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Recent Trends in European CMBS Servicing 
BY CONOR DOWNEY AND CHARLES ROBERTS 

As the credit crunch continues, the majority of borrowers under loans held in European commercial 
mortgage-backed securities (“CMBS”) transactions face significant challenges in their ability to 
refinance or sell properties at levels sufficient to repay their loans. In addition, many borrowers 
have encountered issues in maintaining rent on their properties at a level sufficient to meet their 
debt service obligations under their loans. As a result, an increasing number of borrowers are 
defaulting on their European CMBS loans. In such situations, these loans are more frequently 
becoming “specially serviced” and are undergoing restructurings or enforcements. This trend is 
expected to increase significantly over the next three years as up to £150 billion of loans in over 
100 CMBS transactions near their maturity dates. 

In this article, the authors, who represent special servicers, investors and borrowers in a number 
of prominent European CMBS transactions, examine some of the emerging trends in these deals. 

Unpredictability of CMBS Investors 

In the case of some CMBS loans, loan restructuring options require modifications to the terms of 
the CMBS bonds themselves. This situation typically arises when the proposed loan modifications 
will have implications on the material terms of the bonds, such as an extension of the loan 
maturity beyond the maturity date of the bonds. As a result, although there have been a few 
attempts to restructure CMBS securities by borrowers and servicers, it has proved to be rather 
challenging to achieve the bondholder consents required for such bond modifications. 

The various classes of bonds issued in CMBS transactions typically have divergent interests based 
upon their relative seniority or subordination in the capital stack. The term “tranche warfare”, 
which refers to the tendency of different classes of bonds to have different concerns and objectives 
in a restructuring, has been used to describe this conflict of interest among the bonds. Until 
recently, the assumption has been that senior ranking bondholders would not be likely to agree to 
any CMBS bond extension and would instead prefer to see early enforcement and repayment of 
their bonds in order to redeploy their funds in better yielding investments. Alternatively, junior 
bondholders facing likely losses would be expected to support any delay in taking any enforcement 
action on the loans in the hope that values might recover. 

The responses of bondholders to the restructuring proposals that have so far been put to them 
have shown them to be far less easy to predict than anticipated. Situations have been seen where 
the senior bondholders have been supportive of actions, such as extensions and delays in 
enforcement. In some cases, this may be the result of more senior bondholders also holding 
interests in subordinate positions in the capital structures of these transactions. It might also 
reflect concerns relating to the current value of the related properties. In others, this may reflect a 
reluctance to agree to strategies with uncertain or untested outcomes. This was seen in January 
2010 when the White Tower 2006-3 bondholders approved a correction to the main transaction 
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waterfall rather than risk the uncertainty of a bond default which had been advocated by some 
parties as a mechanism to achieve early repayment of senior bonds. 

Additionally, on 24 February 2010, the bondholders of Fleet Street Finance Two agreed to a loan 
and bond extension in the face of a potential tenant insolvency. This was the first time that the 
maturity date of the bonds has been extended in a European CMBS transaction. In this 
transaction, potential losses were so great that even the most senior bondholders faced the risk of 
shortfalls, an indication perhaps that CMBS restructurings will be easiest to achieve where the risks 
to value are so substantial that the bonds of every class are at risk. 

Introduction of Financial Advisers to CMBS 

Financial advisers, which have long been a feature of corporate restructurings, have begun to 
appear in CMBS restructurings and work-outs. Transactions such as Titan Europe 2006-1 FS 
(Fino), Fleet Street Finance Two, Hercules (Eclipse 2006-4) plc, REC Plantation Place Limited, REC 
Retail Parks Limited and Titan Europe 2007-1 (NHP) have seen advisers appointed to advise 
servicers, special servicers, borrowers, and bondholder committees. These advisers can bring a 
variety of different skill sets to transactions and can assist parties to structure, evaluate, and 
implement the financial merits of different restructuring proposals, giving particular assistance with 
the capital markets and valuation aspects of the restructuring. A variety of standard servicing 
actions commonly taken by servicers or special servicers can have material implications for 
bondholders. Accordingly, there can be a real need for servicers and special servicers to have 
access to advice as to the impact of their decisions on bondholders and assistance in obtaining 
bondholder consent where required in particular transactions. 

If financial advisers are to be employed, consideration needs to be given to the payment of the 
fees of such advisers. Servicers or special servicers will typically have broad indemnifications to 
protect the interests of the lenders (or the securitisation vehicle) in connection with a default or 
the preservation of any rights of the lenders. However, servicers or special servicers on at least 
some transactions may be constrained by the servicing agreement as to the type of expenses they 
may incur and financial advisory fees may fall outside of the limitations imposed by these 
contracts. 

Bondholders will typically not have the benefit of any indemnity to cover their costs. Unlike 
corporate restructurings, the limited recourse nature of CMBS loans and bonds means that unless 
a “deep pocket” sponsor is available (which will not be the case in a majority of transactions), the 
costs of such advisers will have to be borne either by transaction cashflows (which will ultimately 
cause losses for junior bondholders) or directly by the bondholders themselves. If payment of 
these fees were to come from the waterfall, in most cases a bondholder resolution to approve such 
a change to the waterfall would be needed. 

Funding Capital Expenditures 

A key element of property management involves investing capital to enhance the value of the 
property. This would most commonly arise with properties where leases are coming towards expiry 
and some expenditure is required to attract new tenants or achieve lease renewals. It is not 
uncommon for modest expenditures on a property to result in a significant increase in property 
value. 

However, if a property is highly leveraged it might be very difficult for the borrower or its 
sponsorship to justify such an additional expenditure. Increases in property value resulting from 
capital expenditure many times will offer little if any value to borrowers or their sponsorship, as 
the property in many instances may continue to remain significantly over leveraged. 
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In such situations, there may be more incentive for the lender to maintain or increase the value of 
the property. As a result, transactions are being seen where servicers or special servicers are 
faced with the question of whether they should arrange for such capital investment in the property 
in order to improve the realisation potential on the related loan. In some situations, the liquidity 
facility may be available for such capital expenditures. However, if the liquidity facility is not 
available to fund such costs, the servicer or special servicer may decide that it is in the best 
interest of the lenders to locate such capital elsewhere, whether by a loan from a third party or 
from amounts that would otherwise have been paid to the bondholders or junior lenders. It is 
highly likely that any such method of providing capital to the related property will require the 
consent of the controlling party or other parties to the transaction. 

The First CMBS Bondholder Committees 

Fleet Street Finance Two and, to a more limited extent, Epic (Industrious) have seen some of the 
first examples of bondholders forming ad hoc steering committees in CMBS restructurings and 
enforcements. As with financial advisers, such committees are a standard feature of corporate 
restructurings but, for CMBS transactions, they face the same issue of how their costs can be paid. 

Bondholder committees can provide borrowers and the servicers with a means to gauge investor 
reaction to restructuring proposals. They can also facilitate servicers and special servicers in 
obtaining any required consents for their servicing actions. From the perspective of bondholders, 
committees provide channels for their participation in restructurings and a streamlined and 
organised method for obtaining information. 

In order for a bondholder committee to be run successfully, it will typically require a legal adviser 
and, possibly, a financial adviser. The costs of such advisers need to be agreed upon early on in 
the formation of the committee. There are really only two practical means to cover the costs of 
these advisers – either the borrower agrees to meet these costs (as was the case in Fleet Street 
Finance Two) or the bondholders come to an agreement on how to pay these costs amongst 
themselves (as was seen in Epic (Industrious)). Alternatively, it is often possible to come to an 
agreement with the advisers to put an amendment for bondholders’ vote to permit the advisers 
costs to be paid pursuant to the CMBS bond waterfall; in such a situation, the advisers would take 
risk as to a successful vote. 

On-going Documentation Issues 

Servicers and special servicers on a significant number of CMBS transactions are encountering 
obstacles to the performance of their duties embedded in the transaction documents. Broadly, two 
types of problems have been seen: (a) absolute requirements for the consent of trustees, 
bondholders, rating agencies, or subordinate lenders for routine servicing actions; and (b) unclear, 
contradictory, or nonsensical drafting on important provisions. 

It has been well known for some time that these issues exist but their scale has surprised many in 
the market and the resolution of the problems they present has proved more difficult than 
previously imagined. The traditional approach to such issues often involves applications to court 
for directions. However, such applications can take several months to complete and involve 
significant legal costs as counsel and courts are usually unfamiliar with the complex and lengthy 
documents used in securitisation transactions. These costs can be material in the context of 
distressed transactions and delays can leave deals in limbo and at risk over one or more quarterly 
payment dates. 
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Unanticipated Effects of Loan Extensions 

Loan extensions, whether through standstills on enforcement, waiver of defaults, or formal loan 
extensions have been a common tool for servicers and special servicers in Europe for some time. 
Often they are used to encourage borrowers to assist in work-outs as was seen recently in Opera 
Finance (Uni-Invest) where an 18 month standstill was given in return for the borrower’s 
agreement to amortise the loan through a disposal programme over this period. 

However, in some cases such arrangements can produce prejudicial results for bondholders. In 
February 2010, a two year extension on the largest loan (the “Milton & Shire Loan”) in Radamantis 
(Eloc 24) was agreed to following a lease extension by the sole tenant and an agreement by the 
borrower to a revised amortisation schedule and covenant package. Within days of the 
announcement of the extension, Moody’s placed the Class A Notes for the transaction on review for 
possible downgrade as their ratings assumptions for the transaction were no longer correct. 
Moody’s had assumed, upon rating of the transaction, that principal payments on the CMBS bonds 
would be made sequentially after April 2011, the original maturity date for the Milton & Shire Loan. 
The reason for this being that the CMBS transaction was structured with a modified pro-rata pay 
principal waterfall with a sequential trigger effectively tied to the maturity date of this loan. 

A modified pro-rata waterfall with respect to CMBS bonds means that until the occurrence of 
certain events (e.g., a loan event of default or substantial paydown of the loan pool), certain 
portions of principal payments will be made pro-rata across the bonds; however, upon the 
occurrence of the specified trigger, all principal payments will be made sequentially. The original 
assumptions made by Moody’s had the principal payments being made sequentially after April 
2011 (because either the Milton & Shire Loan would be paid in full and the aggregate principal 
amount outstanding of the remaining loans would have dropped below the trigger threshold or, 
alternatively, the Milton & Shire Loan would be in default and, therefore, a sequential trigger will 
have occurred). The extension of this loan made this assumption incorrect. Therefore, principal 
received after April 2011 would continue to be partially paid pro-rata across the bonds. In 
particular, other loans with maturities and principal payments paid after April 2011 will now have 
such payments being made pro-rata among the bonds rather than sequentially as originally 
intended. Such a result has negative impact to the subordination levels to the Class A Notes. 

Apart from signalling the increasing attention being paid by the rating agencies to the effects of 
servicer actions, this example perhaps provides support for servicers and special servicers who 
engage financial advisers to assist them in considering the capital markets consequences of 
restructurings on bondholders. 

Special Servicer Litigation 

The Paris commercial court handed down its decision to the appeals in Windermere XII (Coeur 
Defense) at the end of February 2010. This is one of the first examples of a European special 
servicer becoming involved in litigation relating to a borrower in the course of exercising remedies 
with respect to a loan. 

In this case, important precedents were established as to the availability of “safeguard” 
(moratorium) proceedings in France for SPV borrowers and as to the effectiveness of French law 
security interests over rental income. The decisions on both points were favourable to 
bondholders. The court decided that in this instance the borrower SPV had not met the technical 
conditions for it to be placed into “safeguard” and so be immune from enforcement action under 
the loan. The court also upheld the effectiveness of a French law-governed loi Dailly security 
assignment of rent by the borrower and so allowed post-default rent to be made available to meet 
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the claims of bondholders. However, the court decision does suggest that French “safeguard” 
proceedings might be available to SPV borrowers given the right factual circumstances. 

While the Windermere XII cases are among the first legal cases involving CMBS transactions, they 
are unlikely to be the last. As loan defaults increase and borrowers and investors seek to improve 
their positions in the context of complex documents, which often have uncertain or contradictory 
provisions, and European legal systems, many of which have little experience of enforcement of 
transactions of this nature, it can be expected that there will likely be additional litigation involving 
other CMBS transactions. 

   

If you have any questions concerning these developing issues, please do not hesitate to contact 
any of the following Paul Hastings London lawyers: 

Conor W. Downey 
44-20-3023-5165 
conordowney@paulhastings.com 

Charles G. Roberts 
44-20-3023-5164 
charlesroberts@paulhastings.com 
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