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I.
The Fiber “Glut”:  Is It a Buyer’s Market? 


In our last alert
 on infrastructure topics, we discussed some key elements of data center contract negotiation, a topic made timely by the explosive demand for broadband storage and delivery.
  This alert focuses on the latter:  negotiation of fiber optic network contracts with carriers (suppliers), including the familiar ones (AT&T, Verizon, Level 3) and those that own and provide just the facilities (AboveNet, Zayo).  But first, some observations.

Is there a fiber glut?  Maybe.  In its report on Level 3’s planned acquisition of Global Crossing, the Wall Street Journal notes that only fifty percent (50%) of fiber optic network capacity is being used, up from only three percent (3%) during the Internet bubble collapse a decade ago.
  This post-bubble era has been marked by supplier struggle as Global Crossing, XO and others sought bankruptcy protection while Level 3 has been saddled with huge debt load.  Meanwhile, prices are still declining, roughly twenty-five percent (25%) a year over the last three years.
  This is probably not only a hangover effect of the frenzied fiber build out in the bubble years but also a result of the efficiencies created by dense wavelength division multiplexing (“DWDM”) - a technology that permitted an exponential increase in data throughput of fiber facilities by permitting traffic to be carried on wavelengths or lambdas, not just over digitized photons.

Or maybe not.  Large enterprise (nationwide, global) procurement contracts with major carriers often include subcontracted fiber made available by cable companies, CLECs, or other regional suppliers with facilities in remote areas not served by AT&T, Verizon and the like.  There is no oversupply of fiber in those remote areas.  Further, even as the U.S. economy has faltered, the market for smart mobile phones has exploded, suggesting an eventual huge upswing in demand for fiber facilities to carry mobile voice and data (including “app”) traffic.  Capacity bottlenecks can lead to degraded mobile experience - ask any iPhone user - thus suggesting that any glut (if indeed there is one) will be short lived.

Strategic investors appear to agree, taking interest once again in fiber suppliers, especially those with access to emerging markets such as Latin America.  The demand for Cloud access, mobile apps and broadband Internet access, it would appear, will eventually extend to fiber networks as well.  No surprise then that Level 3’s offer valued Global’s shares by more than a fifty percent (50%) premium.

So yes, this may well be a good time to buy.  For enterprise buyers, the oversupply from the Bubble years coupled with DWDM efficiencies has created (at least for the time being) a welcome drop in prices and an array of new choices (Gig-E Ethernet).  For wholesale buyers seeking to build out their networks, develop new routes, and secure their own fiber strands (or swap capacity with others) at attractive terms and conditions, the time may be even better. 

II. If So, Caveat Emptor:  Some Lessons in Fiber Shopping. 

For the buyer, lessons here include the need for deal and price protection (especially if fiber prices continue to drop), technology change (“upgrade”) rights, supplier bankruptcy and control transfer protections.  As with any network procurement, there are familiar deal points such as installation guaranties, service level agreements (“SLAs”), remedies, payment and dispute resolution.   

And, as with data centers, there are issues of occupancy and property rights.  A contract – typically for decade long terms – to use fibers in a network may be structured in various ways, some of which provide greater occupancy assurance than others.
   

For the large buyer, say one planning a regional or nationwide fiber network build-out, things are more complicated still.  Various installation schedules – for example for a next generation broadband wireless (3G/4G) build-out in different “NFL” cities - suggest that some deadlines may be met while others perhaps not.  Fashioning a remedy for such partial defaults is not easy – especially if suppliers are few.  If the build-out project is financed by a third-party lender, things are even more complicated.  For example, if a credit facility may be drawn upon subject to meeting milestones, then a supplier installation failure could conceivably trigger a default under the buyer’s credit agreement with the lender – a potentially serious problem for which the seller’s SLAs are no help.

For this and more, please tune in to our second installment on Infrastructure Contract Negotiations through a Tele-briefing sponsored by Law Seminars International (“LSI”):  see http://www.lawseminars.com/detail.php?SeminarCode=11DATA2TB

As with our last Tele-briefing (negotiating data center contracts), there will be a nuts-and-bolts discussion of how to approach fiber optic network transactions from both buyer and seller perspectives – keeping in mind that fiber use rights are often bartered or “swapped,” thus sometimes blurring these commercial identities.  Here is a preview. 

III. Illustrative Example:  How to Structure an IRU Transaction. 

Fiber usage today is ubiquitous, with enterprises purchasing Gig-E circuits, small businesses accessing Clouds, and carriers leasing and swapping fiber strands from one another.  The acquisition of an interest in fiber capacity is sometimes termed an “Indefeasible Right of Use” (“IRU”).  While the term’s etymology goes back to an old FCC decision addressing undersea cable,
 its use today connotes a grant of an irrevocable right to use fiber facilities for essentially over their useful life, whether as capacity (e.g., “wave IRU”) or the fibers strands themselves (so-called “dark” fiber with electronics supplied by the Buyer).  IRUs are drafted in various ways, but the conveyance can be characterized as a purchase, a lease, a license or other property interest.

Keeping that in mind, consider the following hypothetical dark fiber IRU transaction by a carrier (“Customer”) seeking to build out its fiber network though use of fibers supplied by another wholesale supplier (“Supplier”).  Again,
 as with our last discussion, the focus is on protecting the Customer in the event of the Supplier’s bankruptcy.

In our hypothetical, the transaction calls upon the Customer to acquire (i) discrete strands of fiber optic cable (“Fibers”), (ii) access to and use of the Supplier’s collocation facility (“Space”), and (iii) network maintenance and related services, all at various locations within the fiber network facility.  Assume further that the Supplier is operating under a heavy debt load, thus requiring the transaction to take into account its possible bankruptcy.  

In that event, the Customer would be faced with the possibility that a bankrupt Supplier (as debtor in possession) could reject the transaction as a so-called “executory contract,” and the Customer’s advance payment – often a whopping one for say a 20-year IRU - could be lost as an unsecured claim against the bankrupt estate.  Other risks would include (i) the possible rejection of the maintenance agreement, (ii) the recovery (as fraudulent transfers or preferences) of rights to the fibers that had been granted by Supplier to Customer, (iii) the loss of access rights to the fiber (e.g., easements, rights-of-way, collocation space) that had been granted by third parties (“Third Party Rights”) to the now bankrupt Supplier (but not to the Customer), and (iv) the subordination of Customer’s claims against the Supplier’s estate (if any) to those of secured creditors - all fiendishly complicated by the bankruptcy process.

So what is our Customer to do?  The answer begins with a very brief review of relevant bankruptcy code sections. 

1. Effect of Bankruptcy on the IRU Transaction 
Upon the filing of a petition for relief in bankruptcy under so-called “Chapter 11,”
 the bankruptcy trustee or debtor in possession (here the Supplier) must determine whether each “executory contract”
 or lease should be assumed or rejected.  If assumed, the debtor’s obligation becomes an administrative expense of the estate, as opposed to an unsecured claim ranking lower in the priority of distribution.  If rejected, the rejection constitutes a breach of the contract or lease, the damages for which have the status of an unsecured claim against the bankruptcy estate relating back to the date immediately preceding the filing of the bankruptcy petition.

2. Customer’s Rights Upon Supplier Rejection of the IRU Transaction 
While no two IRUs are alike, bankruptcy law provides some clues as to how a Buyer may structure the transaction to mitigate the rejection risk.  First, some bankruptcy case law supports the proposition that rights in a specific asset created by state law are not avoidable by rejection.
  In WorldCom v. PPLPrism,
 the Bankruptcy Court for the Southern District of New York found that a debtor, Cambrian had conveyed a property interest – not merely a contractual one - in an IRU to WorldCom, the grantee and itself a debtor in the famous WorldCom bankruptcy proceeding.  The Court thus upheld WorldCom’s right to the IRU fibers, identified as a property interest in specific assets, as surviving both rejection and assignment to a third party by the grantor/debtor.

There is a further question of whether a simple Fiber lease, if separated from the bankrupt Supplier’s other obligations (e.g., maintenance, build-out) under the IRU Transaction, would be executory within the meaning of the Bankruptcy Code.  One could perhaps argue that, inasmuch as all of Supplier’s material obligations under the lease - specifically, to provide the Fibers – would have been performed, the “naked” Fiber lease would not be executory, and hence not subject to Supplier rejection.

That said, even if the Buyer’s right to the fibers were to survive rejection, there remains the question of maintenance and Third Party Access rights.  Upon bankruptcy of the Supplier, the maintenance obligations would almost certainly be executory (and thus almost certainly be subject to rejection) while the Third Party Access rights are granted to the Supplier, not to the Buyer.  All of these point to the need to structure the IRU transaction in anticipation of these risks.      

3.
Structuring the IRU Transaction: 

First, as indicated, it is important that the IRU Transaction be characterized as the conveyance of a lease or other property interest (e.g., a capitalized lease that is really a disguised secured transaction under the Uniform Commercial Code).
  The Buyer should insist that the IRU conveyance documents grant it a beneficial ownership or equitable title to specific fibers.

Second, the Customer should consider separating the maintenance (or build-out) agreements from the Fiber conveyance (and from the Space occupancy agreement if there is one).  

Third, the Customer may also consider seeking “step-in rights” to ensure continued maintenance of the Fibers.  One way to do this is to appoint the Customer as agent and attorney in fact, coupled with an interest, of the Supplier, for the purpose of perform maintenance and repairs in the event that the Supplier does not.  The idea here would be to allow the Customer to engage in self-help (with Bankruptcy Court approval of course), especially during the period of the automatic stay prior to the Supplier’s rejection or assumption of the maintenance agreement.  Importantly, the Customer, as the Supplier’s agent, would also arguably have a colorable right to access third-party real property where the Customer Fibers and Spaces are located.

Fourth, as for the Third Party Rights, the Customer, under any circumstances, should insist on receipt of copies of all related third-party documents, including municipal rights-of-way agreements and authorizations, together with contact information for each of the third parties.  This information will assist the Customer in obtaining separate access agreements with the Third Party Rights holders.  As an additional deliverable, the Customer may also wish to insist on a “non-disturbance agreement” from the third-party owners of real property on which the Customer Fibers or Spaces are located.  


Sounds complicated?  That’s because it is.  Do not try this at home.  Instead, be sure to attend our Tele-briefing:  http://www.lawseminars.com/detail.php?SeminarCode=11DATA2TB
This alert provided only a brief glimpse of the bankruptcy issues associated with negotiating Fiber Contracts.  The many other contractual and regulatory issues, no less important, will be the topic of the Tele-briefing discussion.  We hope to see you there.
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