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Abstract

The study explores the relevance of theoretical aspect of crowd financing by reviewing the defining literature on
Pecking Order and Agency theories in details and evaluates applications of these theories based on crowdfunding,
In particular, the study critically considers the key concepts of these theories and how they could be applied in
practical terms. The study decides to adopt Pecking Order and the Agency theories because they provide valuable
insights into the trend of crowdfunding streams available to firms. The paper primarily adds to existing literature
on the broader definition of crowdfunding as a concept and then examine the relationship between this concept
and its practical applications to the chosen theories. The study combines these theoretical perspectives with the
practical aspects of startup companies raising finance using the crowd because a broad reading of the literature
tends to point to in this direction. The key concepts of these theories are critically considered and the study is
conducted in the form of review of literature and expression of opinion.
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1.0 Introduction
1.1 Background

The study decides to adopt Pecking Order and Agency theories because they provide valuable insights into the
funding streams available to firms and for that matter USOs. Numerous studies have shown that Pecking order
theory advances the view that companies will prioritize their sources of financing in terms of the source that will
inure to their benefit. Until recently the three most basic sources of finance for companies are internal funds, debt
and equity finance, (Moedl 2019). Consequently, in terms of prioritization companies will prefer their own internal
funds for their operations rather than external sources. They only opt for external source such as debt and equity
finance as a last option when their own funds is exhausted. The pecking order theory therefore constitute a sort of
a hierarchy of financing where internal funds is top on the hierarchy followed by debt and at the bottom is equity
finance. (Moedl 2019). The Agency theory on the other hand expounds the relationship between business principals
and their stakeholders (Agents) who are the resource holders. Under the relationship, the principal(s) hires the agent
to perform a service on their behalf. The agent is the decision maker who takes the day-to-day decisions but incur
no risk in any form (Hill, C. W., & Jones 1992). Compared with past researches this study wants to advance the
current literature on the use of crowdfunding as an alternate finance for SMEs in Ghana (Cambridge centre for
Alternative Finance, 2017; Berndt and Mbassana, 2016; InfoDev, 2015; Afristart, 2016). Currently, there is a limited
research on the use of crowdfunding as a startup capital for SMEs in Ghana. The study therefore aims at building
on current research on crowdfunding as source for funding for start-up companies (Moon and Hwang, 2018;
Walthoff-Borm et al., 2018; Kuppuswamy and Bayus, 2017; Ahlers ez al., 2015; Belleflamme e7 a/., 2014)

The question therefore is; are theoretical aspect of crowdfunding financing relevant to the concept of crowdfunding?
We therefore categorized the research problem set for this study as follows: First, we explain the pecking order and
agency theories and their implications to the study. Secondly, we examine the applications of these theories and how

well they hold in the study. Thirdly, we focus on the role of stakeholder relationships on identified crowdfunding

platforms in the success of crowdfunding.

2.0 Methodology

Existing research suggest that there is a rise in popularity of crowdfunding as alternate funding for start-up
businesses and this has caught the interest of stakeholders as well as scholars who have come out with varied
definitions (Cumming, Leboeuf, and Schwienbacher 2019; Mollick 2014; Kuppuswamy and Bayus 2013). However,
despite growing scholarly interest in the subject scholars are yet to come out with an accepted definition which fully
captures the dynamics of this phenomenon (Agrawal et. al., 2014; Ahlers et. al., 2015; Mollick, 2014). Crowdfunding
as a concept refers to fund raising activities from a large group of people using online platforms to fund start-up
projects (Cumming, Leboeuf, and Schwienbacher 2019; Mollick 2014). This takes the form of an open call Crosetto
& Regner(2018), Maciel et al. (2017) and (Howe 2006)and it is not limited by geographical boundaries(A. Agrawal,
Catalini, and Goldfarb 2015; Martinez-Climent, Zorio-Grima, and Ribeiro-Soriano 2018).
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3.0 Application of theories to crowdfunding concept
3.1 Pecking Order Theory

Numerous studies have shown that Pecking order theory advances the view that companies will prioritize their
sources of financing in terms of the source that will inure to their benefit. Until recently the three most basic sources
of finance for companies are internal funds, debt and equity finance, (Moedl 2019). Consequently, in terms of
prioritization companies will prefer their own internal funds for their operations rather than external sources. They
only opt for external source such as debt and equity finance as a last option when their own funds is depleted. The
pecking order theory therefore constitute a sort of a hierarchy of financing where internal funds is top on the
hierarchy followed by debt and at the bottom is equity finance(Vanacker and Manigart 2010). In a closely related
study,Jarallah, Saleh, & Salim(2019) argue that pecking order theory has some linkage to asymmetric information.
This is because managers unlike potential investors have better information about their companies. These
information ranges from future prospects of the company to the risky nature of the company as well as the value of
the company(Jarallah, Saleh, and Salim 2019). Consequently, asymmetric information determines the choices of the
sources of finance. That is whether debt or equity finance. Following from this argument, Bhama, Jain, & Yadav,
(2019)contend that it is cheaper for companies to access debt finance in terms of transaction cost comparatively to
equity finance. In addition, when given the opportunity companies will pay back their indebtedness to their lenders

rather than ploughing back their shares from sharcholders.

The hierarchy of financial needs of firms is shown in Figure 1. As can be seen from the figure, top on the hierarchy
is internal funding, which is closely followed by debt and equity. Crowdfunding, which was not part of the original
proposition made popular by Myers and Mailuf (1984), has somewhat found its way on the hierarchy. This is because
crowdfunding gives entrepreneurs access to capital, which hitherto they will be unable to access from traditional
funding sources. There is ample research to suggest that most entrepreneurs fail to raise venture capital because they
do not qualify (Landstrdm ez a/, 2019; Block ez al., 2018; Cox and Nguyen, 2018; Bellavitis ez o/, 2017) . This is
because they have growth challenges and lack the potential for a large public offering (Bechter et al. 2011). In
addition, there are too many entrepreneurs competing for funding from fewer venture capitalists thereby creating
funding gaps (Sigar, 2012). These funding gaps have been filled by crowdfunding, which presents varied funding
opportunities for entreprencurs and small businesses who cannot access funding from the banks (Dorfleitner e al.,

2018; Vismara, 2016; Agrawal e/ al., 2014; Mollick, 2014; Sahm ez al., 2014).

Unfortunately, the hierarchy did not recognize other valuable sources of funding such as Susu, Harambee funding
system, which existed in Africa(Dieter, 2001; Aryeetey, 2005). These African traditional systems of funding
mobilization from the community is use in support of micro enterprises(Vershinina, Woldesenbet Beta, and Murithi

2018).
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Figure 1 Pecking Order Model — Hierarchical sources of finance for firms

Source: Myers and Mailuf (1984), added on by author

3.2 Pecking order and crowdfunding

Much of the literature on Pecking Order theory focuses on the three main hierarchical sources of finance for
companies, which are internal source, debt and equity(Walthoff-Borm, Schwienbacher, and Vanacker 2018).
However scholars have found backing for the notion that businesses invariable list on crowdfunding platform as a
last option after exhausting their internally generated funding as well as debt and equity funding,(Moedl 2019).
Drawing from the Pecking Order theory extant research has raise the concerns that due to inadequate internal
sources and lack of access to debt and equity funding start-ups are now relying on alternate sources such as
crowdfunding(Cosh, Cumming, and Hughes 2009; Bellavitis et al. 2017). Specifically, this is because of the stringent

conditions attached to debt and equity finance by banks and other financial institutions.

The above assertion is particularly true for unprofitable firms, which lack internal finance and firms with excessive
debt levels with intangible assets(Vanacker and Manigart 2010). In order to address these funding challenges, these

firms search for crowdfunding as an alternate funding from a pool of small investors(Hervé and Schwienbacher
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2018). Subsequently, the advent of equity crowdfunding has made it possible for most start-ups to raise funding
from small investors (equity crowdfunding)(Kaartemo 2017). They can also raise reward-based crowdfunding directly
from prospective consumers without depending on the banks (Bellavitis et al. 2017). Consistent with theoretical
arguments, it has been established that crowdfunding allows start-ups to control their businesses comparative to
other types of equity finance. In addition equity crowdfunding has contractual terms that are less stringent (Vismara
2018). It must be made clear that although Pecking Order theory was established in the framework of bigger

businesses, it is worth nothing that it has some relevance for crowdfunding (Cosh, Cumming, and Hughes 2009).

In terms of cost crowdfunding is cheaper and more efficient comparative to traditional sources of finance such as
debt and equity finance (Bellavitis et al. 2017). It is not bound by geographical location so funding can be raised
across continents (A. K. Agrawal et al. 2011). With an access to internet, any project initiator can solicit for funding
in any part of the world using crowdfunding. It takes the form of a general appeal to the public and any member of
the public can participate in the crowdfunding campaign process (Moon and Hwang 2018). These features therefore
makes crowdfunding a better alternative for SMEs in Ghana because they struggle to raise funding from the

traditional sources and existing micro-finance companies (Aryeetey, E. 2005).

3.3 Challenges of Pecking order theory

Firstly, the pecking order theory to some extent has been criticized severally and one of the criticisms by some
scholars is that despite its relevance as a viable alternate finance because it is relatively a new financing alternative
(Mollick 2014). Therefore, firms will only select it if their internal funds are inadequate. In relation to the pecking
order, crowdfunding is still not regard as high on the hierarchy (Walthoff-Borm, Schwienbacher, and Vanacker 2018).
Secondly, in a related point of criticism Ahlers et al., (2015) pointed out that pecking order has substantial
information asymmetries challenges. This is because backers of crowdfunding projects have limited capacity to
execute background checks on the start-ups they atre interesting inputting their investment. This therefore increase

the risk level of their investments(Estrin, Gozman, and Khavul, 2018).

To sum up, it has been established by scholars that even though debt finance is top on the hierarchy for firms, banks
are unwilling to provide loans to most firms(Cosh, Cumming, and Hughes 2009). The banks usually conduct credit
checks on the firms before issuing out loans to them. This opinion is strengthened by the fact that banks prefer to
give out loans to firms with record of accomplishment, with a quality collateral as well as a steady flow of cash
(Vanacker and Manigart, 2010). In the Ghanaian context, crowdfunding could invariably be an alternatively source
of funding for the SMEs. Crowdfunding for instance presents unique opportunity for the SMEs to test the
marketability of their products (Valanciene and Jegeleviciute, 2013; Bechter et al. 2011). This is because
crowdfunding as concept involves the use of large crowd who usually express interest in a business model by

supporting it financially. Accordingly, a good response and support from the public will offer the SMEs the chance
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to measure the potentials and success of their business models (Ramsey 2012). In addition, they could also source

for funding from venture capitalists and business angels.

4.0 Special Considerations in Agency Theory

Mote broadly, after reviewing and interpreting literature the study adopts the Agency theory because the theory
works in a similar sense as asymmetric information and it is applicable in the field of crowdfunding (Mollick 2014).
The agency theory works under the assumption that the principal and the agent has divergent interest and the
appropriate way for the principal to limit this is to provide a better incentive packages for the agent(Chod and
Lyandres 2018). In addition, the principal needs to pay the agent to spend resource to make sure certain decisions
the agent takes will not harm the interest of the principal (Martin, Wiseman, and Gomez-Mejia 2019). The
stakeholders, which includes employees, communities, the public, customers, suppliers, and creditors, have some
form of legitimate claim or interest in the business(Martin, Wiseman, and Gomez-Mejia 2019). It must be stated that
the claim or the interest of the stakeholders is based on the size or proportion of stake in the business (Cuervo-
Cazurra, Mudambi, and Pedersen, 2019). In broader terms, stakeholders like the banks who provide loans to the
business will want interest payment on their loans. Employees wants better salaries, job security and good working
conditions. Suppliers will want long-term contracts and stable contracts and prompt payments for their supplies
(Chod and Lyandres 2018). Investors who provide the resources in the form of capital to the business also want
returns on their capital. Customers will want value for money(Martin, Wiseman, and Gomez-Mejia 2019). The state
and the community that provide the business with infrastructure and location will expect corporate social
responsibilities, tax payment and the protection of the environment(Martin, Wiseman, and Gomez-Mejia 2019). As

illustrated in Figure 2.

The stakeholder relationship, gives the managers certain privileges because they play unique roles. Unlike the other
stakeholders, only the managers can sign contract with the other stakeholders. They control the business and take
decisions on resources allocation and strategies on the operations of the business (Hill, C. W., & Jones 1992). It
must be stated clear, the theory which is based on principal — agent model gives the principal the power to designs
the contract which must be signed by the managers(Martin, Wiseman, and Gomez-Mejia 2019). The contract spells
the level of interaction between the managers and the principal and the remuneration that will be given to the
managers. The managers therefore perform services on the principal’s behalf of (Pouryousefi and Frooman 2019).
This notwithstanding based on the definition of the theory not all the stakeholders can be classified as principals.
For instances not all the customers get involve in hiring the agent. The same argument can be advanced for the

creditors and suppliers.
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4.1 Linking agency theory to Crowdfunding

Empirical investigations conducted on the stakeholder relationships identified platforms, start-ups and backers as
the main stakeholders of crowdfunding (Beugre 2014). Accordingly, the linkages between these stakeholders form
the basic structure of crowdfunding process. The start-ups often make open calls for funding and promise financial
returns or rewards for backers (Moon and Hwang 2018). The backers are the members of crowdfunding society
who pledge their financial resources to the project, (Chod and Lyandres 2018). Crowdfunding platforms, which serve
as intermediaries, connect the backers to entrepreneurs. The platforms create a conducive atmosphere for the start-
ups to present their ideas to the public and ask for funding (Dushnitsky and Fitza 2018). The start-ups offer the
backers something in return for their money. For example, a small gift for a reward and equity that offers a percentage
of the start-up. Again, when a project is successfully crowdfunded, the start-ups usually pay a percentage of the
amount raise as a fee to the platforms. The fee varies from platform to platform. Kickstarter for instance charges a

fee of 5% and Indiegogo charges 4% (Valan and Jegelevi 2014).

The relationship between the agency theory stakeholders and crowdfunding can be classified into contextual and
organizational (Valanc¢iené and Jegeleviciuté 2014). Within the contextual stakeholders is the state and the society.
The state enact laws and pass regulations, which controls the activities of the crowdfunding platforms, peer-to-peer
crowdfunding and equity crowdfunding to protect investors. Usually, the state also expects crowdfunding companies
to contribute to job creation (employees are hired by crowdfunding platforms and companies ), encourage innovation
and enhance economic growth and recovery, (Beugre 2014). In addition, the organizational stakes holders such as
banks and shareholders create revenue and increase sales because of marketing strategies. The figure below

demonstrate the interaction between the agent, the principal and third parties.
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Figure 2 Agency Theory Model

Source: Ross et al (2006)

4.2 Challenges of Agency Theory

An extant review of literature on agency theory indicates a dissimilarity in the goal of the agent and the principal
regarding the operation of the business(Pouryousefi and Frooman 2019). This usually creates a conflict of interested
situation between the two parties. The argument is that the performance of the agent may not match that of the

principle and this could create disaffection between the two stakeholders.

In addition, it has been argued that due to separation of ownership and management (Goebel 2019), the principal
often have superior information, which is denied the agent and thereby resulting in information asymmetry. This
may be private information, which regards the running of the business, investments, performance and abilities of
the agent(Valanciené and Jegeleviciuté 2014). The managers therefore take advantage by exploiting the situation to
their benefit resulting in agency cost (Cuervo-Cazurra, Mudambi, and Pedersen 2019; Company, Jensen, and

Meckling 1976; Auronen 2003; Martin, Wiseman, and Gomez-Mejia 2019; Hill, C. W., & Jones 1992)
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4. Conclusion

We evaluate and discuss how companies will prioritize their sources of financing in terms of the source that will
inure to their benefit. Pecking Order Theory therefore figures prominently in the funding streams of startup
businesses. We also consider how the dissimilarities in the goals of the agent and the principal in the agency theory
affects the operations of a business. In addition, in terms of prioritization companies will prefer their own internal
funds for their operations rather than external sources. Within this paper, we therefore make the following theoretical
contributions; first, we advanced the view that theoretical aspects of crowdfunding are relevant in enhancing the
study if crowdfunding as a field of study. We therefore propose a research agenda that will enhance the practical and
theoretical concepts of the financing gaps facing start-ups. Second, our paper advanced the view that there is a need
for a clear-cut alternate funding for start-ups to address these gaps. Largely, based on evidence emerging from the
literature, we propose that start-ups should rather adopt crowdfunding as an alternative finance in order to avoid

their current disjointed funding streams.
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