively enforced through a crowdfunding
more club-like institutional design of a CoC.
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Notes

1. Credence goods or credence qualities are “those which, although worthwhile cannot be evaluated
in normal use” (Darby and Karni, 1973, p. 69-69). They are different from search qualities, which
can be assessed before a purchase, and experience qualities, which can be assessed after the
purchase. The distinction between search and experience goods was originally made by
Nelson (1970).

2. In the last years, crowdfunding markets have seen substantial technological change, especially
concerning the setup and business models of the platforms. For instance, crowdfunding platforms
have introduced new mechanisms for determining prices of assets and creating secondary markets.
Platforms have also introduced new technologies, such as blockchain-based mechanisms of
intermediation through Initial Coin Offerings (ICOs) and Security Token Offerings (STOs). All of
these changes have triggered much regulatory uncertainty.

3. The website layout of crowdfunding platforms was popularized by reward-based crowdfunding
platforms, such as Kickstarter and Indiegogo. It can be found on many equity- and lending-based
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BJM crowdfunding platforms as well. This “look and feel” of crowdfunding platforms is not governed by

152 a standard set by market players. The paper does not aim to explain the emergence of such a

’ technological standard. Yet, as can be seen in the list of provisions, the CoCs do not mention the
website design.

4. Under crowdfunding regulatory framework, the paper considers only laws and regulations that are
tailored to crowdfunding activity (bespoke regimes), notwithstanding that crowdfunding can trigger
the application of other rules in relation to the provision of financial services.

328

5. Some crowdfunding associations (in the United Kingdom, Germany, France, Netherlands, Nordic
countries) allow the associated membership of companies which are not platforms, such as law firms,
payment providers, banks or universities. However, CoCs do not apply to the associated members. In
contrast, the French CoC, for instance, specifically states that white-label-software providers are also
covered by CoCs.
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