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A minha Mae



«Quem disse que morreu a madrugada?
Quem disse que esta noite foi perdida?
Quem foi que disse que eu podia ir,

Tao longe quanto nds podemos ser?»

José Carlos Ary dos Santos (1973)
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INTRODUCTION

The technical term “PropTech” can be broadly related to the use of new technol-
ogies (“Tech”) in the field of real estate industry (“Prop”). The new vague of digital trans-
formations in other sectors of activity, such as the Financial sector, is now becoming also
popular in the context of real estate, that has the potential to transform the way real estate

transactions normally occur.

REC has recently emerged as a new form of investing in real estate, in the context
of PropTech 3.0, allowing any type of investor to engage in this sort of project, without
entailing excessive costs. The main legal question of this paper is to determine if the use
of crowdfunding in this business sector would require a different legal approach in rela-
tion to the existing general legal framework for lending or investment crowdfunding, such
as the European Commission Proposal for a Regulation on European Crowdfunding Ser-
vice Providers or Law No. 102/2015, of 24 August, with respect to Portugal. If not, |
propose a contribution to a possible legislative process by presenting the main risks and

advising on the potential aspects that should be considered by the regulatory authorities.

In general terms, REC can be defined as an alternative financing channel for col-
lecting funds from a crowd of investors, with the purpose of investing in real estate pro-
jects through online platforms. The great innovation in this type of crowdfunding is that
the investor does not acquire the whole equity in the property as in direct real estate in-
vestments, but only a percentage of the equity in a property along with hundreds or even
thousands of investors.! The investments are frequently backed by mortgages provided
by the crowdfunded company as a suitable way of protecting the investors in case of
default.

The growth of REC occurred after a period of crisis, which goes back to 2007 in
the US, during which different risk management policies were implemented and the tra-
ditional financial institutions were forced to drastically reduce financing thresholds.? The
significant effects of that period have been widespread on related areas with special rele-

vance for the financial markets, which revealed the importance of the systemic risk.

1 SCHWARTZ (2016), p. 11.
2 BROWN, DAVIS (2008).



Direct property investments and REIT, the two standard investment forms, were
no longer considered advantageous to investors due to their higher transaction and man-
agement costs. Investors were looking for alternatives when crowdfunding was adopted
in the real estate field as a suitable option to ensure liquidity, just a few years after regular
crowdfunding had become common through the Internet (hereinafter “regular or general
crowdfunding”). As early as 2015, REC had grown to almost $ 2.5 billion, having a huge
impact, especially in the American market. This phenomenon is now taking its first steps

in Europe, including in Portugal, and Asia.

Despite the reduced number of academic support elements in law, the core chal-
lenge in this paper is to approach this unexplored financing alternative from a legal per-
spective, having non-accredited investors as a target, given that this group may not be
able to understand all the information used or the risks that these investments may entail

in the future.

In view of these facts, in order to answer this legal question, the first step is to
analyse, in Part I, the main elements of REC and the market in which it operates, within
the context of PropTech. The market risks and the type of assets involved may determine
a different legal approach. The first part also clarifies how REC platforms are normally

structured.

Part Il addresses the advantages and risks of REC in relation to traditional inves-
tors (banks, venture capitalists and business angels), which can be especially attractive to
a certain group of investors. The scope is also to clarify which causes may justify the

continuous growth of this method of financing so far.

Finally, in Part 111, before the legal question is answered, we assess the American
and Portuguese legal frameworks to understand whether some of the risks determined in
Part 11 have been legally addressed. After only these three steps, it will be possible to find
a proper answer to this legal question. Part I11 is followed by some concluding remarks,

including a critical analysis of the future of this form of financing in Portugal.



1. REAL ESTATE CROWDFUNDING

1.1. PropPTECHAND REC

Following the recent FinTech revolution in the context of the financial markets,
the emergence of PropTech has become a main disrupting element in the context of the
real estate industry. This concept can generally be defined as the use of new digital prod-

ucts within the real estate field, which is not a totally recent phenomenon.*

According to experts, Real Estate FinTech refers to the product that results from
the connection of these two different areas (PropTech and FinTech) corresponding to
“software-based platforms that optimize the buying and selling of real estate assets, (...)
[including] classic properties or fund shares or debt and/or equity capital invested in real
estate™, such as REC platforms.

Although the real estate industry tends to be a “conservative sector”, which ex-
plains the slow use of digital products in this field,® there is no doubt that the introduction
of digital platforms for real estate purposes is a way of ensuring liquidity in this market,
having a clearly positive impact on results. Nowadays, the community of young entrepre-
neurs is encouraged daily to create and implement new ideas in different business sectors,

to which real estate players should not be indifferent.

The argument that some of the risks inherent to this sector’ are not completely
solved by PropTech® cannot prevent the use of new technologies in the real estate indus-
try. Looking into the future, Real Estate FinTech, mainly focused on REC, has the poten-
tial to introduce innovation into this type of transaction, if properly followed by specific
regulation and a moderate optimism by the crowd of investors. These reasons justify ad-
dressing this new method of real estate investment from a legal perspective, as well as all

the risks raised.

3 The term Fintech can be broadly defined as *(...) the use of technology to deliver financial solutions (...)
often seen as a uniquely recent marriage of financial services and information technology”. ARNER et. al.
(2015), p. 3.

4 ANDREW BAUM recalls the first PropTech wave of 1980-2000 (PropTech 1.0) which “was all to do with
data and computing power”, achieving PropTech 2.0 with the online residential market sector or even Prop-
Tech 3.0 through blockchain. BAum (2017), pp. 10, 86.

® FETH, GRUNEBERG (2018), p. 1.

® 1bid, p. 1.

7 Sections 1.2.1-1.2.2.

8 New digital products cannot solve, for instance, the physical deterioration of real estate assets over time.
BAuM (2017), p. 85.



1.2. HISTORICAL APPROACH: THE ROOTS OF THE PRACTICE

Historically, it is difficult to determine when the crowdfunding practice began,®
but the very first initiatives in this area lead us, at least, to 2002, when the non-profit
Blender Foundation launched a crowdfunding campaign as a way to financially support
the Blender, a widely used three-dimensional animation software developed by a Dutch
company called Not a Number.2° To deal with the financial distress caused by the reduc-
tion in sales associated with the dot.com crisis,!! this campaign reached the amount of
money needed (€ 100,000) in only seven weeks.!?

Unlike regular crowdfunding, the first REC platform is more recent and easier to
determine. The platform called Fundrise, founded in 2010 by BEN MILLER and DAN MIL-
LER, introduced the first private market real estate investment platform in the world. This
platform, whose main target was the American market, was only launched in 2011. The
project is considered the cornerstone of a “whole new way to invest in real estate”® that
has been constructed since then. According to the information provided on the website,
this project promises to rebuild the whole system of investing, making it easier for indi-
viduals to access the best investments. Fundrise is “reinventing the way people invest

their money”. 14/

Like regular crowdfunding, this type of crowdfunding has blossomed after a crisis
period. It has been considered an important alternative to the traditional financing chan-
nels since the subprime crisis in 2008.° From then on, investors have been witnessing an
increase in similar platforms around the world. In 2014, BARRY RITHOLTZ identified more

than one hundred REC platforms that were operating around the world.” CrowdStreet,*8

°® FERNANDO BELEZAS argues that this is close to the method used by the Portuguese social charity institu-
tions (Misericordias) since the XVI century. Such institutions used to collect money from the public to deal
with their own expenses and to preserve their real estate over time. BELEZAS (2017) p. 24, not. 7, Luis
GERALDES recalls that, in 1885, the “The New York” newspaper launched a campaign to collect funds to
build the support base for the Statue of Liberty. Such project, known as the first big crowdfunding project,
reached almost $ 100,000.00 at that time. GERALDES, CARDOSO, SILVA (2017) p. 303, not. 3.

10 BELLEFLAMME, LAMBERT, SCHWIENBACHER (2013).

11 MoRris, ALAM (2008).

12 History section of the website www.hlender.org accessed on 7 January 2018.

13 www. fundrise.com accessed on 7 January 2018.

14 Ibid, Section ‘Our Mission’.

15Tn 2013, this platform gave the chance to small investors to invest in Lower Manhattan’s 3 World Trade
Center, owning a stake for just $ 5,000. Under the terms of the project, these investors were entitled to
receive an annual return of 5 % on the five-year investment. NARS (2015).

16 GILLILAND (2017).

" RITHOLTZ (2014). In the same year, SAMANTHA GOINs identified only 30 REC platforms. Nevertheless,
she admitted that the actual number at that time could be much larger. GoINs (2014), p. 11.

18 www.crowdstreet.com accessed on 7 January 2018.
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Groundfloor®® or RealCrowd?® are just a few examples of REC platforms that continue
online in 2017. Through some of these platforms, each investor can invest in different
real estate projects with just $ 10. Hence, the investor is entitled to receive either (i) a
fixed interest rate plus the amount borrowed or (ii) any profits or rental income resulting

from the project.

Recent unofficial statistics have concluded that REC grew from $ 400 million in
2013 to $ 1 billion in 2014.2! In 2015 these types of platforms generated over $ 2.5 billion,
registering a growth of 150%. Following this trajectory, a threshold of $ 3.5 billion was
expected in 2016, which would correspond to a growth of 40%.2% The first real estate
platforms were based in the US, followed by the UK and Canada. In Europe, the German
platform Companisto,?® founded by DAVID RHOTERT and TAMO ZWINGE, was launched
in 2012 and is currently one of the biggest platforms in the market. Both European and

non-European investors are able to invest in real estate portfolios with just € 5.24

Over the next few years, the emergence of these platforms that are especially ded-
icated to the Asian real estate market have the potential to change this scenario. Asia is
generally considered a complex market, with different levels of development,?® but re-
cently the platform InvestaCrowd, founded in 2015, has been facing the challenge of
providing access to real estate opportunities for Asian investors, namely in Hong Kong,
Tokyo and Singapore.?® Future investment levels there may explode and even surpass the

American and European investment levels.

19 www.groundfloor.us accessed on 7 January 2018.

20 ywww.realcrowd.com accessed on 8 January 2018.

21 In the US, REC grew from $ 396.4 million in 2013 to $ 1.014 billion in 2014, according to the data that
have been disclosed through the Massolution 2015 Crowdfunding Report. COHEN (2016), p. 40.

22 These figures have not been confirmed by an official entity yet. This statistics group was drawn up by
EquityMultiple Team, a New-York based commercial real estate investing start-up. EQUITYMULTIPLE
TEAM (2017).

23 www.companisto.com/de accessed on 8 January 2018.

24 Through the platform Companisto, the project of a five-star superior luxury resort Weissenhaus reached
€ 7,500,000 of investments, involving 70,000 investors from 92 countries. The project is now considered a
benchmark of REC history in Europe. TRAJKOVSKA (2017).

25 Julian Kwan, the founder of the InvestCrowd platform, states that Asia has two types of markets: Japan,
Korea, Singapore and, on the other hand, China, India, Vietnam or Thailand. Each group has its own dy-
namics and different levels of investor protection. ALOIS (2016).

26 ywww.investacrowd.com accessed on 9 January 2018.
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1.3. DEFINITION AND CHARACTERISATION

According to ETHAN MoLLICK (2014), the concept of crowdfunding?’ corresponds
to a set of ““(...) efforts by entrepreneurial individuals [or] groups - cultural, social and
for-profit - to fund their ventures by drawing on relatively small contributions from a
relatively large number of individuals using the internet, without standard financial inter-
mediaries”.?® Such definition is in accordance with the main elements that characterise
the concept of crowdfunding: (i) an alternative financing approach, in the sense that the
companies are not financially able to access credit through traditional sources (bank loans,
business angels or venture capital funds); (ii) this credit is directly obtained from the
crowd, a large group of investors that generally have similar interests and motivations;?°
and (iii) the use of Internet-based platforms is essential to connect the members of the

crowd.3°

Real estate crowdfunding’s assumptions are similar to those of general crowd-
funding, except with respect to the features of the real estate assets and real estate market,
where the platform mainly operates. Here, the raising of funds is aimed to finance real

estate projects that are available online through electronic platforms.3!

Each REC project may be intended for the acquisition, lease, or total or partial
rehabilitation of existing buildings, as well as the purchase of raw land.3? Furthermore,
regarding the property type, these investment opportunities are emerging especially in
properties for either (i) residential® or (ii) commercial®* purposes. In just a few cases, the
project can be designed to mix the two.®

The players at stake are also the same as those in general crowdfunding: (i) the

project initiator, which can be a company or an individual that proposes the idea and/or

27 The term is frequently defined as a part of a general concept of crowdsourcing. This term was defined
for the first time in 2006 by Jeff Howe and Mark Robinson in the American Wired Magazine being inter-
preted as “(...) an open call over the Internet, with the intention of animating individuals to make a [volun-
tary] contribution to the firm’s production process for free or for significantly less than that contribution is
worth to the firm”. SCHWIENBACHER, LARRALDE (Forthcoming), p. 5.

2 MoLLICK (2014), p. 2.

2 HEMINWAY (2014), p. 38.

30 MARTINS PEREIRA (2016), pp. 10-11, not. 36-38.

31 “REC consiste nella raccolta di fondi destinati a un progetto immobiliare attraverso un elevato numero
di investitori (‘folla”). MORRI, RAVETTA, p. 13.

32 MARCHAND (2015), pp. 25-26.

3 Pursuant to the statistics dated 2014, “[the] residential [type] accounted for the highest proportion on
investments with 57%”. GOINS (2014), p. 12.

34 Commercial properties correspond to 26% of the offerings. Ibid.

% “The remaining 17% consisted of mixed used developments”. Ibid.
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the project to be funded (“the entreprencur”), (ii) the investors (individuals or companies)
that are financially prepared to support the idea, and (iii) the platform “that brings the
parties together to launch the idea”.®

In light of these elements, REC can be defined as a set of efforts developed by
entrepreneurs that collects funds from a crowd of investors (individuals or companies,
which are accredited or not) connected through an electronic platform in order to finance
different real estate projects with the aim of acquiring, leasing, or totally or partially re-
storing existing buildings or the purchase of raw land.3” The impact of this specific type
of crowdfunding should be autonomously examined due to the presence of two special
elements: (i) the asset type, and (ii) the market where it operates.

1.3.1. REAL ESTATE ASSETS

“Real estate is one of the largest and best understood asset classes in existence”.>®

Real estate assets integrate a set of features that distinguish them from other assets, like
bonds or stocks, frequently traded on the financial markets. Some of these features lead

investors to opt for this class of assets instead of others, as follows:

) Tangible. Unlike stocks or bonds, real estate assets are only physical. In addition
to all the property legal rights, real estate assets can be seen or touched. It is an
asset that is easily traded even by less sophisticated investors. Due to its physical
nature (in terms of dimensions or geographic location) the asset’s value can be
determined more easily, when compared with intangible assets,3 for accounting
purposes. This value can even increase if improvements are made to the asset.

i) Low correlation. JAN DALHUSEIN (2016) recalls that “the essence of all the pro-
fessional risk management is the selection and diversification of risk, limitation

of transaction costs and tax efficiency.”* In this context, one of the ways to ensure

% BAKER (2015), p. 30.

37 In a similar way, DENIS SCHWEIZER and TINGYU ZHOU argue that “REC is a form of financing in which
real estate project developers make an open call on the internet (typically through specialized platforms) to
sell a specified amount for equity- or bond-like shares in a company or project, with the aim of attracting a
large group of (primarily accredited) investors”. SCHWEIZER, ZHOU (2016), p. 7.

% GOoINS (2014), p. 1.

% Trademarks, copyrights or patents are considered intangible assets. “Intangible property has no physical
substance. These assets derive their value from the rights inherent to their ownership. They are considered
intangible because they cannot be seen or touched, yet they have the potential to possess value.” SPECIAL
COMMITTEE ON INTANGIBLES (2012), p. 2.

40 DALHUISEN (2016), p. 319.
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i)

vi)

the mitigation of the risk is to build up a diversified portfolio.*! Real estate assets
play an essential role in this matter due to their low correlation with other asset
classes (stocks or bonds).*? This means that if real estate assets are included in a
portfolio exclusively formed of stocks or shares, the investor will get diversifica-
tion benefits. For this reason, real estate assets nowadays should not be considered
anymore as an alternative but rather an essential component of a portfolio to en-

sure such diversification.*®

Stable yield levels. According to macroeconomic studies, real estate assets have
the potential to generate a regular rental income, being sufficiently competitive

with other fixed income alternatives.**

Hedge against inflation. Economic scholars agree that the real estate asset class
offers special protection against inflation, which is considered a “macroeconomic
indicator which creates substantial distortions in financial statements, future earn-
ings, and overall the performance of securities in the financial market”.*® This
asset class is able to protect the investor from these uncertainties, since some of
the returns expected are typically indexed to inflation, e.g. rental income. In other
words, “real estate can be considered a perfect hedge against inflation, under the
strong assumption that future rent growth and discount rates move in line with

expected and actual inflation rates”.*®

Tax benefits. Real estate assets can be subject to different tax benefits. This means
that if the investor complies with legal assumptions, there may be a reduction in,

or in some cases an exemption from, taxes.*’

High transaction and management costs. All transactions involving real estate as-
sets generally entail a high level of cost, including expenses on legal support (law-

yers or notaries) that are necessary in more complex dealings in addition to taxes.

41 “Modern portfolio theory tells us that to decrease risk investment should spread across several uncorre-
lated assets. Global mainstream financial markets are becoming increasingly correlated and effective di-
versification is difficult to achieve”. GOINS (2014), p. 7.

42 SzELvEs et al. (2014), p. 5.

43 HUDGINS (2012), p. 14.

4 GOINS (2014), p. 3, HUDGINS (2012), p. 14.

4 PARAJULI, CHANG (2015), p. 1.

4 According to the Gordon growth model. CASE, WACHTER (Forthcoming), p. 18.

47 Portugal has several tax incentive examples for this asset class: the rehabilitation works made in buildings
located in urban recovery areas may benefit from a VAT rate of 6% and other exemptions in terms of
municipal property taxes.
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Management costs are related to ongoing management, e.g. improvements in the

building that may be required over time and taxes that are periodically due.

1.3.2. REAL ESTATE MARKET

The real estate market also represents a set of features that make it unique, when

compared with other markets:*8

i) Heterogeneous. The real estate market tends to be “highly heterogeneous”.*® The
physical characteristics or the location make each real estate asset unique. Hence,
“since each property is heterogeneous and possesses unique risks, investors are
not able to accurately quantify the risk of each investment and thus rely more on

their gut feeling”.>°

i) Iliquid. Typically, the parties acting in this market spend some time choosing a
counterparty to negotiate with and the best price that seems most advantageous to
close the deal. As a result, these assets may not be automatically sold or exchanged
for cash due to the heterogeneity of the assets mentioned above.>*According to
XIN HE and ZHENGUO LIN (2016), this liquidity can be measured by the property’s

time-on-market, for instance.>

iii)  Volatile.® The real estate market is commonly described as a volatile market.>
This means that it is expected that asset prices can increase or decrease over a
short period of time, which may affect the expected returns. This complex indica-
tor may be sensitive to internal factors felt within the country or to the effects of
a worldwide crisis. A suitable example of this was “(...) many of the problems

causing the financial crisis and global recession since 2008 have their origin in the

“ Heet al. (2016), p. 1.

49 LIN, LIu (2008), p. 36.

%0 NYSTROM, (2012), p. 2.

51 “The real estate market distinguishes itself from the financial market in its high degree of illiquidity.
Unlike traders in the financial market who can readily buy or sell a security at its equilibrium price (...)”
LIN, Liu (2008), p. 1.

52 The main factor that determines real estate liquidity has been extensively discussed in the literature. Most
of the references are mentioned in LIN, L1u (2008), p. 12, including alternative ways to assess this liquidity.
%3 Volatility is an economic indicator that corresponds to a degree of variation of prices over a certain
period, which can be mathematically calculated. If the volatility of the market is high, this means that the
prices can quickly change over a short period of time.

% WHEATON (2015).
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real estate markets, e.g. the US subprime crisis and the overinvestment in housing

in many European countries”.>®

iv) Asymmetric. Although this is not an exclusive feature of the real estate market,*®
information asymmetries are strongly present in this case, typically involving a
seller, buyer and broker. Different scholars discuss which party is better informed
or what is considered “better” information in this context.>’” The existence of
asymmetric information is “(...) substantial and has key implications for [bal-
anced] housing market outcomes”,*® making such market even more heterogene-

ous.

V) Restricted. In most of the cases, only accredited investors are financially able to
bear the high level of costs or understand the complexity that real estate transac-
tions normally involve. For these reasons, the real estate market is not seen as an
investment option for less-sophisticated individuals or for those who expect an

financial return immediately after the investment.

In a nutshell, the idiosyncratic dynamic of the real estate market is ensured by this
non-exhaustive group of features. The real estate market should be distinguished from the

financial market, even though they are connected.

1.4. PLATFORM MODELS

In terms of structure, the REC platform models also share similarities with regular
crowdfunding platforms.>® Most real estate projects promise high levels of financial re-
turn for the investors involved. For this reason, the platform models used are similar to

those of debt and equity-based crowdfunding.

55 ENGSTED, PEDERSEN (2013), p. 2.

% « Asymmetric information in the financial markets can adopt any of the following types: adverse selection,
moral hazard, or monitoring costs.” BEBEZUK (2003), p. 7.

57 According to DE WIT and VAN DER KLAUUW (2013), the seller is better informed than the buyer, since
the former “(...) has private information about certain attributes of his house and/or its own characteristics
(e.g. risk preference, financial constraints, and degree of patience).” In the opposite direction, HORT (2000)
and OIKARINEN (2012) argue that the buyers “(...) are likely to be better informed about the local market
conditions than sellers, because ‘during the process of searching, buyers are more prone than sellers to shop
around in precisely the same segment of the market in which they intend to trade.”” apud LIN, Liu (2008),
pp. 3-5.

8 KURLAT, STROEBEL (2015), p. 2430.

%9 Crowdfunding is frequently identified as an umbrella term encompassing different types of fundraising
that consider the goal and the reward at stake: (i) “donation-based crowdfunding”, (ii) “reward-based
crowdfunding”, (iii) “peer-to-peer lending”, (iv) “equity crowdfunding” and (v) “mixed crowdfunding”.
GERALDES, CARDOSO, SILVA (2017), p. 304, not. 4.
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One of the ways to engage in the investment is to use the traditional debt model.
The investor lends a certain amount of money and receives a promissory note issued by
the platform. The terms of the repayment may include only the payment of a fixed interest
rate or the capital plus the interest. The maturity of the debt varies depending on whether

it is a short or long-term debt.%°

Non-accredited investors should be aware of the different loan structures that can
be used on these platforms. If the investor opts for a senior debt structure, this means that
the loan on the platform is secured by placing a first ranking lien on the property, which
“(...) gives investors significant protection”®! and the chances of being repaid in case of
default are higher. On the other hand, the option of a so-called bridge loan®? brings about
different consequences. This innovation in the market is considered a short-term debt,
which means that it is due in less than one year, with the potential to generate higher
interest rates. Nevertheless, a bridge loan is a risky option to invest “(...) as there is no

guarantee that the proposed exit plan will be carried out to repay the loan”.5

Equity crowdfunding is also an attractive way to enter into real estate invest-
ments.®* These kinds of platforms are structured in a different way: the SPV, which is
generally an LLC, is used for each real estate project. This entity, managed by the plat-
form, undertakes the ongoing management of the real estate assets, keeping the “profits,
costs and administration as simple as possible”.%¢ The crowd of investors purchase shares
in this company and, in the capacity of shareholders of the SPV, are entitled to receive a
percentage of the rental income or of the profits from the sale, if there are any. In other
words, “the members of the LLC are the equity investors who hold an equity share in the

property. They are not on title; the LLC is.”®’

% The debt’s maturity varies between 6 months and 25 years, according to the empirical studies of SAMAN-
THA GOINS. GOINS (2014), p. 10.

61 On the REC platform Instalend.com all the crowdfunding offerings on the platform are senior debt be-
cause they believe that “this creates the simplest and most efficient way for investors to understand the risks
and returns associated with each deal”. FAQ Section https://www.instalend.com accessed on 17 March
2018.

62 «Bridge round is frequently realised when a company, which raised venture capital, appears in a situation
of need for a further cash infusion to continue to grow”. MATEJKA (2016), p. 41.

83 GoiNs (2014), p. 10.

% Financial literature also discusses which crowdfunding model — equity or debt — can offer higher levels
of return to the investors in the real estate market. SCHWEIZER, ZHoU (2016), pp. 31-32.

8 The use of an LLC goes back to Germany in XIX century. The company is treated as a legal entity
separate of its owners. All the owners of the firm enjoy limited liability, regardless of their participation in
control. GEVURTZ, (2010).

® GoINs (2014), p. 10.

67 BAKER (2015), p. 35.
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According to DENIS SCHWEIZER and TINGYU ZHou (2016), a slight evolution was
registered in this context, in the sense that “in an earlier version of real estate crowdfund-
ing, an LLC funded by accredited individuals would make loans to sponsors [crowd-
funded companies] to renovate and sell residential properties. The loans usually matured
in six to eighteen months and were backed by a personal guarantee from the sponsor [the
crowdfunded company]. However, nowadays, many different types of investment options
exist, including common equity, preferred equity, mezzanine debt, bridge loans, and so
on.”%® Having said this, considering the continuous use of this method of financing by the
crowd, | believe that the diversity of equity contracts,® which have been emerging in

regular crowdfunding, is going to be absorbed by real estate crowdfunding in the future.”

SAMANTHA GOINS (2014) highlights the importance of the Lead Generation as an-
other example of platform model. These kind of platforms, especially common in South
East Asia, allow “the developers to list investment opportunities online (...), [putting] the
investors in touch with the developers seeking finance”. However, these “platforms” do
not collect the investors’ funds, nor do they offer any recourse if the investments made
go wrong. For these reasons, since these “platforms” are hardly subject to legal duties of
information or protection for the investor, lead generation models should not be consid-

ered a platform in a technical sense, in my view."*

68 SCHWEIZER, ZHou (2016), p. 7.

8 The first contractual initiatives of this crowdfunding model include six different types of investments,
especially in the US. This diversity may be justified through the fact that the SEC, 3 years after the JOBS
Act, decided not to restrict the type of securities issued by the companies.

0 About the diversity of contracts WROLDSEN (2016), pp. 25-28, GREEN, COYLE (2006), p. 171, CHANDLER
(2016).

I SAMANTHA GOINS argues that Lead Generation platforms “(...) purely allow developers to access a large
pool of willing investors”. GOINS (2014), p. 10.
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2. PrROs AND CONS

In the absence of a clear position on REC by the European Securities and Markets
Authority until now, the second part of this thesis is focused on both the potentials and
risks of this particular form of financing from a regulatory perspective, of which the

crowd of investors should be aware.

In practice, | understand that this regulatory authority should put forward clarifica-
tion on risk management and governance with respect to REC, like other cases that also
entail a high level of risk and speculation, which was the case with ICOs."?

2.1. ADVANTAGES

Before the emergence of this financing alternative in the real estate sector, invest-
ments used to be made through the traditional players, namely banks, business angels”
or venture capitalists.”* However, investors seeking liquidity used to deal with some con-
straints on these investments forms, e.g. when the amount required by companies was too
high for business angels or extremely low for venture capitalists, there were no opportu-
nities to raise the capital. Considering these barriers, investors were looking for new ways
to obtain capital, especially after the American sub-prime crisis period in 2007. Regular
crowdfunding was identified as a successful way of rectifying this market failure of pri-
vate equity.”"® A few years after the employment of regular crowdfunding, this potential
was adopted in the real estate sector and now, making a “comparison between traditional
funding and crowdfunding in real estate across the globe shows evidence that the trend

of crowdfunding in real estate has been increasing”.”’

2 In November 2017, the European Securities and Markets Authority took the initiative of alerting the
investors regarding the high risks of 1CO, given its rapid growth. This Statement qualifies these kind of
investments as “extremely risky and highly speculative”. EUROPEAN SECURITIES AND MARKETS AUTHORITY
(2017)

3 «“Angel investments are affluent individuals who provide capital for a business start-up, investing their
own money. Angel financing, which has become one of the most relevant methods to finance new ven-
tures”, providing capital at an early stage along with post-investment services. Unlike venture capital, angel
investing can be considered long-term money. HENRIQUES (2012), p. 12.

4 “Venture capital is not long-term money. The idea is to invest in the company’s balance sheet and infra-
structure until it reaches a sufficient size and credibility so that it can be sold to a corporation or so that the
institutional public-equity markets can step in and provide liquidity”. Depending on the portion of the eq-
uity, venture capitalists can receive high returns and decide the destination of the company. ZIDER (1998).
> PERESTRELO DE OLIVEIRA (2017), p. 240, PEREIRA DUARTE (2017), p. 251.

6 Against, JOSE VICENTE LATORRE considers that the argument according to which crowdfunding is an
alternative “(...) to mainstream financial systems, as, at least partially, untrue” since the investors do not
have access “to all opportunities and ventures in the investment universe”, meaning that the economic field
is far from perfect, LATORRE (2016), p. 17.

" MANOHAR et al. (2016), p. 10.
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Before the project is launched, there is a due diligence period that is common to
any investment, during which it is verified whether the company together with the project
proposal are financially prepared to comply with the long-term conditions of repayment,

in terms of liquidity.

One of the main differences between crowdfunding and traditional investors is the
approval time for the projects. “A process that normally takes several months to initiate
and finalize has now become a streamlined process [through crowdfunding]”.”® There is
a significant reduction in the due diligence time given that now the same process lasts
weeks, days or even hours due to “(...) the accessibility, and efficiency of equity crowd-
funding platforms”.”® JEREMY COHEN (2016) reveals the importance of this feature stating
that the “speed of execution in a real estate transaction is instrumental towards not only
competing to win a deal, but also towards building a firm’s reputation of professionalism
and efficiency. This competency can help [crowdfunding real estate platforms] to build

upon [their] current momentum and continue to grow”.8°

The use of crowdfunding has also introduced a revolutionary method to invest in
this sector with the dematerialisation of the real estate investments, i.e. a few years ago,
a visit to the property used to be crucial to engage in this sort of projects and the only way
of checking the physical condition of the building. Today, investors are invited to invest
based only on the features advertised on REC platforms, “(...) without stepping away
from his or her computer. Someone from New York, Kansas, or North Carolina can invest
in a project in California, and vice-versa”.8t As a consequence of this online decision-
making, there is a significant reduction in time consumption since the typical meetings
with the investors are not needed to get the approval. “With real estate crowdfunding, you
simply browse deals on a website, and invest or sell shares in properties with a couple of

clicks” 82/83

8 BAKER (2015), p. 42.

" BAKER (2015), p. 42. Entrepreneurs used to wait between eight or twelve months to find angels interested
in the projects plus the time of negotiation of the deal.

80 CoHEN (2016), p. 23.

81 BAKER (2015), p. 41.

82 SCHWARTZ (2016), p. 13.

8 Unlike the crowd of investors, business angels “(...) routinely visit and engage with the entrepreneurs
they fund, which reduces agency costs”. As a proof of their commitment, these investors invest “no more
than a two-hour drive from their investments”. IBRAHIM (2015), p. 100.

20



As part of this dematerialisation process, REC is also prepared to combine most
of the strengths of other forms of real estate investing,2*®® including lower management
or transaction costs® given that all the investment steps are managed online. In some

cases, crowdfunding platforms provide detailed features on proprieties at zero cost.®’

In terms of return, crowdfunding normally exceeds other forms of investment.
Taking the old savings bank account as an example, current interest rates are extremely
low, close to zero, according statistical studies by the Bank of Portugal .2 In France, the
expected returns on a savings account is around 0.75%, for instance.®® In REC projects
the returns are higher and almost reach 8.4% in the US and 6.3% in the UK.*® Depending
on the location and the features of the investment, a Portuguese REC project may cur-

rently promise returns of almost 3.70%.%*

Investments in real estate through crowdfunding also have the potential to beat
inflation. In other words, and taking the example above, a savings bank account estab-
lishes a long-term interest rate, which means that the returns will stay the same over time.
In REC, the estimated return is calculated in a different way: the investor has the chance
to beat inflation since the returns on this type of investment are rents or profits on sales
that are adjusted in accordance with inflation. At this moment, there is an expectation that

prices are going to rise over time.%?/%

8 One of the classic forms to engage in some real estate project is through direct property investments,
which usually provide higher levels of control. The management policies are sufficiently transparent be-
cause the investors are directly taking the control of their investments. Despite the large amount of operating
costs and the inherent level of risk (that is hardly mitigated due to the absence of diversification benefits of
the portfolio), this option has the potential to generate higher levels of return. GoOINS (2014) p. 3.

8 Indirect real estate forms of investing as corporate entities, investment funds and REIT. In this latter
form, especially common in the UK, the trust is taking the control of the investment in the name and on
behalf of the beneficial owner, which may compromise the transparency of the investment and the good
levels of return.

8 According to the information advertised by the crowdfunding platform Fundrise, there is a considerable
difference between the management annual costs through this platform (1.0%) and the traditional invest-
ments (1.37%-6.45%) and it is concluded that “Fundrises saves you 0.37%-5.45% annually”. Price and
Cost Structure Section https://fundrise.com/pricing accessed on 3 February 2018.

87 SCHWEIZER, ZHou (2016) p. 11.

8 BANK OF PORTUGAL (2017), p. 39.

8 SCHWARTZ (2016), p. 17.

% GoINs (2014), p. 8.

%1 E.g. the real estate project that is currently available at Cidade Universitaria in Lisbon, through the Span-
ish crowdfunding platform Housers www.housers.com/pt accessed on 3 February 2018.

92 “The problem is that it [will not] be able to beat inflation, so you will actually lose money in the long
term by leaving it in a savings account!” SCHWARTZ (2016), p. 17.

% Section 1.2.1. iv).
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REC and REIT are similar in terms of the management control of the investment
portfolio since there is no need to manage the physical property, with the investors being
hands-off the investment in both cases. Despite the similarities of control, there are con-
siderable differences in terms of transparency: a REIT normally has thousands of proper-
ties under its own management, which means that the trustee “decides which property to
buy and which property to sell”,**% whereas in REC it is the investor who decides which
investments to make. The platform discloses all the features of the project on the website,
including photos of the real estate asset, analyst reports or other relevant business strategic
documents. Even after the investment, the investor has the chance to follow-up the results,
since the platform “give[s] deal specific updates to investors, which are a luxury when
compared to REIT analysis, whose reporting is often the result of many syntheses of

statements.”

On the other hand, a significant reduction in the minimum investment levels is
especially attractive for investors. Unlike traditional forms of investment, which used to
require higher capital amounts to engage in this type of project, REC platforms allow
investments starting with just € 50.°” This reduction in the minimum investment amount
has a double effect: it not only opens the door for the “average consumer to engage in
[this type of] process”® but also offers the possibility of investing in more than one real
estate project. Therefore, with the chance to invest in different real estate projects, the
diversification of the investment portfolio®® becomes a possibility, which means that if
one real estate project fails, the resulting losses can be offset with gains from other pro-

jects.

To complement all these advantages, REC was subject to regulatory changes with
respect to the type of investors. Initially, according to the original version of the JOBS
Act (2012), general crowdfunding was restricted to accredited investors.%° Currently, af-

% SCHWARTZ (2016), pp. 19-20.

% REIT represents “an amalgamation of many properties, which an individual investor cannot feasibly
assess on a deep enough level”, COHEN (2016), p. 24.

% COHEN (2016), p. 25.

% The minimum investment amount varies according to the REC platform that is used. The Spanish REC
platform Housers establishes as minimum investment € 50, whereas the German REC platform only € 5.
% BAKER (2015), p. 44.

% Section 1.2.1. ii) on the diversification of the investment portfolio.

100 Namely (i) a natural person whose individual net worth, or joint net worth with that person’s spouse,
exceeds $ 1 million, excluding the primary residence or (ii) any natural person who had an individual in-
come more than $ 200,000 in each of the two most recent years or joint income with that person's spouse
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ter Title 111 of the JOBS Act entered into force in 2016, non-accredited investors are al-
lowed to invest in equity crowdfunding, without meeting the accredited investor require-
ments. REC platforms finally had the chance to tap this “huge investor base”,*** which

has ensured the growth of this financing strategy to date.

2.2. RIsSKS

In abstract terms, risk can be defined as “the potential that events (routine, planned
or unanticipated) may have an unexpected and noteworthy impact on results”.%? In more
complex environments, where predictions and lack of knowledge are frequent, the risk
expectedly increases. Despite the success of some investors, historic bubbles have re-
sulted from expectations of future advances that should be used as main examples, as part

of our “constructive collective process”.1%

From the history of financial markets,!%* we have inherited different concepts of
risk — including risk asset ratio,% credit risk!°® or operation risk'%’ — that should not be
disregarded in the context of crowdfunding.'% Investing in the real estate sector, as | have
already demonstrated in Part I, entails a set of risks due to the features of the real estate
market, where sometimes a diversified portfolio may not be sufficient to mitigate all the
risks.1%® Also, the analysis of the institutional framework of the country where the real
estate investment is made could be another strategy to the reduce the risk, according to

some scholars.!0

in excess of $ 300,000 in each of those years and has a reasonable expectation of reaching the same income
level in the current year, according to Title 17, § 230.501, (5)-(6) of the US Code of Federal Regulations.
This Article includes more legal provisions regarding accredited investors.

101 BRIGGMAN, THERRIAULT (2016), p. 15.

1021 emos (2016), p. 4.

103 SORNETTE (2009) apud LEMOS (2016), p. 4, not. 26.

104 DIONNE (2013)

105 This concept “is one of the key notions introduced in (...) Basel I and is now substantially used every-
where as a means of calculating a bank’s capital needs in respect of credit risk”. DALHUISEN (2016), p. 703.
106 This means the “evaluation of the risk in the banking assets and in that connection especially of the
creditworthiness of bank debtors and the likelihood of their default.” Ibid., pp. 701-702.

107 This type of risk is related to the risk “connected with a failure of its organisation and systems [intro-
duced by Basel 1I]”. Ibid., p. 699.

108 According to empirical studies, personal networks, the quality of the underlying project and the geo-
graphic component of the investment are some of the factors that may help to mitigate the risks when
general crowdfunding is used. MoLLICK (2013), p. 29.

109 | EMos (2016) pp. 6-7.

110 1n 1995, Tom GEURTS and AUSTIN JAFFE approached the institutional framework of the countries as a
variable of risk, namely the “(...) unfair administration of laws, the lack of law enforcement, corruption
levels, nationalization and expropriation threats (...)” can have an important impact on the risk/return of
the real estate investments. For this reason, the Authors argue that “institutional characteristics of countries
should receive more attention”. GEURTS, JAFFE (1996), pp. 117-120.
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In addition to the general risks, there are specific risks regarding REC that inves-

tors, in particular non-accredited investors, should be aware of.

2.2.1. Fraup!!

Despite the potential growth of crowdfunding, some scholars have been concerned
about the emergence of cases of fraud in this field.!*? The little evidence of these sorts of
cases so far does not mean that the problem will not arise in the future.?

There is a risk of fraud, including when the collection of funds is not directed to
the project’s initially proposed goal or when the payment conditions for the REC project
are not intentionally met, e.g. “a fraudulent entrepreneur could lure funders to invest in
his project, and subsequently disappear with the funds, never to be heard from again. An
entrepreneur may also exaggerate the projected returns on the project, and other promot-

ers may similarly be led to overstate their prospects to attract investors” .11

Real estate deals have always been characterised as local or regional investments.
Nevertheless, as clarified above, REC has introduced a significant change on this point:
there is an opportunity to engage in this type of funding without visiting the building,
making such investment international and virtual. But apart from this potential, the inves-
tor should be aware of the problem of asymmetric supporting information. In this respect,
there are different forms of asymmetric information in the real estate market but, in gen-
eral terms, two “broad types can be distinguished: [i] those related to the characteristics
of the property itself, and [ii] those related to the conditions of the market in which the

property is traded” *®

11 The concept of fraud is hard to define, nevertheless “a good conception of fraud (...) must satisfy three
general conditions: sufficient flexibility for the law to adapt to changes in behaviour by primary actors,
sufficient clarity for the law to satisfy requirements of notice and guidance of discretion by legal actors,
and sufficient content for the law to inform the public of the nature of the wrongdoing involved when an
actor is held liable for fraud”. About the concept of fraud BUELL (2011).

112 ROBERTA KAMEL argues that the crowdfunding bills “should be renamed ‘Fraud-Funding through
Crowdfunding’”. KAMEL (2012) apud BRADFORD (2017), p. 15.

113 «“We find that the fraud rate in the crowdfunding market is still very low and that fraud is not a random
phenomenon, which can be explained by empirical models”. CUMMING et al. (2016) p. 33.

114 There is no registration of fraudulent REC cases so far, but we cannot say the same regarding general
crowdfunding. In 2012, the Massachusetts Securities Division charged “(...) a man for collecting $ 153,396
from twenty people who were led to believe that they were investing in a gaming site”. TOMBOC (2013),
pp. 266-269.

115 HE et al. (2016), p. 4. Seller-side, buyer-side or a brokerage relationship may also influence the asym-
metric information levels. Scholars have tried to understand which party is better informed in the real estate
sector. HE et al. (2016), pp. 3-5.
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The democratisation process of REC, opening the door to non-accredited inves-
tors, will certainly aggravate the problems with respect to imperfect information, i.e. “the
crowd is not as fit as the traditional lenders to evaluate the true risks and prospects of a
new venture and thus may fall into the trap of false signals sent by entrepreneurs seeking
funds or inability to assess the signals correctly”.*'® Hence, fraudulent parties are aware
of the fact that this group is characterised by having “previous little experience with se-
curities offerings”, thereby being easier to defraud.

The lemons problem may also arise in the REC context'!’ as a consequence of
these asymmetries. It is expected that most of the non-professional investors will not be
able to distinguish profitable REC projects from unprofitable ones, i.e. “whether an en-
trepreneur or a project is good or bad constitutes information that is largely hidden from
funders”.*® Considering that the whole REC process runs online, there are additional
“inefficiencies”!® which increase the level of fraud — the possibility of easily changing
name, the e-mail used (fake users) or the ease of disappearing before the regulatory enti-

ties take action, when the process goes wrong.

In one sentence, “(...) the entrepreneur holds all the cards. Investors have little

information about what is to come and little control over what the entrepreneur does.”*?°
2.2.2. DUE DILIGENCE®?!
Considering the complexity of international real estate deals, the due diligence

period before the transaction becomes crucial for all the parties involved.!?? Despite the

several meanings of due diligence,*?® the main idea is to carry out a detailed analysis and

116 FlroozI et al. (2017), p. 2.

"7 «A “lemons market” is a market in which asymmetric information exists between sellers and buyers.
Since the buyers are not fully informed as to the quality of the products, they discount the price of all
products. High quality products will not sell for a price that reflects their quality and will, thus, exit the
market. Only “lemons” are left in the market”. IBRAHIM (2015), p. 591.

118 Tomeoc (2013), p. 266.

119 |bid.

120 BRADFORD (2012) apud TomBoC (2013), p. 267, not. 114.

121 The expression “comes from latin terms diligentia — care, carefulness, and due — proper, reasonable.
[This term] began to be widely used in the United States in the 1930s when the United States Congress
enacted the Securities Act of 1933 after the stock market crash in 1929.”. VIESTURS, AUZINS (2015), p. 92.
122 1n REC cases, post contractual due diligence, when the buyer or the investor carries out due diligence
after the transaction, is also relevant for monitoring purposes.

123 \/IESTURS, AUZINS (2015), p. 93.
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assessment of all the real estate information, as well as related areas. Interpretation mis-
takes or omission of information may have a negative impact on the investor’s returns.

The verification process can be approached in two ways.

The first due diligence process is conducted by the REC platform, mainly focused
not only on the structure and activity of the entrepreneur, i.e. “the performance of crimi-
nal, background and credit checks on both the company and its principals'?* but also on
the terms and conditions of the REC project. In the event of finding “red flags”, the project

may not be included in the investments portfolio of the REC platform.

Despite the importance of this diligence process, there are no uniform guidelines
in this respect, at least in Europe. Each REC platform applies its own criteria and the
“multiple layers of diligence”'?® are defined according to the management policies fol-
lowed, meaning that the boundary between fraud and poor due diligence cases becomes
tenuous and even more difficult to determine.*?® The transparency of the proceedings be-
comes a “grey zone” and the reputation of the REC platform can be irreversibly affected.

If problems and doubts arise in this part of the proceedings, it is end of the platform.

After the project has been disclosed, the second due diligence process is under-
taken by the investor. In real estate transactions, the parties frequently state that they are
comfortable with the functioning of the market, with the type of asset at stake or even
with the property value and its correspondence with the contract’s price. Scholars argue
that investors are frequently too optimistic about the future of the crowdfunded project.*?’

Both factors increase the potential level of moral hazard (“too big to fail”).1?8

Having said that, “the question remains whether or not the buyer — a non-profes-
sional — has truly familiarised himself with the property that is being purchased” or, in
the REC case, in which is being invested.*?® Although REC platforms always advise that
investors should undertake their own due diligence procedures before the investment, the

124 As advertised through the REC platform RealtyMogul.com, Section ‘Due Diligence on Real Estate
Sponsors’  https://www.realtymogul.com/resource-center/articles/due-diligence-on-real-estate-sponsors
accessed on 29 June 2018.

125 EQUITYMULTIPLE Staff, ‘Due Diligence Information’, disclosed by EQUITYMULTIPLE Crowdfunding
Platform, 3 August 2017 https://www.equitymultiple.com/blog/investing-strategy/due-diligence/ accessed
on 10 March 2018.

126 Seedrs platform advises that “business failure does not mean equal poor due diligence. A large propor-
tion of early-stage businesses are likely to fail (...) a reality that all our investors understand. No level of
due diligence can prevent genuine business failure”. GRANT (2017).

127 MARTINS PEREIRA (2016), p. 24.

128 ScHWARCZ (2017).

129 \/IESTURS, AUZINS (2015), p. 92.
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average non-professional investor may not be able to comprehend all the information,
“investors are not specialists and thus have access to less information about the industry,
past performance of the entrepreneur, and many other pieces of value-relevant infor-

mation”. 130

The only way to deal with this problem is to analyse all the information provided
by the platform and go beyond that, which means studying the implications of all the
potential risks that may arise, even if the real estate asset is commonly traded. The edu-

cational part is the key.**!

In practice, most of the platforms deal with this problem by requesting that inves-
tors confirm the terms and conditions of the investment “by signature or — in the case of
distance communication — by electronic confirmation legally equivalent to the signature.
This provision is intended to ensure not only that investors have actual notice of the in-
vestment information sheet, but, above all, are aware of the potential risks associated with

the investment, especially the risk of the total loss of the assigned capital”.**?

2.2.3. LACKOF LIQuIDITY

One of the major concerns of REC is the lack of liquidity due to the absence of a
secondary market. This factor is particularly relevant because the real estate market is

also illiquid per se, as already mentioned.!3

The liquidity problem is referred to as the “lack of an exit strategy for inves-
tors”,** which means there is no way to trade or resell the shares previously issued
through REC. The investors, after investing the capital, “are usually locked into their in-
vestment and almost invariably cannot quickly sell such securities through a secondary

market or exchange if their investment preferences change”.'*® The introduction of this

130 SCHWIENBACHER, LARRALDE apud TomBoC (2013), p. 268.

131 Despite the importance of this behaviour, GMELEEN TOMBOC argues that “if a potential investor has to
spend much time and effort to study each project and form opinions on: (i) whether the entrepreneur is
giving a complete and accurate description of the project; (ii) whether the product or service will be well-
received by its target market; and (iii) whether his return on that project will be high enough to entice him
to invest, it degrades user experience and discourages him from participating in future fundraising”. Tom-
BOC (2013), p. 269.

182 KLOHN et al. (2016), p. 14.

133 Section 1.2.2.

134 AUSTIN (2018), p. 22.

135 Ibid.
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type of market could be a way to moderate the investors’ optimism and an appropriate

way to ensure the sustainability of REC market.

The previous step of creating a secondary market for equity crowdfunding has
become controversial among scholars. RICHARD EPSTEIN (2015) argues that “the amounts
invested are too small and the likelihood of major economic gains are too slight to justify
the investments that would be required to create a secondary market”.*3® For the same
reason, ANDREW SCHWARTZ (2015) states that “there will likely be only a very limited

and illiquid secondary market for crowdfunded securities”.*¥’

Considering the possibility of introducing a secondary market within the REC
context, regulatory measures would be immediately required. Cases of fraud are fre-
quent, '3 namely “pump and dump” schemes,**® which give this type of market an espe-
cially poor reputation. This would be the only way to ensure that investors are protected

from these uncertainties.

| understand that the position assumed by the Authors mentioned above cannot be
adopted in the REC field. It is expected that this form of financing will continue to grow
over the next few years. 0 If the volume of investments increases, the investors will con-
tinue to be locked into their investments, even when they have lost interest in the project.
The creation of a secondary market followed by a proper regulatory framework is the
only way to ensure the protection of the investor and the sustainable development of the

primary market.

2.2.4. ENFORCEMENT OF THE SECURITY

According to the practice, REC platforms always advertise to the crowd when the
real estate projects are backed by a security, which is frequently a mortgage. This security

136 EpSTEIN (2015), p. 50.

187 SCHWARTZ (2015), p. 652.

138 JANET AUSTIN provides the example of the Emerging Company Marketplace “the junior board of the
American Stock Exchange, which opened in 1992 and closed in 1995, after only three years of operation”.
AUSTIN (2018), p. 28.

139 “The manipulator gradually acquires a large number of securities in a particular company. Positive false
or misleading information is then disseminated about the company. This may be accompanied by a flurry
of matched purchases and sales between associates to give the appearance of heightened interest in the
securities, which in turn has a tendency to further artificially inflate the price. When the price of the secu-
rities has become inflated, the manipulator sells, that is “dumps,” the securities before the price falls back
to a more realistic level”. Ibid. p. 23.

140 Section 1.1.
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is provided by the crowdfunded company, intended to reassure investors that the capital

invested is guaranteed in case of default.

Many questions have been raised regarding how this security, which is granted in
favour of different investors, can be enforced legally. Sceptic investors believe that the
enforcement of this security is almost impossible to put in practice if we consider the
large number of investors dispersed around the world. This topic does not intend to be an
exhaustive study on enforcement of securities, but a brief note should be made on it, given
that most of the scholars have not addressed this topic under the context of REC until

now.

It should be mentioned briefly that, over the last few years, the number of REC
platforms including real estate projects has increased, especially in Portugal. The future
of this form of investing along with the favourable context of the real estate business in
this country'*! has promoted the multiplication of REC projects based in Portugal. On
one hand, the activity of REC platforms that are securely established in Portugal are nec-
essarily monitored by the Portuguese regulator and, on the other hand, the first wave of
contracts backed by mortgages on properties located in Portugal may also be subject to
Portuguese law. These reasons justify the interest in approaching the discussion on the

enforcement of securities from a Portuguese legal perspective.

Having clarified this, one of the key questions at stake is to understand if the in-
vestors are legally able to enforce this security individually in the event of default, or
whether this enforcement requires the intervention of all the investors (class action). Alt-
hough the investors may establish the manner of enforcement in the contract (whether
individually or collectively), Portuguese law must be analysed to assess whether there is

an appropriate legal manner to pursue it.

| would suggest that a suitable starting point to answer this question is to analyse
REC in comparison with syndicate loan agreements.*#? | understand that both cases share
several similarities in terms of composition: on one hand, there is always a plurality of

creditors and, on the other, the security included in the contract is granted in favour of all

141 Section 4.

142 «A form of loan business in which two or more lenders jointly provide loans for one or more borrowers
on the same loan terms and with different duties and sign the same loan agreement. Usually, one bank is
appointed as the agency bank to manage the loan business on behalf of the syndicate members”. WO0OD,

(2008), p. 94 apud RODRIGUES (2017), p. 161, not.14.
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the investors. The enforcement of the security is also a topic of debate in the context of
this type of agreement.** Assuming that both contracts are similar in general terms, dif-
ferent legal positions can be put forward.

According to JoAo PAULO MENDES RODRIGUES (2017), the enforcement of the
security must be consensual among the investors. This Author argues that one creditor
cannot act as it would be the sole creditor under the terms of the syndicated loan agree-
ment. One of the arguments is that the creditor’s rights are quantitatively different, in
accordance with the proportion of the capital invested, but qualitatively equal, which cor-
responds to a communion of rights in this type of loan agreement. Supporting his position
in the wording of Portuguese law, the Author argues that the co-ownership legal frame-

work can be applied in the context of a communion of rights in rem of a security.44

Nevertheless, this legal position brings about important procedural consequences
of which the parties should be aware. In accordance with Portuguese procedural law, all
the investors must be parties in the proceedings for enforcement purposes (class action),
whenever the co-ownership legal framework is applied.}*> Otherwise, the judicial deci-
sion cannot definitively regulate the legal situation, which corresponds to a procedural

illegitimacy with a consequent dismissal of the plaintiff of the instance.'4°

In light of these arguments, | consider that this legal solution to enforce the secu-
rity in the REC context, always requiring a meeting of wills or a sense of coordination
between the investors, goes against the nature of crowdfunding itself, given that under
the terms of this financing model, the investors do not know each other and it would be

difficult to coordinate the enforcement of the security.#’

A different and more helpful standpoint capable of being adaptable to REC is ar-
gued by TERESA NoVO FARIA (2017), according to which a sole creditor is legally entitled
to enforce the security. For this Author, this legal solution is only possible when the se-
curities are individually granted in favour of different creditors on the same good: in this

143 FARIA (2017), RODRIGUES (2017).

144 This is legally possible since Article 1404 of the Portuguese Civil Code sets out that the co-ownership
legal framework can be also adapted to the sharing of other rights.

145 This a typical case of litisconsorio necessario passivo, which means that the co-holders should jointly
be parties in the procedures.

146 Articles 33, No. 1 and 278, No. 1, paragraph d) of the Portuguese Procedure Code.

147 Section 1.2, Section 1.3.
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case there is a multiplicity of rights in rem of a security, rather than a communion of
rights.148

In my view, REC is a suitable example of this multiplicity of rights, following the
reasoning of TERESA NOvO FARIA (2017): a sole creditor is legally entitled to initiate the
enforcement proceedings to benefit from its right in rem, as long as the security is indi-

vidually granted and created in its own favour.

This legal position does not harm the remaining creditors. In fact, they would still
be protected through the lodgement of claims mechanism. According to Portuguese pro-
cedure law, when the enforcement proceedings are initiated, the remaining creditors have

the chance to join the process through the lodgement of claims,#®

assuming the legal
position of claimants, allowing them to recover the capital invested. In this case, the
claimant has a different legal status in relation to the person who initiates the enforcement

process. >

In a nutshell, 1 consider that REC may benefit from the academic debate that is
currently ongoing in the context of syndicated loan agreements. In the absence of a clearer
understanding, the enforcement of the security in the REC field may involve legal con-
straints that should be noted. Despite its recent relevance, the courts have not taken a
position on this debate so far, which means that now is the appropriate time to encourage
the academic community to put forward other solutions on this matter, before the legisla-

tor takes action.

In my opinion, the adopted legal solution should be in line with the features of
REC, namely the plurality of investors dispersed around the world, allowing the creditors
to exercise their own rights in rem of a security individually, under the terms of the Law.
Otherwise, it will be impossible to coordinate the enforcement of the security among

thousands of investors.

148 FARIA (2017), p. 635, not. 130.

149 Articles 789, No. 1, paragraph b) and 788, No. 1 of the Portuguese Code of Civil Procedure.

150 A creditor who initiates the procedures benefits from a general enforcement in relation to all the assets
of the debtor, whereas the claimant’s enforcement is limited to its rights in rem. The initiator is also prior-
itised in relation to the claimants in terms of payments. FARIA (2017), p. 638.
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3. REGULATORY APPROACH

From a European perspective, the European Commission has recently drawn up a
proposal for a regulation on European Crowdfunding Service Providers for Business®!
having different purposes, including to minimise the application of different legal rules
across the jurisdictions on this matter or “to empower the investors with the necessary

information on crowdfunding, including the information on the underlying risks”.*>?

Although this proposal does not mention the possibility of applying crowdfunding
in the real estate sector, this draft includes important legal rules that, in my opinion, must
be adapted to the REC field regarding conflicts of interest, the use of an SPV*** or one
important legal provision on “entry knowledge test and simulation of the ability to bear

loss”, > which may have the potential to mitigate some of the risks identified in Part 11.15¢

Nevertheless, some opinions are not so optimistic on the Crowdfunding Proposal
and critics have discussed the fragile nature of the draft, regarding the “inadequate inves-
tor and consumer protection as well as a lack of cross-border provisions”.*>” Without
prejudice to future discussions or amendments, prima facie this proposal is ambitious and
consistent, revealing the importance of crowdfunding in the EU context. However, this
would have been a good opportunity for the European Commission to include a special
reference on REC.

On a local level, Portugal, together with some other countries,*®® is now also tak-
ing the first step towards the regulation of investment crowdfunding. The Portuguese le-
gal framework for crowdfunding corresponds to Law No. 102/2015, of 24 August, and
the legal framework for sanctions that was recently passed by the Portuguese Parliament,
Law No. 3/2018, of 9 February.*®® In this respect, the US was one of the first countries to

regulate this method of financing when President Barack Obama passed the JOBS Act in

51proposal for a Regulation of The European Parliament and of The Council on European Crowdfunding
Service Providers for Business, COM/2018/0113 final — 2018/048 (COD).

152 Ibid, p. 2.

158 |bid, Article 7, p. 22.

15 Ibid, Article 4, No. 5, p. 21.

155 |bid, Article 15, p. 27.

156 Section 2.2.

157 BONINO (2018).

1%8 Spain (Law 5/2015 of 27 April on financiacién participativa), France (Ordennance n.° 2014-559 du 30
mai 2014 relative au financiement participatif) or Germany (kleinanlegerschutzgesetz, 10 July 2015). MAR-
TINS PEREIRA (2016), pp. 265-282.

159 Along with CMVM Regulation No. 1/2016, of 25 May, that defines the requirements of access, regis-
tration, refusal and suspension of this type of platform in Portugal.
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2012, encouraging small entrepreneurs to develop new business models and facilitating
the method as capital is obtained. A recent debate was ongoing in Germany to understand
if REC should be included in the general framework for crowdfunding.!®°

In view of the legal question initially presented, the scope of Part Il is to assess
if the current Portuguese legal framework for general crowdfunding can be applicable to

the real estate sector, given that the former omits any reference to this possibility.

3.1. TO REGULATE OR NOT TO REGULATE?

Before assessing the possibility of applying the current legal framework for gen-
eral crowdfunding to REC, there is a preceding question on whether this new form of

crowdfunding should be regulated.

| believe that the application of crowdfunding in the real estate sector should be
specially regulated and deserves the attention of both legislator and supervisory entities,
putting forward some arguments in this regard. Firstly, it is irrefutable that REC is a very
recent activity whose procedures are unknown for most investors.'®* Considering also as
a fact that most non-accredited investors are not prepared to deal with the risks in-
volved,%? the general legal rules of each jurisdiction may not be sufficiently efficient to
protect investors’ expectations. Having special and uniform legislation particularly de-
signed for this purpose, by introducing, for instance, special legal presumptions in fraud
cases, would mean that investors do not need to demonstrate all the general assumptions
before the Court in order to confirm the existence of a loss®® and this could mitigate all

the differences in terms of legislation across countries.

Another reason to justify the special regulation of REC pertains to the essential
role of the regulator. The regulatory entities of each State have an important role on this
matter, not only in regulating the activity of REC platforms and reducing asymmetric
information, but also in verifying the veracity and legality of the information provided by

the crowdfunded companies on the real estate projects.

180 The German Government was considering ruling out REC from the law on crowdfunding “Kleinanleg-
erschutzgesezt” (“KASG”). Nevertheless, the German Crowdfunding Association was against this position:
the scope of the law should be enlarged instead of limited, considering that the “success of REC confirms
the need to create more living space and help solve the tense housing situation in Germany”. To understand
the arguments of both parties, TORRIS (2018).

161 Section 1.1.

162 Section 2.2.

183 Section 3.3.

33



Another question is when should both legislator and supervisory authorities start
regulating REC. In this respect, | follow the understanding of JAN DALHUISEN (2017),
according to which regulatory approaches should take place “at the top, not at the bottom

of the market”.164

History shows that regulatory measures are mainly frequent during or after a pe-
riod of crisis: the Housing and Economic Recovery Act of 20089 or the Securities Act
of 1933%%¢ are just a few suitable examples of this regulatory tendency after a moment of
crisis. This means that late implementation of legislation may compromise its efficiency,
given that some of the effects of the crisis will not be avoided. The main idea of JAN
DALHUISEN (2017) is to adopt preventive behaviour in regulatory terms, taking the right
measures when the markets are experiencing a period of success and prosperity, and not

when chaos and scepticism are already present. The same logic should be applied to REC.

Investors are now dealing with the “top of the market”, using JAN DALHUISEN’S
terminology, since empirical studies confirm that a significant growth of REC is expected
during the next few years and the number of fraud cases in the Portuguese scenario is
almost inexistent. Hence, | understand that this is the appropriate time to reflect on the

regulation of this special form of crowdfunding, in accordance with this reasoning.

Therefore, as | believe in opting for a regulatory approach, I will demonstrate that
the application of the current Portuguese legal framework for general crowdfunding to
the real estate field may be subject to different limitations derived from the nature of the
real estate market transactions, compromising the efficiency of the regulation of this ac-

tivity.
3.2. LIMITATIONS ON INVESTMENTS

An example of limitations on applying the current Portuguese legal framework for
general crowdfunding to REC is related to the amounts raised that are particularly rele-

vant in this business sector.

164 DALHUSEIN (2017), p. 12.

185 This act was created after the subprime crisis of 2008 in the US, whose scope was primarily to introduce
a set of measures to minimize the effects of the crisis.

186 After the collapse of the stock market of 1929, “key components of the regulatory safeguards put in
place during the Depression were the Securities Act of 1933 (Securities Act) and the Securities Exchange
Act of 1934 (Exchange Act), the legislation that had the greatest effect on the securities market”. KELLER,
(1988), p. 329.
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For each offer of debt or equity crowdfunding, the Portuguese framework sets out
a ceiling of € 1,000,000 and the activity or product under these crowdfunding models
cannot exceed this amount in a 12-month period. Said amount can be reached through a
sole offer or as a result of all the offers launched in the EU." However, this limit may
be increased up to € 5,000,000 when the campaign is exclusively addressed to companies

or individuals whose annual income is equal to or more than € 70,000,168

Real estate transactions typically require considerable levels of investment capital.
As a result of the increasing demand in some cities, e.g. Lisbon or London, housing prices
are still rising.*®® Moreover, assessing the signs of the market, the “real estate financing
market also continues to show good signs of recovery with the banks, equity investors
and other sponsors increasingly becoming more available to finance real estate acquisi-
tions and developments”,1’® which implies a possible decrease in housing prices cannot

be expected.

On the other hand, since a large proportion of REC’s target investors are non-
accredited, typically middle-class individuals, whose annual income is certainly less than
€ 70,000,1"* there are reasons to believe that the number of REC cases with a ceiling of €
5,000,000 will be reduced.

Considering that the investment limits implemented are low for REC purposes,
the only manner of applying the current legal framework to the real estate sector is to
review this legal provision. A suitable solution could be to introduce different tiers of
offerings, also implementing different assumptions for each of them, following the ex-

ample of the American legislator.

The JOBS Act 2012 was recently amended through Regulation A+172, which in-
troduced two tiers of offerings “each with slightly different requirements”:1’3 “Tier 1” for
offers that do not exceed $ 20 million in a 12-month period and “Tier 2” for offers with a
ceiling of $ 50 million in a 12-month period. As expected, offerings under Tier 2 are

167 Article 19, number 1 of CMVM Regulation No. 1/2016, of 25 May.

168 Article 19, number 2 of said Regulation.

189 Following the Portuguese case, currently, a T1 flat in the centre of Lisbon can now easily reaches €
1,000,000, given that the increase in demand was not followed by the proper increase in supply.

170 FERREIRINHA, COUTINHO (2017), p. 269.

171 The law does not mention whether this annual income is gross or net income: if it is gross income, this
means that the monthly income of the individual would be around € 5,000.

172 These amendments were adopted on March 25, 2015, becoming effective on June 19, 2015.

13 KNYAZEVA (2016), p. 3.
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subject to additional requirements, being subject to an ongoing reporting regime under-
taken by SEC. As proof of this potential in the REC context, the American REC platform
Groundfloor, based in Atlanta, has recently received regulatory approval under the terms

of this Regulation.™

In view of the rapid growth of REC, one can conclude that the legal framework
for general crowdfunding may present some barriers in terms of limits on investments.
The solution could be to introduce different tiers of investments, in accordance with the

current market prices regarding REC.

3.3. PROTECTION OF THE INVESTOR

Noting that this is an unexplored area from a regulatory perspective, | understand
that investor protection should be assumed as one of the main priorities for both legislator

and supervisory authorities.

The Portuguese legal framework includes some legal provisions in this regard,
namely Article 16 of CMVM Regulation No. 1/2016, of 25 May, together with Article 17
of Law No. 102/2015, of 24 August, according to which a crowdfunded company is re-
quired to provide a mandatory document mentioning all the relevant information ad-
dressed to the investors, using appropriate and clear language, so that they can take their
own investment decisions in a responsible manner. Article 16 sets out an exhaustive list
of information (“essential information addressed to the crowdfunded investors”), stand-

ardising the elements that should be disclosed through this kind of prospectus.

Despite the importance of this positive effort by the Portuguese legislator in this

regard, | believe that more legal options could be implemented to protect the investor.

As far as due diligence procedures are concerned,'’ it is time for the supervisory
authorities to assume a position on this matter for two core reasons: on the one hand, these
procedures are frequently considered a “grey zone” by investors and, on the other, the
law does not refer to any solution for it. My proposal would be for the regulatory author-
ities to issue specific guidelines in this respect. Regardless of the management policies
followed, each platform would be required to comply with the institutional step-plan be-

fore concluding on the level of risk applied to the real estate project. Each level of risk

17 HoBkeY (2018).
175 Section 2.2.2.
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would be characterised by different objective criteria, e.g. (i) the number of criminal pro-
ceedings against the crowdfunded company’s principals, (ii) the size of the company’s
debt, (iii) the analysis of the company’s balance sheet, and (iv) conflicts of interests,

among others, according to which progressive levels of risk could be applied.

A similar position was adopted by OECD regarding the automatic exchange of
financial information on tax matters.*’® Chapter 4 sets out all the due diligence procedures
that should be adopted according to the type of account at stake.'’’ Despite the case-by-
case analysis of each due diligence procedure, this approach in the tax field demonstrates
that the step-plan followed could be standardised, along with the criteria assessed by each
platform. | maintain that a similar reasoning should be applied mutatis mutandis to the
REC field as one of the ways to ensure the transparency of the platforms’ internal pro-

ceedings.

Another problem is related to the imminent risk of fraud that may become frequent
in the future, as previously defended in Part 11.178 The recent Portuguese sanction frame-
work for crowdfunding would be an appropriate time to reinforce investor protection, but
this was not the option of the legislator. In view of this fact, | understand that it would be
pertinent to consider a similar solution to the one included in the American legal frame-
work, according to which the investor only has to prove to the Court that the defendant
“[made] an untrue statement of a material fact or [omitted] to state a material fact required
to be stated or necessary in order to the make statements, in the light of the circumstances
under which they were made, not misleading”.*’® Once this condition has been verified,
the plaintiff does not need to prove that this illegal act caused loss and the entire purchase
price is recovered, unless “the defendant shows that some portion of the damages recov-
erable did not result from the fraud”.!8 Additionally, according to section 4(a)(c) of the
Securities Act, the liability procedures include not only the issuer of the securities but
also the principal executive officer, principal financial officer, controller or principal ac-

counting officer, directors, and partners of the issuer.

176 OECD (2018).

17 “This standardised approach ensures a consistent quality of information is reported and exchanged”.
Ibid., p. 72.

178 Section 2.2.1.

179 BRADFORD (2017), p. 20 along with Securities Act of 1933 § 4A(c)(2)(A), 15 U.S.C. § 77d-1(c)(2), (3).
180 1hid. not. 122 and Securities Act of 1933 § 4A(C)(1)(B), 15 U.S.C. § 77d-1(c)(1)(B).
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There is no reason to exclude this generous liability presumption for private plain-

tiffs from the Portuguese law on REC.

Finally, in terms of competency, and bearing in mind the manner in which REC
works, '8! one must ask which court is competent to decide any dispute arising from REC.
Three possible answers are on the table: (i) the place of the building (lex rei sitae), (ii) the
courts where the plaintiff is located or (iii) the jurisdiction where the crowdfunded com-
pany has its main place of business. None of these three options would be able to protect

the investors, given the dispersion of elements typical of REC.

A proper solution to protect the investors’ needs could be to use an arbitration
system as a remedy in the event of litigation, as argued by STEVEN BRADFORD (2017), i.e.
an online arbitration system conducted by expert arbitrators, who are familiar with
REC.!82 The goal would be to implement “all proceedings (...) through written, online
submissions, with no hearing and no oral testimony”.'® Thereby, from the REC plat-
form’s perspective, it would also be easier to submit all the relevant information online if
needed. The Scholar admits that the method is not perfect, but this mechanism would
have, at least, the potential to reduce the costs and the amount of time consumed in the

event of litigation, a position which | follow.

4., THE FUTURE OF REC IN PORTUGAL

There are arguments to believe that REC will become popular in Portugal during
the next few years. The Portuguese real estate market has registered a high level of de-
mand over the last few years, particularly after the period of crisis. Different policies to
attract foreign investment were implemented, contributing to a boost in the Portuguese

184 <«

real estate sector: the “Golden visa” programme, non-habitual resident” tax frame-

work!8 or the group of tax incentives for the rehabilitation of buildings in certain areas

181 Through REC it is easy to invest abroad, with a couple of clicks in just a few seconds, making this form
of investing truly international, vide Section 2.1.

182 JAN DALHUSEIN always argues that transnational arbitrators should not be experts in the field. DALHU-
SEIN (2015).

183 BRADFORD (2017), p. 30.

184 According to Law No. 23/2007, of 4 July, subject to subsequent amendments, a residence permit is
provided if the investor makes one of the following “investment activities”: (i) the purchase of real estate
with a value of at least € 500,000, (ii) the transfer of capital of at least € 1 million or (iii) in the employment
sector, the creation of (at least) 10 jobs.

185 This tax framework allows individuals, after becoming residents in Portugal, to benefit from reduced
tax rates of 20% (if the income results from high added value activities, namely, engineers, doctors, dentists,
auditors or tax consultants, among others) or exempt from tax for certain types of income derived from
sources abroad if a double tax treaty is applied. See Portuguese Ministerial Order No. 12/2010, 7 January.
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186

of the city**® were some of the factors that have contributed to positive results in the

Portuguese economy.

The implementation of these policies was also followed by an increase without
precedent!®’in the number of tourists in Portugal. A favourable climate and the almost
inexistent risk of terrorism are some of the reasons that justify this boost since 2011.

188 remain

But problems in the real estate sector, especially in Lisbon and Porto,
unsolved. The supply level has not followed the same trajectory as demand. The growing
number of tourists and investors has triggered an increase in prices: according to official
data from the Portuguese Statistical Office the average selling price is around € 2,231 per
square meter.*®® Lisbon is currently one of the most expensive cities in Europe. In con-
trast, the growth in salaries and purchasing power of the Portuguese residents has not
been proportional to this rise in prices registered in both sale and rental markets. In this
respect, the Bank of Portugal has recently issued its institutional concern on the current

state of the real estate sector through its Stability Financial Report.'*®

Before 2007, investors used to obtain capital through the banking sector as a way
to ensure liquidity. In the case of real estate, the capital provided used to be higher than
the value of the property, sometimes corresponding to 110% or 120% of that value. To-
day, the requirements to provide capital are stricter and the financing thresholds are not
as high as before the subprime financial crisis of 2007.! In a short period of 10 years,
Banco Privado Portugués (BPP, 2008), Banco Portugués de Negdcios (BPN, 2008),
Banco Espirito Santo (BES, 2014) and Banco Internacional do Funchal (BANIF, 2015)
are some cases of banks that have failed in Portugal, demonstrating the fragility of this
sector is in terms of liquidity. The constraints of the banking sector justify the fact that

investors are seeking new forms of investing to ensure liquidity, especially in the real

186 If certain legal conditions are met, the buildings that are subject to rehabilitation works are exempt from
Municipal Property Taxes for a period of 5 years and may also benefit from a reduced VAT rate of 6%,
instead of the normal VAT rate in Portugal of 23%.

187 Statistical studies demonstrate that the number of foreign tourists visiting Portugal reached a new record
of 12.7 million people in 2017. KHALIP (2018).

188 According to the Portuguese statistical office, real estate prices in Porto registered an increase of 22%
during the second quarter of 2017. CAVALEIRO (2017).

189 CARREGUEIRO, CAVALEIRO (2017).

190 BANK OF PORTUGAL (June 2018)

191 Bank of Portugal has recently passed a recommendation, introducing restrictions on home and consumer
credits. BANK OF PORTUGAL (February 2018).

39



estate sector.%? The banking sector is no longer considered a potential way to obtain credit

for investment.

In view of these circumstances, one could say that a “window of opportunities” to
use REC has been created in Portugal as a mechanism to provide capital for small inves-
tors that cannot compete with big corporate groups and to allow non-accredited investors
to access this market, dealing with the costs and prices that are typically higher in this

business field.

Taking the path of the international REC platform Housers as an example, the first
real estate offering in Portugal was only launched at the end of 2017. 4 REC offers have
become available in this country so far: 3 projects in Lisbon and 1 in Porto.!*? If the goal
of the project is achieved, together with the previously agreed payment conditions, there
are reasons to predict that REC will become a common investing practice in the Portu-
guese real estate market, having the potential to attract even more REC platforms located

in other countries that are also willing to invest in Portugal.

192 In the context of the State Budget of 2015, the possibility of introducing REIT into Portuguese law
(Sociedades de Investimento em Patrimoénio Imobiliario) was discussed, following the example of the UK,
Australia, Germany, Canada, France, Italy and Belgium. Due to its management policies and the special
tax framework applied, this investing vehicle is considered a suitable way to attract more investments into
Portugal. This debate is not new, but a recent study of EY and the Portuguese Association of Real Estate
Promoters and Investors has recommended, once again, the implementation of this investing vehicle in
Portugal. EY, APPII (2018).

193 1n Lisbon, the buildings are located in Campo de Ourique, Cidade Universitaria and Estadio Nacional.
All the information is online https://www.housers.com/pt/oportunidades/marketplace accessed on 16 April
2018.
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VI.

VII.

5. CONCLUDING REMARKS

The emergence of REC is relatively recent. The effects of the subprime crisis go-
ing back to 2007 and the absence of real estate financing alternatives are some of
the reasons that justify its rapid growth over the last few years: some statistical
studies on this matter have revealed that REC grew from $ 400 million in 2013 to
$ 1 billion in 2014, and in 2015 this type of platform generated over $ 2.5 billion,
registering a growth of 150%.

Even though real estate is considered one of the largest and best understood asset
classes, the employment of REC in this sector does not eliminate the special fea-
tures involved: the real estate market is per se heterogeneous, illiquid, volatile,
asymmetric and restrictive.

Despite REC including a large of number of advantages in terms of equity return,
reduced levels of management and transaction costs, convenience and timings,
there is a special group of risks that investors should be aware of, such as cases of
fraudulent behaviour or poor due diligence processes.

In the context of REC, there is a liquidity problem, given that investors, after in-
vesting the capital, are frequently locked into their investments. This is particu-
larly relevant in the REC context, if we consider that the real estate market is also
illiquid per se. There are reasons to argue that the creation of a secondary market
is one of the ways to ensure the sustainable development of the primary market.
When the real estate project is backed by a security, mortgage enforcement pro-
ceedings is one of the key discussions about REC. Considering the way in which
REC investments work, the proper legal solution would be to allow the investor
to enforce its own right in rem of a security on an individual basis. This is the only
way to harmonise the enforcement proceedings with the plurality of investors in-
volved.

Considering REC’s special group of features, the Portuguese legal framework for
crowdfunding may reveal some constraints when applied to the real estate sector,
particularly regarding limitations on investments: the established ceiling of €
1,000,000 may not be sufficient, if we consider the current unstoppable rise in
prices.

On the other hand, it should be highlighted that REC’s main target are non-ac-

credited investors: unlike traditional lenders, this group of investors may not be
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VIII.

able to detect the risks involved in this type of investment activity. If the general
law is applied to this special form of crowdfunding, investor protection should be
reinforced, introducing standardised guidelines for REC platforms, legal pre-
sumptions in favour of the investor in the event of cases of fraud or even litigation
alternatives through online arbitration systems.

In Portugal, it is irrefutable that there is a genuine “window of opportunities” in
the real estate sector. During the last few years, different policies have been im-
plemented to attract foreign investors and the results have surpassed all the expec-
tations.

In view of these facts, REC is one of the few options that allows middle class
investors to engage in real estate projects. Due to the absence of fraud or litigation
cases, there are reasons to believe that this is the golden period for REC and the

right moment to approve specific regulation.
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