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INTRODUCTION

We empirically study whether and how investments in early stage businesses respond to tax
incentives, using a natural experiment due to a policy change, and a comprehensive transaction-
level dataset from leading online equity crowdfunding platforms in the United Kingdom.

Given the positive externality that entrepreneurial activities bring to the economy, governments
around the world have routinely resorted to various incentives to spur entrepreneurship. One of
the scarcest resources for successful entrepreneurship is funding, which can often be challenging
due to the riskiness of startups. Therefore it is generally believed that, if there are tax incentives
for investing in startups, investors may be more willing to undertake the risks and invest in
entrepreneurial activities. The effect of such tax incentive programs, however, has been difficult
to assess due to the private nature of investment in startups. In addition, tax incentives do not
necessarily lead to intended reactions from all investors, and may also lead to unintended
displacement effects on competing startups that do not qualify for such benefits.

Online equity crowdfunding, where startups can exchange shares of their business for much
needed funds, provides opportunities for researchers to assess the impact of such tax incentives.
Online equity crowdfunding has the potential to significantly expand the sources of capital for
startups, and also increase the return for investors. Therefore not surprisingly, it has received
significant interest around the world in recent years. With the Jumpstart our Business Startups
(JOBS) Act, crowdfunding platforms such as AngelList have emerged in the US (Nanda and
Kind 2013). In the UK, several equity-based crowdfunding platforms have appeared since 2011
(Glover 2015). On these platforms, even retail investors can buy small equity shares of startups.
In an effort to spur such investments, the UK government has created tax incentives in the form
of the Seed Enterprise Investment Scheme (SEIS). SEIS provides income tax relief and capital
gain tax exemption to offset the high risk associated with new ventures, and we exploit the
implementation of this policy, and a highly detailed transactions dataset from UK to determine
the effect of tax incentives on equity investment. More specifically, our research questions are:

1. How does the implementation of such tax incentives affect investor behavior? We will
examine the impact on the investor population growth, investor portfolio size, investor
risk-taking behavior, and investor choices. In addition, we study how such impacts may
differ by the investor’s wealth and sophistication level.

2. How does the implementation of such tax incentives affect startups? We will examine
startups’ interest in raising funds through online equity crowdfunding, their likelihood of
funding success, and whether there are “displacement effects” on some startups, such as
those not eligible for SEIS.

3. What is the “net” impact of SEIS in online equity crowdfunding, not only in terms of
fundraising but also ex post impact on employment and revenue of startups that are able
to raise funds online? How do these impact compare to businesses that raised funds
offline?



Answers to these questions will provide practical insights to online equity investment platforms,
investors, startups, and regulators.

RESEARCH METHODS

We use data from crowdfunding platforms in UK in our study. Crowdfunding started around
2011 in UK. By the first half of 2014, crowdfunded seed deals have accounted for 32% of all
visible UK seed-stage deals (Glover 2015). SEIS was established in April, 2012, and became
permanent in 2013 (SEIS 2015). This allows us to identify the effect of tax incentives on investor
behaviors. Our dataset includes fine-grained information on investor age, gender, location,
sophistication and wealth level (measured through website questionnaires), as well as their
investments; startups and their founders; as well as fundraising campaign details and outcomes.

We use difference-in-differences (DD) for identification purposes. Our DD specification utilizes
heterogeneity of startups on crowdfunding platforms. The design is demonstrated in the figure
below. The treatment effect is the event that SEIS was established. Only investments in SEIS
eligible startups receive this treatment (After SEIS).
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FUNDING SUPPORT

The funding we request will help enhance the scope and impact of the paper. While we have data
on equity crowdfunding, we need additional data to evaluate the impact of tax incentives beyond
crowdfunding. Specifically, we need data on other startups that are funded through traditional
financing outside the crowdfunding platform. Without such data, it is difficult to measure the
overall impact of tax incentives. We will collect such data from the UK government information
site Companies House. This will require that we manually extract and clean the data. The
requested funds will be used to hire assistants for data collection, software for data cleaning, and
also for presenting the research output at conferences.

TIMELINE

The timeline for this project is outlined in the table below. We plan to clean the data and begin to
analyze it in the second quarter of 2016. We expect to finish the draft of the paper by Spring
2017. Thank you for your consideration.

Time Main Objective Deliverables

Q2 2016 Initial data analysis Preliminary results ready

Summer 2016 | Data collection and cleaning Cleaned data about startups in UK

Spring 2017 Working paper ready Submit to conferences
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