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I.
Introduction.


A.
Data Center Proliferation - In the U.S. and Abroad.



According to industry studies,
 infrastructure companies – those providing data centers and fiber networks – are once again attracting investors. For the first time since “Internet bubble” days,  strategic and financial buyers are looking at companies that own either data centers or fiber facilities: in other words, those that own either the pipes that deliver broadband data or the facilities that store it.  Both traditional infrastructure providers (AT&T, Verizon, Level 3/Global Crossing, AboveNet) and relatively new ones (Equinix, Fibertech, Zayo) are examples.  And as emerging markets develop (e.g., Russia, Brazil, India), investors' interest is increasingly focused on the providers' international capabilities.


This is unsurprising, as the explosive growth of broadband Internet, cloud computing, smart mobile devices and video has increased demand for global infrastructure supporting broadband traffic and 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 cloud computing operator that sells the rights to access and use the data center  to third parties).


Data centers have thus proliferated, both in the U.S. and abroad.  Among other complications, the trans-border aspect of data center transactions naturally raises the question of how to resolve disputes and, in anticipation thereof, how to craft effective dispute resolution provisions in the data center contract - especially when the parties are domiciled in different countries.


B.
Dispute Resolution:  Diplomacy by Other Means.


In a prior publication for this Symposium, we discussed the benefits of U.S. controlled arbitration for resolving international telecommunications contract disputes.
  Others share the view that international telecommunications transactional disputes lend themselves to international arbitration - albeit not necessarily under American tribunals.
  So should disputes arising under "international" data center contracts, i.e., where a U.S. corporate tenant occupies a data center in a foreign country, also be resolved by arbitration?


We think not.  Our experience suggests that international data center contract disputes - unlike those arising under international telecommunications service contracts - should not be controlled by arbitration.  The usual factors favoring arbitration remedies over litigation in telecommunications transactions (e.g., lesser expense, technical subject matter, selection of subject matter experts) are outweighed by other factors.


Among these - from the corporate tenant's perspective - is the paramount importance of protecting occupancy and access rights, especially when the data center supports mission critical applications such as a cloud computing platform, financial service transmission, health care records, global Internet access, and others.  Admittedly, a well drafted data center contract will provide opportunity for extensive informal dispute resolution, mediation or both before occupancy is lost or even threatened.  But when such diplomatic measures fail, the tenant must have enforceable rights that can be readily pursued by other means:  in a word, through expedited litigation and, if needed, with the prompt availability of injunctive relief.


As discussed by many speakers during this year's Symposium, international arbitration, ideal though it may be for many other transactions, carries with it much uncertainty, possible delays, questionable enforcement, at times coercive pressure on arbitrator decision-making, lack of finality, and possibly inconsistent arbitral award recognition among nationally diverse forums.  For the multi-national, corporate occupant, for whom loss of data center occupancy or access is draconian - and without a back-up facility, perhaps catastrophic - such uncertainty precludes arbitration as a dispute resolution mechanism almost out of hand.  The remainder of this discussion addresses first, how data center contracts work and second, how the complexities of international arbitration today carry too much risk for the parties to rely upon it.

II.
International Data Center Contracts.


A.
What’s in the Data Center?

A content provider housing its database at a data center - and using Internet or other broadband services to access and deliver it - has certain rights to that facility that must be protected.  This requires physical preparation, of course, along with assurances of adequate space, security, environmental controls, building access, diversity, multiple carrier connections, uninterrupted power supply, and (when emergency strikes) a quick means of moving elsewhere. All this and much more are customarily reflected in the data center contract.


B.
Data Center Contracts:  Commercial Leases by any Other Name.

A data center contract is in the nature of a commercial lease.  Whether it is a true leasehold interest or a mere license or usufruct is both a matter of negotiation and, in the international context, a function of local property law.  But however characterized (e.g., co-location, space license, “services agreement”), the agreement necessarily addresses the use, occupancy and other rights of a “tenant” (here the data center occupant) with respect to space in a commercial building.  That tenant will either use the data center for its own retail services (e.g., online financial services, reservation systems) or perhaps it will sublease, sublicense or otherwise make the data center facility available to its wholesale customers (e.g., as a cloud computing platform).  Such agreements involve deal points, long familiar to real estate practitioners, that are customarily raised in commercial lease negotiations.


When the data center is located abroad, things get more complicated.  For example, take a contract between a data center landlord in one EU country, whose parent corporation is based in another, and a corporate tenant that is an affiliate of a U.S. corporation.  Complex questions of choice of law, forum and remedy enforcement immediately arise. For the U.S. practitioner, matters are further complicated as the contract will implicate issues of foreign real property law, differing local practices for protecting occupancy rights and for dealing with arcane telecommunications deal points such as cable-cross connection, carrier "meet-points", power consumption, and equipment storage.  Treatment of such issues in a data center agreement in Manhattan will differ from one, say, in London.  For the practitioner charged with drafting data center contracts in unfamiliar jurisdictions, local counsel is a must.


C.
A Few Deal Points.

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 an unforeseen event makes the data center unusable, including when and at what price the occupant may relocate.


In recent years, 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 to require redundant power 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.


D.
More Risks.


Still more recently, the global economic downturn has raised other disturbing possibilities to consider when negotiating foreign data center contracts.


In EU countries, this is of course the possible demise of the Euro as a currency and, worse still, the possible unraveling of the European Union itself.  The recent elections in Greece (that barely preserved its EU participation), the pending financial bailout of Spain's financial institutions, the increasingly fractious views of German, French and other EU officials on the merits of austerity, taxation, growth and financial stimuli, all indicate that the crisis continues.  Anticipating such events in the contract - including that of a  Euro currency demise (e.g., by an automatic conversion of rent payments from Euros to, say, English pounds) - is prudent.  Permitting such an event to trigger a "force majeure out" that excuses the landlord's obligations is not.


In certain EU jurisdictions, taxation is another complicating factor.  In some countries, treatment of a data center contract as a "lease" rather than a "license" may trigger adverse tax consequences that, as a business proposition, can override the tenant's general preference for a lease to the occupied space.  But the rights conveyed by a tenant license, as a rule, are merely contractual: unlike a leasehold interest (under Anglo-American jurisprudence), they do not create a property right.  Consequently, while avoiding the harsher tax treatment, a breach of the tenant's license rights to the space (e.g., by wrongful contract termination, lender foreclosure) - without more - leaves only a remedy for damages, hardly adequate for a dispossessed corporate tenant.  Unlike a lessee, the licensee customarily does not have an underlying property interest (i) that can be perfected by notice (recording of lease memorandum or accompanying easement), (ii) preserved through a building sale (through non-disturbance and attornment covenants) and (iii) that, at least under U.S. bankruptcy law, generally gives the non-debtor commercial lessee a right to continue occupying the property so long as it performs (i.e., pays rent) under the lease.


Another disturbing possibility is the distressed data center landlord.  The U.S. commercial real estate industry has been especially hard hit by the great recession.  In today’s markets both here and abroad, especially with economists predicting a European recession, 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.
  Nor does the risk necessarily 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.  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.


E.
And What To Do About Them.


Protecting data center rights in the in the event of landlord’s financial distress (however seemingly remote) should be addressed early on in negotiations.  Enforcing them, however, is easier said than done.  In the U.S., 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, if the  commercial landlord files a (“Chapter 11”) petition for bankruptcy relief, does a lender’s right to exercise foreclosure remedies under U.S. state law trump the right of a non-debtor lessee (our corporate tenant) under federal bankruptcy law to remain on the property if it continues to pay rent and otherwise perform its lease obligations?
  The answer varies by state.


In the international context, this is still more baffling.  The bankruptcy laws of foreign jurisdictions may or may not protect a non-debtor lessee upon foreclosure.  Further, when the tenant is a mere licensee (not a non-debtor lessee within the meaning of 11 U.S.C. § 365), there is no underlying right to continued occupancy under the U.S. Bankruptcy law.  How this lessee/licensee distinction is treated in foreign jurisdictions may vary.  Again, consultation with local counsel in the foreign jurisdiction is necessary and alternative solutions should be reviewed.  These can include, for example, notice of "early warning" distress signals such as the landlord's default of bank or bond covenants, affiliate guaranties, cross-default triggers (e.g., data center contracts between the parties' affiliates in other countries), and - where possible - through a subordination, non-disturbance, and attornment agreement between the tenant and the lender.


For prospective tenants, recognizing all these risks and conducting due diligence on the landlord’s financial status is only half of the battle.  Mitigating them in an enforceable contract is the other.  Here is a brief checklist of some key issues to consider when negotiating an international data center contract.

· License v. lease (What is the difference and how does it matter?)

· Term and termination (When can you walk?)

· Services, service levels, occupancy, improvements (What’s included?)

· Building Access:  risers, ducts, wiring, common areas (How do you access the space?)

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

· Assignment; building sale; landlord bankruptcy (Protecting your right to remain)

· Dealing with Risk:  casualty, indemnification, insurance (Who is responsible?)

· Pricing, adjustments and inflation indices (Protecting the deal value) 

· Foreign Locations (Dealing with non-U.S. property laws)


All of these can be the subject of dispute - which brings up the enforcement of rights and remedies, choice of law, forum and adjudication.

III.
Data Center Dispute Resolution.


A.
The Perils of International Arbitration.

So to repeat, while international telecommunications service contracts may lend themselves to arbitration (controlled by U.S. substantive law), data center contracts do not.  The reason, simply stated, is that international arbitration carries the risks of uncertainty and delay that in our experience are unacceptable to a multi-national tenant faced with a possible loss of occupancy to a mission-critical data center.  The absence of a practical solution (e.g., a hot back up facility elsewhere) in such a circumstance could be disastrous - especially when the data center supports cloud computing, financial transactions, or global Internet access.


The uncertainty accompanying international arbitration stems from a number of factors.


First, a data center contract, as it creates rights under real estate law, is necessarily controlled by lex loci rei sitae:  by the law of the place where the realty is situated.
   Thus, familiar rights under U.S. real property law cannot be simply exported to a data center abroad, any more than, for example, a real estate contract made in California can be controlled by New York real property law.  For the U.S. multi-national occupant, this leaves the grant of property rights to a foreign data center a conveyance controlled by largely unfamiliar law in that jurisdiction.  To some extent, the scope of these rights can perhaps be ascertained by U.S. practitioners with the help of local counsel and corresponding protections crafted accordingly (perhaps with an accompanying legal opinion).  But the practical enforceability of such rights in a foreign jurisdiction necessarily may well remain - in a very real sense - unfamiliar territory.


Second, if one seeks to resolve disputes over such (again probably unfamiliar) foreign property rights through international arbitration, the uncertainty deepens.  The New York Convention, a treaty ratified by the United States and codified in Chapter 2 of the Federal Arbitration Act (FAA), 
 sets forth numerous grounds for a tribunal in one country to refuse to recognize or enforce an arbitral award issued in another.  These include inter alia, invalidity of the arbitration agreement, an improperly constituted arbitral tribunal, lack of due process, a tribunal's decision on matters not submitted to arbitration, and - importantly - a competent tribunal's finding in the jurisdiction where enforcement is sought that  the award is "contrary to the public policy of that country."


This last criterion for setting aside an award is especially worrisome.  It suggests that a tenant's rights under a data center contract subject to international arbitration, regardless of its stated occupancy protections, could conceivably be set aside on public policy grounds.  For example, one can envision a financial service provider's rights to a data center being revoked - irrespective of contractual provisions to the contrary - if the stored data includes personal information acquired in violation of notoriously broad EU privacy laws.


Third, adding to the uncertainty is that some jurisdictions permit judicial intervention in arbitration as well as broad grounds for arbitral award vacatur.
  There is also the complex question as to whether the arbitral forum has the authority to determine both its own jurisdiction and the validity of the agreement itself, a doctrine known (in German) as "Kompetenz Kompetenz" that both varies from country to country and that necessarily introduces uncertainty into the international arbitration process.


B.
Conclusion:  For Data Center Disputes, Litigation Is Preferable.

In short, the inherent uncertainty of international arbitration is one reason why it is not well suited for international data center disputes.  Delay is another risk, including, importantly, whether a corporate tenant facing a (potential or actual) loss of occupancy rights may seek injunctive relief.  That largely depends upon the laws of the country serving as the seat of arbitration and perhaps upon its interpretation of kompetenz kompetenz (i.e., whether a court in that jurisdiction must first await the arbitral forum's decision before making its own).


To summarize, as discussed by many participants in this year's Symposium, there remain issues, many varying from country to country, regarding the finality, the timeliness, and the enforcement of arbitral awards.
  None of these appear favorable for speedily resolving international data center data disputes - especially for the foreign tenant.  The simple solution is to rely on litigation - with the availability (if needed) of prompt injunctive relief.  While local counsel assistance and familiarity with local litigation custom remains of course necessary, the decision will likely be reached more quickly, will be controlled by local property law,
 and will presumably be less burdened by policy and possible arbitrator subjectivity.  To paraphrase Von Clausewitz, better in such circumstances to resolve the dispute not by arbitration but by other means.
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