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ICOs EVERYWHERE
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HYPE, FRAUD or REAL ECONOMIC VALUE?

One view is that the proliferation of ICOs comes from hype about

crypto tokens and everything blockchain, opportunity to sidestep

regulatory requirements, or even outright fraud

We focus on a rational justification for issuing tokens in platform

settings
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PLATFORMS

Platforms create value by bringing together one or more types of

participants

I Facebook friends, borrowers and lenders, drivers and riders, etc

Network effect: participation in the platform is valuable only if others

also participate
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THE COORDINATION PROBLEM

Potential participants want to join only if others join as well

I Especially true if there is a cost in joining (even a minor cost)

Typically solved by subsidizing early users, and profiting from those

who join later, when it is clear that the platform is successful

This requires upfront capital, which can be expensive
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TOKENS AND COORDINATION—OUR FINDINGS

We explore whether the platform can solve the coordination problem more

efficiently by issuing a utility token

Tokens allow less or no early user subsidy

Depending on cost of capital, issuing tokens can be more or less

costly than alternatives like equity or borrowing

When cost of capital is high, tokens are relatively more attractive

When cost of capital is moderate or low, tokens typically are more

expensive than the alternatives

I they are sold at a lower price to compensate early buyers for the risk of

platform failure
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TWO-PERIOD MODEL WITH NETWORK EFFECTS

Two-period model with network effects

Platform faces coordination problem in both periods

Period 1

Early potential adopters arrive to the market

Platform either

I sets a (possibly negative) price to join, or

I sells access tokens

Everybody observes whether platform was successful
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TWO-PERIOD MODEL WITH NETWORK EFFECTS

Period 2

Late potential adopters arrive

Some arrivals from period 1 have to leave

Platform either

I sets a (never negative) price to join, or

I sells tokens to potential users without one

In the case of tokens, users without one can buy now and join the

platform

I Early arrivals that did not buy a token in Period 1 can also buy now

I Early arrivals can sell their token to late arrivals and exit
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TOKEN TRADEOFFS

With tokens, the platform can charge higher price in period 1 and still

have successful adoption

I potential users know they will benefit from tradable tokens in period 2

I can mean that lower upfront subsidy is necessary to entice participation

Without tokens, the platform is more profitable in period 2

I no part of period 2 value needs to be given to first period token buyers

Result 1: Total platform profits are higher without tokens

Result 2: The platform prefers to use tokens rather than a subsidy to

solve the coordination problem if it faces a high enough cost of capital

Result 3: The more the platform can project inevitability, the higher

the cost of capital threshold that favors tokens
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TOKENS VS. NO TOKENS AND MARKET FAVORABILITY BIAS

Cost of capital threshold is increasing with favorability bias towards

the platform
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TAKEAWAYS AND CONCLUSION

Tokens provide a mechanism to foster platform adoption

I tradability is key as increase in value rewards early users

Tokens increase early profit but decrease total profit

I transfer revenue from second period to first period

Can lower or eliminate the need to subsidize early adopters

I Let them buy cheap tokens instead!

I subsidy could be required without a token, but not needed with token

I if platform faces high cost of capital, issuing a token can enable

platform adoption and success
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Thank you!

Yannis Bakos (NYU) and Hanna Halaburda (NYU and BoC) Tokenize or Subsidize?


