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Data centers have
become an increasingly
institutionalized property
class over the past several
years, but finding success
in the sector depends on
talent and expertise.

Data centers have become increasingly institutionalized as a real
estate asset class in the past few years. Even before the pandemic,
they typically generated a strong return, and then they proved
resilient during COVID. It’s no wonder that CBRE recently
reported that 31% of investors now want to invest in data centers,
compared with only 2% in 2018.!

According to JLL, total M&A activity in the data center space
hit US$47.1 billion in 2021, up from US$34.5 billion in 2020.2
In particular, some of the largest companies in the world with
diversified business units, holdings, and innovations—also known
as hyperscalers—are acquiring specialist data center developers
to try and take advantage of increasing data center demand.
Examples of this include KKR and GIP acquiring CyrusOne for
US$15 billion in November 2021, and Blackstone Infrastructure
Partners acquiring QTS Realty Trust for US$10 billion in June
2022.

However, even as the demand for data centers is set to increase,
investors need to be aware of the unique challenges involved—
including a growing shortage of experienced talent, which is
essential to success in the sector.

DEMAND FOR DATA CENTERS IS INCREASING

Accordingto Forbes: “Dueto the widespread digital transformation
and digitization of industries globally, 90% of the world’s data
has been produced in the last two years.”® Edge computing, which
brings data storage closer to data sources, is booming.

The adoption of more hybrid work environments has also
increased the need for better connectivity and access to systems.
In addition to huge increases in the volume of data, governments
are now imposing sovereignty laws which require data to be
hosted in the country of the citizens of those countries. All these
trends mean that the world needs a lot more data centers into the
foreseeable future.

Importantly, due to the power needed to run data centers in North
America and Europe, the cost of capital is high relative to many
other asset classes. As a result, modular data centers that support
better power and cooling system integration are on the rise.
Compared with traditional brick-and-mortar facilities, these will
result in lower carbon emissions and energy costs in the long run.
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WHO ARE THE MAJOR PLAYERS IN THE SPACE?

Infrastructure, real estate, and private equity funds are all
influential in this space, and each has specific strengths and
weaknesses.

Infrastructure developers’ experience in building roads, tunnels,
and ports is an advantage for data centers, which also involve
dealing with regulation and the need to source large quantities of
power and water.

Real estate developers’ experience of partnering with local or sector
specialists on projects is useful and transferable to data center
developments. These developers understand the fundamentals of
location, tenancy, and development. However, as Francisco Porras
of Merlin Properties explains, investors should be aware that they
will need to constantly add capex into projects, because “data
centers are typically all built-to-suit. It’s very different to an office
building that can work for many different tenants.”

In that sense, real estate experience is mainly beneficial at the
beginning of a data center development—the stage that involves
land acquisition, licensing, and construction. On their data center
projects, Merlin provides the capital and real estate expertise, and
then partners with operations teams that have specialized (and
hard-to-find) knowledge for data centers.

Private equity investors evaluate investments on a macro level
and invest with customer demand in mind, which can be an
advantage in this space. According to Eric Adler, CEO of PGIM
Real Estate, data demands are the same for every country in the
world. In fact, the demand might be greater in emerging countries
than they would be for some developed countries. Therefore, PE
investors are more comfortable than real estate developers to go
into emerging markets.

The sector comes with
high barriers to entry,
especially given the high
demand for energy and
growing ESG concerns.

DO NEW MARKET ENTRANTS
STAND A CHANCE IN THIS SPACE?

There is a lot of interest from
new market entrants in the data
center space. Similar to the life
sciences sector, data centers
are inflation-proof, COVID-
proof, require a long build
time, have expensive set-up
costs, come with high political
and regulatory sensitivities, are
in demand globally, and need
highly specialized operators
with deep knowledge of the
end-user. This means the sector
comes with high barriers to
entry, especially given the high
demand for energy and growing
ESG concerns.

According to Dan Madrigal,
Vice President of Cloud
Infrastructure at Oracle, the
most important requirement for
successful development in this
sector is access to power, as data
centers consume huge amounts
of it—especially hyperscalers
such as Google and Microsoft.

In the US, hyperscale data
centers cost US$6-$10
million per megawatt to build.
Although Europe’s development
costs are typically comparable
to the US, some locations
are significantly higher, with
Frankfurt recording a high
of 22 million per megawatt
and Bordeaux recording 39
million per megawatt. And
while Asian markets benefit
from lower labor, construction,
and logistics costs, which
reduces their average capital
expenditure, the investment is
still significant.

Compounding this problemis the
fact that data center developers
also need to purchase renewable
energy from the grid or buy
carbon credits due to internal or
external goals or requirements
to offset their carbon emissions.
In both North America and
Europe, large and small
customers are increasingly more
focused on becoming carbon
zero or neutral. Lindsey Bruner,
former Vice President of Project
Development for CyrusOne,
believes that adherence to both
customer and internal targets
for environmental consciousness
on energy and water is now
“more of a requirement than
a differentiator,” as investors,
developers, and end users
continue to be more attentive to
these considerations.

On this point, Eric Adler adds,
“If you are a city which does
not have reliable access to a
renewable energy source, then
anyone wanting to build a
data center will need to put in
the infrastructure to channel
renewable energy to the city.”

Governments have recognized
the drain on energy and water
created by data centers. In
Europe this has led to the
introduction of the Climate
Neutral Data Center Pact in
2021. Signatories to this pact
include AWS, CyrusOne,
Data4, Equinix, Gigas, Google
or Atos, among others. This
pact requires data centers to
improve energy efficiency with
measurable targets, including
buying carbon-free energy and
focusing on water conservation.
Those investors with robust ESG
agendas are unlikely to partner
with firms who are not members.
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A final barrier to entry is that the data center sector is still
relatively small and thus tightly knit. In the US, newer entrants
that have established a stronger presence in the sector either had
the advantage of having a leadership team with prior data center
experience, or else they’ve partnered with firms with existing
track records, whether in real estate or infrastructure.

Despite this, Madrigal argues that a new entrant lacking a track
record in data center development could still be worth partnering
with “if they have developed something on a similar scale and
complexity” and have experience of large-scale capital deployment
and seeking regulatory approval.

WHAT ARE THE KEY CONSIDERATIONS
FROM A TALENT PERSPECTIVE?

As a relatively niche and
immature sector—especially in
Europe and Asia—data center
developers face a shortage
of experienced talent. In the
US, while northern Virginia
remains the largest data center
market, other cities such as
Dallas, Phoenix, and Chicago
have growing development
pipelines to  support the
increasing demand. In Europe,
various markets are also
experiencing a similar, rapid
pace of growth. Across these
markets, the essential question
is the same: Where to source
talent?

“There is certainly no shortage
of capital but there is a shortage
of skills and resources. There
is no data center university
or MBA program,” Madrigal
points out. “However, the
growth is so exponential that
we are relying on cannibalizing
competitors or trying to attract
people from adjacent sectors.”

Bruner agrees, noting that
“many firms are competing
for experienced candidates.”
Timing is an additional
challenge, as the demand for
talent in this space is urgent.
Her view is that organizations
need to “have a mindset of
organizational design [rather]
than hiring only for specific
needs.” Given the shallow
pool of specialist talent, firms
must think more about skills-
based hiring and also invest in
training and educating their
own talent in order to maintain
a  sustainable  workforce.
That said, with the level of
competition in the space, it
is still important to prioritize
candidates who bring existing
familiarity with and knowledge
of the sector, as this can provide
organizations with an edge.

“Whether

you are  an
infrastructure, real estate, or
private equity investor, the

most important thing is that
you know what the end user
wants. Data centers need to be
highly tailored to the end user,
which means that suitable data
centers are typically built to suit
or newly built with the current
needs of the tenant front of
mind,” Madrigal adds.
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Some developers are hiring engineers from heavy industrial
sectors, such as oil and gas and manufacturing, due to the unique
technical needs of data centers. Because data centers represent a
convergence of real estate and infrastructure, those with experience
leading complex processes involving multiple stakeholders at pace
can work well in the data center context. This is especially true of
those with experience of energy procurement and management.

According to Francisco Porras at Merlin Properties, the key to
success in data center developments is similar to development of
other real estate sectors: hiring hands-on technical professionals
who understand their tenants and are customer oriented. However,
the tenant requirements in data centers are more specific and are
changing more rapidly compared to other real estate asset classes
such as offices, which means that you need people who can stay
up to date with regulations and be more flexible.

WHAT SHOULD INVESTORS LOOK FOR?

As we’ve discussed, the data center market comes with a series
of very specific challenges to deter the unwary investor. ESG
considerations are key, especially when it comes to sourcing
renewable energy and conserving water usage. At the same time,
most data center developments are highly bespoke. These factors
all increase the capex of such investments.

When it comes to established operators, investors would do well
to seek out those with a track record in the sector, while new
market entrants with access to large amounts of capital and
relevant experience from adjacent markets are also likely to thrive.
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Even as the demand for data
centers IS set to Increase,
investors need to be aware
of the unique challenges
involved—including a
growing shortage of
experienced talent, which

is essential to success in

the sector.
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