ADLER

SIBLEY B.255n

MEMORANDUM
TO: Cross-Community Working Group on Enhancing IG®Nccountability
FROM: Sidley Austin LLP and Adler & Colvin
RE: Comparison of Board Proposal to CCW%DRraft Proposal
DATE: September 22, 2015

You requested that we analyze from a legal persgebbow the ICANN Board Comments on
CCWG Accountability Draft Proposal dated Septentder2015 (Board Proposal) compares to
key aspects of the CCWG Second Draft Proposal (CRAMposal). This memorandum provides
an overview of our observations. We also provide attachments that provide additional detail:

« Comparison of CCWG" Draft Proposal (Community Mechanism as Sole Member
Model) and ICANN Board Proposal (MEM) (Comparison)

 Summary Comparison of Key Characteristics of CMSkId&l and Board Proposal
(Summary Comparison)

Please note that our observations are based d@otrel Proposal as well as on two discussions
that we have had with Jones Day and ICANN Legak aléo provided a draft of the Comparison
to Jones Day and ICANN Legal to provide an oppatyuor their review to identify any areas
where we may have misunderstood the Board Propoaaly material respect.

Executive Summary: Overview of Key Differences

The Board Proposal states that the Board wouleeptefavoid the degree of change in corporate
governance required to convert ICANN to a membershrporation, while stating that it supports
the community powers in the CCWG Proposal (althatihghBoard Proposal read in full makes
clear that the Board supports the community powetgiht by the CCWG in a less robust form).

* From a legal perspective, the change to a memipecsinporation simply involves
amending the Bylaws. (ICANN’s current Articlesla€orporation contain express
provision for transition to a membership organzatj There are no requirements to re-
incorporate or to re-file for favorable tax status.

» From a governance perspective, the change to a ership organization requires that a

very limited set of powers be exercised by the comiy and these chiefly relate to
selecting the board of directors. The communitgalgh the ACs and SOs and
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Nominating Committee have experience selectingcthrs. They also have considerable
experience in consulting with one another and regctonsensus.

The most significant differences between the Bdaaposal and the CCWG Proposal relate to
three key issues:

» Whether to rely on the creation of a member botlye-Community Mechanism as Sole
Member (CMSM or Sole Member) -- as the legal maarsugh which the
multistakeholder community would hold the ICANN Bdaccountable;

* The scope of community powers; and
» The degree to which those powers are enforceable.

These issues are inter-related and have been thaat concerns in CCWG’s deliberations to
date, as evidenced by the focus of CCWG discussedfasts of its working groups, and advice
requested of its independent counsel.

In sum, the Board disfavors a governance stru¢hateincludes a member body and proposes as
an alternative the adoption of certain communitweis with a binding arbitration mechanism
(Multistakeholder Enforcement Mechanism or MEM)ttisassomewhat similar to the binding IRP
in the CCWG Proposal, with processes to encouragerunity consultation. However the MEM
is only available for challenges by SOs and ACsgdty consensus through the MEM Issue
Group with respect to decisions or actions by tbard that are believed to violate Fundamental
Bylaws. Under the Board Proposal, the MEM proceskthe binding arbitration it provides

would not be available for concerns about violagiohArticles and standard Bylaws. (It appears
that while any individual SO or AC, by consensumyld initiate a petition process to commence
MEM arbitration, followed by notice to the other $@&nd ACs, to initiate a MEM proceeding, the
agreed number of SOs and/or ACs must each, by nsasgsupport the initiation of MEM
arbitration. The SOs and ACs that wish to pursueM\iEbitration would collectively be known

as the MEM Issue Group.) The Board Proposal coplees an IRP, although it is unclear at this
time the extent to which it would be binding.

Due to the lack of a member body and other aspéd¢tee Board Proposal, ICANN’s
multistakeholder community as represented by its AGd SOs would participate in a more
limited set of community powers, enforceable thitolegss robust and certain means than
contemplated by the CCWG Proposal. Thus, the BBavgosal presents a different outcome to
the debate -- thought to have been resolved wélsétection of the Community Mechanism as
Sole Member model -- regarding where on the tressws-enforcement continuum enhanced
accountability mechanisms should be positionedsso &old the ICANN Board accountable after
the NTIA transitions out of its traditional and foigc role.

As discussed at length leading up to the CCWG'ssaatto propose the Community Mechanism
as Sole Member Model, a Sole Designator Model wpuitvide an alternative that provides fairly
robust community powers and enforceability thouggs lthan the Sole Member Model. We are
preparing at the request of the CCWG a PowerPomparison of the Community Mechanism as
Sole Member Model, the Sole Designator Model ardBbard Proposal. Our initial assessment
is that the Board Proposal -- due to lack of tigaleights that can attach to a member and a



designator -- is closest to the current statusaqubwould deliver the least robust and enforceable
community powers of the three models.

Note that there is also a difference between trerd@&roposal and the CCWG Proposal regarding
the method the community will follow to exercisenmmunity powers. The CCWG Proposal
details voting mechanisms and vote allocations|enthe Board Proposal would prefer individual
SOs and ACs demonstrating their support or objedbiocommunity action by passing resolutions
under existing SO/AC procedures. We note thaBtile Member’s internal method of decision-
making could easily be adapted to those outlingierBoard Proposal to address concerns about
voting mechanisms and vote allocations, withoutudisng the crucial role the Sole Member

plays in Board accountability in the CMSM model.

Summary Observations
1. Community Powers

With respect to community powers, areas of spedifierences between the Board Proposal and
the CCWG Proposal relate to:

a. Approve Changes to ICANN “Fundamental” Bylaws (Sedbn 4.5)

* Both the Board Proposal and the CCWG Proposal adedge that the community should
have rights to participate in the process by wisichnges to Fundamental Bylaws are
adopted; they differ on the procedures for doingltsis unclear how meaningful these
differences are.

* Under the CCWG Proposal, the Board and the commueipresented by the SOs and
ACs participating in the Sole Member, would botlechéo approve changes to
Fundamental Bylaws with a high voting thresholdhder the Board Proposal, as
explained to us, the Board would commit in the Bydanot to amend Fundamental Bylaws
unless a specific level of community support haghb@emonstrated for the change.

* It appears that the MEM process would be availabEhallenge a failure by the Board to
follow this procedure.

* Note that the CWG-Stewardship final transition regd requires that the ICANN
multistakeholder community have the ability to eXx®e oversight with respect to the
ability to approve amendments to Fundamental Bylaws

b. Reconsider/Reject ICANN Budget or Strategy/Operatig Plans (Section 7.1)

* Under the CCWG Proposal, after an appropriate conitpnprocess participating SOs and
ACs could direct the Sole Member to veto budgetsti@ategic/operating plans, sending
them back to the Board an unlimited number of titoedevelop an alternative acceptable
to the community. The Board Proposal providesmdtfor a community consultation
requirement similar to the current GAC consultatiequirement. The community could
force the Board to reconsider and consult twicher&after, the Board could approve a
budget or plan over community objections, so losghat budget did not represent an



increase of more than 10% over the prior year'ggeticand did not include new
substantial line items not accepted by the commgur{dVe note that this assumes the
community generally seeks to limit rather than piesigreater expenditures.)

As a legal matter, there is a level of uncertaariging to doubt that Bylaw provisions
providing these rights to the community as represghy the SOs and ACs would be
legally cognizable, let alone enforceable, outsii@ member context.

The CCWG considered at length how the communitygyswvould fit with the Board’s
appropriate exercise of its fiduciary duties. Histconsideration, a key benefit of the Sole
Member model is that California law clearly permatisof the desired community powers,
including the proposed veto rights over the budget strategic/operating plans, to be
reserved to the Sole Member, thus avoiding anylicordith the Board’s exercise of its
fiduciary duties. The Board Proposal does not esklhow this issue will be resolved.

o For example, if the Board adopted a budget ovemaonity objection with an
increase of more than 10%, in violation of the tewwhthe Bylaws, and asserted in
a court challenge that the Board believed thatwiais necessary to fulfill its
fiduciary duties, there is risk that a court woside with the Board, since a bylaw
that would have the effect of requiring the diresttm act without regard for their
fiduciary duties could be invalidated in court.

0 Note that concern about conflicts with Board fidugiduties is the very reason
why these community powers would not be subjetiinding arbitration under the
Board Proposal. Thus, the community would lack me@aningful enforcement
mechanism for these powers.

The Sole Member model allows the community to haeeability to reject the budget or
strategic/operating plans (and also to addresbAidA function separation and review
issue discussed below) without creating a confletiveen community powers and director
fiduciary dutiesand without creating an enforceability vacuum.

We note that the CCWG rejected an empowered ddsigapproach because it could not
provide enforceable community powers with respediudget and strategy/operating plan
veto for the very same reasons discussed abosition to the Board Proposal.

As noted below, the MEM process would not be at#elao challenge a failure by the
Board to follow this procedure.

Note that the CWG-Stewardship final transition megql provides that the community
powers with respect to the ICANN and IANA Budgets key dependencies. The CWG-
Stewardship has acknowledged in its public comrtiaitthe community’s ability to veto
the ICANN and IANA Budgets separately will meet (B&/G-Stewardship requirements,
and has stated that “[w]e believe that the CCWGeAittability draft proposal on budgets
is both necessary and sufficient to adequatelgfyatiese requirements of the CWG-
Stewardship final transition proposal.”



Reconsider/Reject Changes to ICANN “Standard” Bylavg (and Enforcement)
(Section 7.2)

CCWG has proposed that the community through th&8INhave veto rights for changes
to standard Bylaws, e.g., Bylaws that are not $ijgatly designated as “fundamental.”

Like the CCWG Proposal, under the Board Proposattmmunity would have the
opportunity to object to proposed standard Bylamerdments. SOs and ACs could
demonstrate their objections by passing resolutmattsn current SO/AC structures and
processes, and the Board would commit in the Bylaotdo amend the Bylaws over
community objection above a specified threshold.

It is unclear whether binding arbitration woulddwilable to challenge a failure by the
Board to follow procedure regarding community obgtto proposed standard Bylaw

amendments. If these provisions for community inpto changes to standard Bylaws
were embedded in Fundamental Bylaws, then it appgeat the MEM process would be
available.

However, it is clear that the MEM would not be datlie to enforce Board compliance
with standard Bylaws, since under the Board Prdpbgaling arbitration would not be
available to seek redress of violations of Bylawsdesignated as “fundamental.”

Note that in the CCWG Proposal, the distinctionnssin standard Bylaws and
Fundamental Bylaws is that Fundamental Bylawslawed determined to be so important
that the community should be involved in approvamy change. By providing that only
Fundamental Bylaws are enforceable through the MiakIBoard Proposal equates those
Bylaws that the community seeks to approve chaafesth those Bylaws for which
community enforcement is available. However, tloaf8 is obligated by law to abide by
all Bylaws (whether standard or Fundamental), ancetbex an enforcement scheme that
is intentionally designed to enforce just one tgp8ylaws raises concerns about the
potential for important accountability gaps. Sadtifferential approach to Bylaw
enforcement should be subject to rigorous stretste We note also that the MEM does
not appear to be available to enforce compliantk thie Articles of Incorporation, which
under law have even more force than Bylaws. Thexg be an accountability gap if there
is not a robust binding IRP or other binding adiityn process available to enforce the
Articles.

Appoint and Remove Individual ICANN Directors (Secton 7.3)

Instead of giving certain SOs and ACs the righfie@@tiated through the Sole Member) to
unilaterally remove the directors they appoint,emthe Board Proposal, removal of
individual directors would be available only forrr@wly defined causes and only upon
community consensus as represented by the SOs@sda#though the appointing SO or
AC could initiate community consideration of remb)vdt appears that grounds for
removal would be limited to:

o Serious violations of governance standards, inoly@&tatutory causes for removal
(fraud);



0 Refusal to abide by the processes set forth tolemaw community empowerment
areas; and

o Failure to abide by the outcome of a MEM process.

A petition process is envisioned by the Board Psapéor removal, but it is unclear
whether the SOs and ACs determine the final outdoriading whether the standards set
forth above have been met. Directors would be requb provide standing letters of
resignation, to be triggered after opportunitytfoe director to be heard and a community
consensus process.

Since the Bylaws would not provide for a Sole Mem(oe any other form of membership)
and the Bylaws would not provide ACs and SOs wibress designator rights cognizable
under California law, there is potential that tlegess would need to rely on the Board for
implementation, albeit with possibility of recoutsebinding arbitration through the MEM
if the dispute is found to qualify. In the CCWGoPposal, the decisions of the Sole
Member are under the direction of SOs and ACs. e@ne Sole Member acts (and it can
only act as directed), director selection and remhave effectuated. If the Board resisted
in any way, the Sole Member, again acting as dakoty the consensus of SOs and ACs,
could go directly to court for declaratory reliefyarding the composition of the Board.

Because the Board Proposal does not change thegxysocesses for selecting directors,
it does not clarify whether some or all the SOs A6d and other stakeholders that select
directors (directly or through the Nominating Cortte®) are “designators” with the rights
of designators provided under California law. (@lttat there is legal uncertainty as to
whether or not ACs and SOs currently have a laght to select directors sufficient that
California law would deem them to be designatots wutomatic rights to remove the
directors they have selected with or without cguSesignators have the right to remove
the directors they select without cause. Withewutsion to make a clear choice among the
governance options that are available under thgocate law, both the current regime and
the Board Proposal present uncertainty and areftivervulnerable to potentially
destabilizing challenges going forward.

It is unclear whether binding arbitration woulddwilable to challenge a failure by the
Board to follow the appointment and removal proeceduf the provisions for appointment
and removal of directors were embedded in Fundaah8ylaws, then it appears that the
MEM process would be available.

Note that the CWG-Stewardship final transition egd requires that the ICANN
multistakeholder community have the ability to appand remove members of the
ICANN Board.

Recall of Entire Board (Section 7.4)

Unlike the carefully designed process in the CCW@pBsal to permit the Sole Member
upon a high level of community consensus to reballentire Board, the Board Proposal
does not address full Board recall as a separaieepd. Under the Board Proposal, a
recall of the full Board is essentially the simakaus individual removal of all the



directors (other than the President). While itespp that the community could effect the
removal of the full Board by following the procdes the simultaneous recall of all
directors, the same level of consensus would afpplygemoving a single director.

* Note that adopting a single standard for both 8duna runs the risk that the standard for
removing an individual may be too high and the sataadard as applied to removing the
full Board may be too low. Moreover, the limitat®on reasons for removal would
continue to apply.

» Itis unclear whether binding arbitration woulddaeilable to challenge a failure by the
Board to follow the appointment and removal proeceduf the provisions for appointment
and removal of directors were embedded in Fundaah8ylaws, then it appears that the
MEM process would be available.

* Note that the CWG-Stewardship final transition regd requires that the ICANN
multistakeholder community have the ability to dettee entire ICANN Board.

Reconsider/Reject Board Decisions Relating to Rewis of the IANA Functions,
Including Ability to Trigger a Separation of PTI (Section 6, Paragraph 300)

* Note that the CWG-Stewardship final transition regd requires that the ICANN
multistakeholder community have the ability to exse oversight with respect to key
ICANN Board decisions (including with respect te tICANN Board’s oversight of the
IANA functions) by reviewing and approving:

o ICANN Board decisions with respect to recommendwtiesulting from an IANA
Function Review (IFR) or Special IFR; and

o ICANN Board decisions with respect to the ICANN dAMA Budgets (discussed
in subsection (b), above).

* Under the same analysis provided in subsectiorafiye, absent a member model there is
a level of uncertainty arising to doubt that Bylprovisions providing these rights to the
community as represented by the SOs and ACs waukhforceable outside of a member
context.

* As noted above, the MEM process would not be ai@lto challenge a failure by the
Board to follow these procedures.

. Community Enforcement Mechanism

» The CCWG Proposal would use the IRP process aod #lito render binding and
enforceable decisions in the form of binding adtitm with respect to disputes regarding
violations of ICANN'’s Articles of Incorporation arlylaws (both standard and
Fundamental Bylaws). While individual ACs and Sf0sild access the IRP process,
decisions to go to court to institute enforcemdriinding arbitration decisions would be
made by community consensus through the CMSM.



The Board Proposal recommends creating the sepdEaé process (in addition to an
IRP process that may or may not be binding) forhysthe community in seeking review
of actions that are alleged by the ACs and SOg tim biolation of the Fundamental
Bylaws (but not Articles or standard Bylaws). e extent that community powers are
included in Fundamental Bylaws, the MEM would baitable for enforcement of
community powers. However, as detailed abovedadtaar under the Board Proposal that
some community powers will not be subject to MEMding arbitration.

The MEM proposed by the Board is similar to the iitBcess proposed by CCWG,
although the CCWG IRP would be available for a Oeyaset of issues given that it is not
limited to enforcement of Fundamental Bylaws.

0 Both proposals contemplate that after the faildreternal reconsideration
escalation procedures, an arbitration process dmiidvoked to produce a
decision that could be enforced in court if necgssa

o Both the CCWG's proposed binding IRP and the MEMcgsss would result in a
binding arbitration award, which could be enforaedourt.

Under the Board Proposal, the Sole Member wouldeavailable to either support or
enforce community powers or IRP decisions. In@aldito the concerns described above
regarding conflict with fiduciary duties of direcsofor certain community powers outside
a member context, there are two components todleeNsember role in enforcement that
the Board Proposal must address absent the Solé&terancept:

o Capacity as a legal person to seek enforcement in the s;cand
o0 Sanding to enforce Bylaws.

The Board Proposal addresses capacity to sue ppgirg that SOs and ACs collectively
form a MEM Issue Group. If formed as an unincogped association under California
state law it would have the capacity to sue agal leerson. (The Board Proposal also
suggests that the necessary legal personhood bewdhieved by individual SOs and ACs
becoming legal persons or the community forming esother legal person, or the chairs of
the SOs and ACs acting as individuals to enforodibg arbitration decisions in courtli

the CMSM model, the CMSM would be a legal persotinithe ability to enforce rights.

Standing to sue will presumably be addressed hingdorth in Bylaws an express right of
ACs and SOs through a MEM Issue Group to enforeeBylaws.

Notethat legal counsel for ICANN and for CCWG have w@ntified any significant legal
disagreements regarding the requirements of stgradid capacity to sue (legal
personhood) for enforcement of binding arbitraovards.

. Community Decision-making for Exercise of Powers

The Board Proposal voices concern that the CMSMat®deliance on a voting
mechanism could undermine the consensus decisikmgieodel the Board notes is the



current norm within ICANN (although we understahdttat least some SOs and ACs
come to decisions based on majority vote from tiongme).

o

“The Board does not support the need for a Comméchanism as a
centralized place where the multistakeholder padiuts are to vote on a decision,
nor the need for a Sole Member to act upon thesaect

“The Board recommends that the threshold to exerisommunity power be set
based on the existing SO and AC structures. Fampie, a decision to exercise
the community power could require at least two EDsupport exercising the

power, and no more than one AC providing advicensgj@xercising the power.”

The Board Proposal favors having existing SOs a@d pass resolutions to
register their consent or objection regarding tter@se of decision rights,
supported by a Bylaw that would require the Boarddt or refrain from acting if a
specified threshold number of SOs or ACs are ieagent. (Itis unclear how
much this differs from the concept generally ofthag”.)

There is nothing about the Sole Member’s intertraicsure that requires use of a voting
mechanism; governance and decision-making witlf@al#ornia unincorporated
association is extremely flexible. The Sole Menwarternal voting process could be
replaced with the same approach to community dewsas in the Board Proposal. This
would provide the community with the same powensl #he same level of enforceability,
as the CCWG Proposal.

Additional clarification of the similarities, anti¢ intent of any material differences,
between the CCWG and Board proposals with respemimmunity decision-making may
be beneficial in determining whether agreementatbel readily achieved.

o

For example, the CCWG Proposal sets out both auttatien and a voting
procedure for directing the actions of the Sole Mem The voting procedure may
be perceived by some, including the Board, to ceflemove away from the
ICANN community’s tradition of, commitment to angperience with consensus-
based decision making. While the CCWG Proposal esighs that there is no
intent to change how SOs and ACs reach internademsus, the CCWG may wish
to consider whether there is a need to clarify thatcommunity’s consensus-
making processes are not intended to be changahainihe “voting” mechanism
was meant to provide a means of assessing thedéeehsensus. The Board
Proposal seeks a consultative consensus basedaapprather than voting, based
on use of existing AC and SO procedures.

The Board does not specify what level of agreerhetween the SOs and ACs is
necessary to constitute a consensus for commuctigna and we understand that
the Board generally would defer to CCWG to deteentlme appropriate
threshold(s) that may apply to particular actio(fSor example, should the Sole
Member model survive, it is contemplated that g Vegh degree of consensus
would be necessary to exercise certain statutomeps).



