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According to industry studies,
 infrastructure companies – those providing data centers and fiber networks – are once again in vogue.  For the first time since the “Internet bubble” of the 1990’s, private equity and strategic investors are looking at telecom targets.  This time their interest is on those companies that own either data centers or fiber networks; in other words, companies that own the pipes that deliver broadband data or the facilities that store it.  Both traditional providers (AT&T, Verizon, Level 3, AboveNet) and relatively new ones (Equinix, Fibertech, Zayo) are all players.  Increasingly, there are roll-ups (Centurylink, Savvis) as infrastructure companies consolidate.  Meanwhile, commercial infrastructure transactions are likely increasing.  

This is unsurprising.  The explosive growth of broadband Internet, cloud computing, smart mobile devices, and video has brought new demand for the infrastructure supporting both broadband traffic and its storage.  The providers of data centers and fiber networks are becoming major players in this new broadband marketplace – one that includes infrastructure providers, customers, and “middlemen” (e.g., a data center lessee that subleases the rights to use the space to third parties).

This nuts-and-bolts discussion (the first of two) is about data center contract negotiation.  (The second will discuss fiber network contracts.)  Here is an overview of how these transactions work and some of the key deal points to watch for in negotiations.

1.
What’s in the Data Center?  

To ensure that the data center becomes the content provider’s fortress, in much the way a man’s home is his castle, a data center must have all the comforts of, well, a data center:  adequate space, environmental controls, ample power supply, etc.  It is thus axiomatic that a content provider housing its database at a data center - and using Internet, or extranet service to deliver it - must be assured that its rights to the data center and the services to be provided are protected.  This requires physical preparation, of course, along with assurances of (among other things) building access, diversity, carrier connections (multiple), uninterrupted power supply, security controls, and – when emergency strikes – a quick means of moving elsewhere.  To ensure all this (and much more), a well-drafted data center contract is of utmost importance to the provider.  

2.
Data Centers:  Commercial Leases by any Other Name? 
A data center contract is, by its nature, a commercial lease.  Whether it is a true leasehold interest, or a mere license or usufruct, is a matter of negotiation.  But however characterized (e.g., collocation, space license, “services agreement”), the agreement necessarily addresses the use, occupancy and other rights of a “tenant” (here the data center provider) to space in a commercial building.  That tenant will then sublease, sublicense, or otherwise make the data center facility available to its retail customers (e.g., content providers).  Long familiar to real estate practitioners, these agreements involve deal points customarily raised in commercial lease negotiations.  

The negotiation is to some extent controlled by well-established property laws and to some extent by local custom.  For example, negotiation of a data center agreement in Manhattan will differ from one in, say, London.  For the practitioner charged with drafting data center contracts in unfamiliar jurisdictions, local counsel is a must.  

Among the negotiated terms, rent and space considerations are foremost.  But also important are the landlord’s obligations, maintenance, utility services and the like.  Use of telephone closets, risers, building cable (not to mention rest rooms and other common facilities) and building security measures must all be addressed.  So too must the occupant’s rights to gain entrance to the facility, and to occupy and use it (without “use restriction”) for the intended commercial purpose – be it for content storage, broadband services, cloud computing, wireless “apps,” or innumerable other offerings.  Importantly, the contract must also address what happens when disaster or unforeseen events makes the data center unusable, including when and at what price the occupant may leave.  

Recently, as increasing electricity demands have strained utilities’ supplies, the availability of power has become all the more important.  While power disruption has customarily been treated as a force majeure event, i.e., an excusable one outside the parties’ control, that trend is changing.  Data center occupants are now seeking redundant power sources ("feeds") and on-site, back up generating capacity.  As utility companies are unable to keep up with demand, option rights to additional power (along with stricter remedies when it goes out) are now more commonplace.  Silence in the contract about these contingencies is an invitation to dispute.  

In recent years, the economic downturn has raised another disturbing possibility to consider when negotiating these arrangements:  the distressed data center landlord.  The commercial real estate industry has been especially hard hit by the recession.  Whether that has passed is still uncertain.  Even so, in today’s market, a landlord’s possible financial distress is a risk that “telecom tenants” must consider when entering into a commercial lease or similar building access agreement.
  This risk does not go away when dealing with a landlord who has title to the data center facility.  Most commercial buildings are mortgaged, with the lender/mortgagee having a first priority security interest in the building as collateral.  A missed lease payment or other landlord default – for example, a breach of the financial covenants prohibiting an excessive building vacancy rate – could trigger acceleration or other lender remedies.  

With a distressed landlord, the nightmare scenario for the data center occupant would be a foreclosure sale of the building to an unknown buyer, say, hypothetically, one that wishes to convert the building to a retail furniture outlet.  Protecting data center rights in the event of a landlord’s financial distress (however seemingly remote) should be part of the data center contract issue list.

All this is easier said than done.  A landlord’s financial difficulties raise complex, overlapping issues of state real property and federal bankruptcy law.  Among these is what happens to the rights of a tenant to remain in the facility when the landlord files for bankruptcy protection.  In other words, in the event that the debtor commercial landlord files a (“Chapter 11”) petition for bankruptcy relief, does a lender’s right to exercise foreclosure remedies under state law trump the right of a non-debtor lessee under federal bankruptcy law to remain on the property if it continues to pay rent and otherwise perform its lease obligations?
  For providers (and users) recognizing this possibility and conducting due diligence on the landlord’s financial status is one half of the battle.  What to do about it in the contract is the other half. 

3.
Negotiating Data Center Agreements.  


Protection of an occupant’s rights to use a data center, whether in the (hopefully remote) event of landlord bankruptcy or numerous (more likely) other contingencies, will be a topic addressed by our Firm in the first of two tele-briefings sponsored by Law Seminars International ("LSI"), titled “Negotiating Data Center Contracts.”  The briefing, scheduled for May 17, 1:00 PM EST, will focus on deal points and practice pointers when negotiating commercial data center agreements.  Perspectives from the provider, the landlord, and the consulting community will be shared with the audience.  Among the topics discussed will be:  

· How do you evaluate a good data center deal? (What numbers do you run?) 

· Data center license or lease? (Why does it matter?)

· Term and termination. (When can you walk?)
· Planning for adequate power supply. (What if you need more?)
· Services, service levels, occupancy, and improvements. (What’s included?)

· Building access:  risers, ducts, wiring, and common areas. 

· Use restrictions on the space.  (How strict? Do they matter?)

· Assignment; building sale; landlord bankruptcy.
· Dealing with risk:  casualty, security, indemnification, and insurance.
· Pricing, adjustments, and inflation indices.  (What deal protections are available?)
· Foreign locations.  (Dealing with foreign property laws.)

4.
Negotiating Fiber Transport Contracts.  

We will talk about these next time. Meanwhile, we hope to see you at the tele-briefing.   For more information, please visit www.lawseminars.com.

If you have any questions about this discussion, please contact Walt Sapronov (wsapronov@wstelecomlaw.com) or call us at the telephone number above, or go to www.wstelecomlaw.com. 
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� C. Nolter, “Moving and Storage,” The Deal Magazine, January 21, 2011.


� See Sapronov & Associates, P.C. Client Alert:  Telecom Tenants at Risk (March 6, 2009), available upon request.


� See id.  Compare 11 U.S.C. § 365(h)(1)(A)(ii)(permitting a non-debtor lessee of real property to retain its rights under a lease to the extent enforceable under applicable non-bankruptcy law) with Ga Code Ann. §§ 44-14-180 to 44-14-191 (2011)(granting the mortgagee foreclosure rights and disallowing third persons to interpose defenses against foreclosure on behalf of the mortgagor).
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