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3.6.3 Right of First Refusal and Community Purchases for CDQ Groups and Community
Organizations

The Council’s preferred aternative permits transfers of PQS within a region subject only to limits on
ownership. An additional option originally proposed by the Council and modified by the Community
Protection Committee would provide CDQ groups or community groupswith afirst right of refusal on any
processing shares sold. Additional options advanced by the Council would permit CDQ groups and
communitiesto purchase shares. The Community Protection Committeereached aconsensus supporting three
different community purchase options. Thefirst option would grant aright of first refusal to crab dependent
communities on the sale of PQSfor transfer out of the community. The second option would of grant afirst
right of refusal to crab dependent communities in the North Gulf of Alaska' on the transfer of PQS from
communities in the North Gulf that are not crab dependent. The third provision would waive the seatime
requirementsfor the purchase of harvest sharesfor any crab dependent communities. Thiswaiver would not
grant preferencesto communitiesfor the purchase of sharesbut would simply allow communitiesto purchase
the shares. The last provision would define the rules that would govern the oversight and management of
shares

The General Right of First Refusal

The provision that would create ageneral right of first refusal for communitieson processing shares sold for
transfer out of the community provides:

1 General Right of First Refusal

For communities with at |east three percent of theinitial PQS allocation in any BSAI crab fishery based on
history in the community except for those communities that receive a direct allocation of any crab species
(currently only Adak), allow CDQ groups or community groups representing qualified communities afirst
right of refusal to purchase processing shares that are based on history from the community which are being
proposed to be sold for processing outside the boundaries of the community of original processing history in
accordance with the provisions below.

Entity Granted the Right of First Refusal

Theright of refusal shall be established by a contract entered into prior to the initial allocation of PQS which
will contain all of the terms specified in paragraphs A through | below. The contract will be between the
recipient of the initial allocation of the PQS and:

1) the CDQ group in CDQ communities

2) the entity identified by the community in non-CDQ communities.

In non-CDQ communities, the community must designate the entity that will represent the community at least
90 days prior to the deadline for submission of applications for initial allocations of PQS.

Under this proposed option, in communities with processor history that accounts for over 3 percent of the
initial alocation of PQSin afishery, acommunity based right of first refusal would exist. The three percent

1 The North Gulf of Alaskais defined as all communities in the Gulf of Alaska north of 56°20'N latitude.
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threshold isintended to limit the right to communities with historic dependence on the crab fisheries. Eight
communitiesare estimated to havethe historical dependence necessary to qualify for theright of first refusal
under this provision. Specific communities cannot be identified because of confidentiality restrictions. In
CDQ communities, the CDQ group would receive the right. In non-CDQ communities, the right would be
granted to an entity identified by the community.? Eligible communities would be required to designate the
group that would be granted the right of first refusal at least 90 days before the initial issuance of PQS.
Requiring the designation of the community entity is necessary to prevent delaysin making allocations and
to provide processors with time to enter a contract that would establish the right.

The Committeeincluded in this option a provision that would exclude any community that receives adirect
alocation of crab. Adak is currently the only community to which a direct allocation would be made. The
apparent rationale for this provision is that the direct allocation to Adak is sufficient to support the
community’ sdependence on the crab fisheriesand that further protection to the community’ sinterestsin the
fisheriesis unnecessary.

The analysis points out several issueswith theright of first refusal. In general, the more effective aright of
firstrefusal isin protectingacommunity’ sinterests, themorethat right will reduce efficiency inthefisheries.
In recognition of this trade off, the Community Protection Committee has attempted to develop the option
in amanner that strikes a reasonabl e balance of community and industry interests.

A right of first refusal generally provides an entity with the right to purchase an item from a seller for the
same price and subject to the same terms and conditions as offered by the seller in an open market. Thefirst
right of refusal would operate by the seller notifying the holder of theright of the terms of the pending sale.
Theholder of theright exercisestheright by notifying the seller of acceptance those termswithin aspecified
time period. If the terms are not accepted within the predetermined time period, the open market sale may
proceed.

In assessing whether to establish theright of first refusal, the Council should consider the consequencesfor
communitiesthat might exercisetheright. In any case where the right might be exercised, itislikely that the
community would need to work with processors, both the seller of the shares and an intended user of the
shares who might purchase or lease the shares from the community. The consequences of involving the
community in these transactions needs to be assessed.

To simplify administration the right of first refusal would be created by a contract between the community
group and the processor receiving the initial allocation of PQS. The contract would be required to contain
the following provisions:

2 The option as originally proposed contained a provision that would grant the right of first refusal to other
processorsinthe community. Thisprovision wasrejected by the Council because according the right to competing local
processors could have the unintended consequence of providing processors with a strategic tool unrelated to (and
possibly even used contrary to) community interests. For example, if one processor is able to use the threat of the right
to reducethe profitability of another local processor, the overall welfare of the community may be hurt. In addition, the
exercise of the right by a competing processor could result in that processor gaining access to proprietary information,
which could harm the processor selling the shares.
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Contract Terms
A. Theright of first refusal will apply to sales of the following processing shares:

1. PQSand
2. 1PQs, if morethan 20 percent of aPQS holder's community based | PQs (on afishery by fishery basis)
has been processed outside the community of origin by another company in 3 of the preceding 5 years.

B. Any right of first refusal must be on the same terms and conditions of the underlying agreement and will
include all processing shares and other goods included in that agreement.

C. Intra-company transfers within aregion are exempt from this provision. To be exempt from thefirst right of
refusal, IPQs must be used by the same company. In the event that a company uses |PQs outside of the
community of origin for aperiod of (two options):

1. 3 consecutive years

2. 5consecutive years

theright of first refusal on those processing shares(the | PQsand theunderlying PQS) shall lapse. With respect
to those processing shares, the right of first refusal will not exist in any community thereafter.

D. Any saleof PQSfor continued use in the community of origin will be exempt from the right of first refusal.
A sale will be considered to be for use in the community of origin if the purchaser contracts with the
community to:

1. useat least 80 percent of the annual 1PQ allocation in the community for 2 of the following 5 years (on
afishery by fishery basis), and

2. grant the community aright of first refusal on the PQS subject to the same terms and conditions required
of the processor receiving theinitial allocation of the PQS.

E. All terms of any right of first refusal and contract entered into related to the right of first refusal will be
enforced through civil contract law.

F. A community group or CDQ group can waive any right of first refusal.

G. Theright of first refusal will be exercised by the CDQ group or community group by providing the seller
within 60 days of receipt of a copy of the contract for sale of the processing shares:
1. notice of the intent to exercise and
2. earnest money in the amount of 10 percent of the contract amount or (two options)
a $250,000 or
b. $500,000
whichever isless.

The CDQ group or community group must perform all of the terms of the contract of sale within the longer
of:

1. 120 days of receipt of the contract or

2. inthetime specified in the contract.

H. Theright of first refusal appliesonly to the community within which the processing history wasearned. If the
community of origin chooses not to exercise the right of first refusal on the sale of PQS that is not exempt
under paragraph D, that PQS will no longer be subject to aright of first refusal.

I.  Any duediligence review conducted related to the exercise of aright of first refusal will be undertaken by a
third party bound by aconfidentiality agreement that protectsany proprietary information from being released
or made public.
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Under paragraph A, theright of first refusal would apply to sales of PQSand (in certain circumstances) |PQ.
The right would apply to IPQ only if the processor had sold more than 20 percent of the IPQ from the
community in 3 of the preceding 5 years. The intention of the provision isto allow some flexibility leasing
shares(i.e., saleof IPQs) but to disallow long term leasing of asubstantial portion of aprocessor’sholdings.
The provision isintended to balance the interest of a community in maintaining activity in the community
against the processor’ sinterest in being able to realize efficiencies from share transfers.

Paragraph B providesthat theright of first refusal would apply to the transaction involving processing shares
as a whole and would require the community group exercising that right to agree to all the terms of the
agreement. This provision would beintended both to maketheright of first refusal workable and to limit the
disruption to aprocessor’ s transaction that might be caused by the exercise of theright of first refusal. The
right would be made workabl e since the terms of the right will be clear once an offer is received to which
the right would apply. Exercise of the right would require the community group to perform the contract in
its entirety. The requirements of the contract should be clear to the community. The provision isthought to
protect the selling processor’ sinterests by requiring that the transaction that is acceptabl e to the processor
be adopted.

Permitting a community to intercede in atransaction only by accepting all of the terms of the transaction
could limit the effectiveness of the right. For example, a processor may sell all of its operations in a
community, including its processing shares. A community may have littleinterest or ability to intercedein
such abroad transaction. The ability of acommunity to perform could also be limited if a contract involves
the exchange of specific goods and properties by the buyer and seller of the shares. The community might
be unable to perform under a contract that requires the exchange of unique properties. The aternative to
requiring the community to accept all terms of the contract would be to require separation of the processing
shares from any other goods involved in the transaction. This alternative approach could complicate use of
theright by the community group particularly if aprocessor has managed to sell avariety of assets, including
the processing shares. The share value may not be easily severable from the value of the other goods and
could beinterdependent. For example, if aprocessor sells both processing equipment and shares, the value
of the equipment could be based in part on the common ownership of the processing allocation. Asaresult,
the establishment of a price for the shares that accurately reflect the market transaction could be very
difficult.

Paragraph C would exempt intra-company transfers of IPQs from acommunity. These transfers are exempt
only if the shares are used by the same company that ownsthe underlying PQS. The provision al so provides
that the right of first refusal will lapse if the shares are used outside the community for a period of 3 or 5
years. The rationale behind these provisions is that companies with shares in more than one community
should be permitted to consolidate sharesto realize efficienciesin their operations. Allowing the community
designation to lapse is intended to recognize that the use of the shares outside a community lessens the
dependency of the community on the activity represented by those shares. At some stage, this loss of
dependence should be acknowledged by allowing the right of first refusal to lapse.

While this provision makes a balance between the need to allow efficiency through consolidation and the
dependence of a community on the activity of a processor, the provision treats different processors
differently. Processors with multiple facilities in a region could have the ability serially remove the
community designations from their shares by processing those shares outside the community of origin.
Although the consolidation of sharesin thismanner would belimited by the need of aprocessor to efficiently
conduct its processing, the provision has a clear biasin favor of the larger processors.

Processors with shares in multiple communities are most likely to utilize the intra-company transfer
exemption to transfer sharesto asinglelocation. Table 3.6-1 below showsthe number of processorsin each
fishery with shares in multiple communities. Since shares cannot be transferred across regions, separate
numbers are shown for each region in those fisheries that have processors in multiple regions. The table
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cannot fully capture the potential of processorsto consolidate shares through intra-company transfers since
share transfers exempt from the right of first refusal could be followed by later consolidation permitted by
the provision. The table does show that few companies would be able to consolidate shares as 6 companies
hold shares in multiple communities in the fisheries that are regionalized based on historical landings.

Table 3.6-1. Processors with shares allocations in multiple communities by fishery.

Processors with allocations in

One Two Three

Fishery Region community communities communities
Bristol Bay Red King Crab North 2 - -

South 13 1 1
Bering Sea C. Opilio North 6 1

South 16 1 1
Eastern Aleutian Islands (Dutch Harbor) Golden King Crab - 8 - -
Pribilof Red and Blue King Crab North 4

South 11 -
St. Matthew Blue King Crab North 3 1

South 9 -

Source: NPFMC Crab Rationalization Database, Version 1, 2001

Paragraph D would provide for the exemption of asale of PQSfromtheright of first refusal if the purchaser
met certain conditions. Thefirst requirement isthat the purchaser must agreeto use at least 80 percent of the
resulting IPQ in the community during at least 2 of the first 5 years after the transaction. This provision is
intended to prevent the purchaser from immediately consolidating its processing outside the community
under the exemption for intra-company transfers. The second requirement is that the purchaser grant the
community group a right of first refusal on the shares, subject to the same terms and conditions as the
original right of first refusal. So, the exemption would only apply if the community retained itsright of first
refusal in the future.

Paragraph E providesthat the right of first refusal would be enforce by civil contract law. The objective of
this provision isto avoid overburdening the NOAA Fisheries with adjudicating casesinvolving theright of
first refusal and to recognize the contractual nature of the right. NOAA Fisheries could enforce some of the
provisions (for instance prohibiting a transaction in which the community was not provided with adequate
notice). Other requirements, however, such as the requirement that the community earnest money
requirement and the confidentiality requirementsrel ated to duediligencearemoretypically enforced through
contract law. Alternatively, the Council could request NOAA Fisheriesto explore methods to assist
communities, to theextent reasonable, in administration and enforcement of theright of first refusal.
Inaddition, communitiescould enfor cetheright through contract law. Under such an approach, NOAA
Fisheries could consider thefollowing two actionsto assist communitiesin making theright effective. First,
NOAA Fisheries could require that processors transferring processing shares could be required to attest to
compliance with notice requirements of any right of first refusal. Although this will not, in and of itself,
ensure that the seller has met the requirements of the right, the attestation would bring attention to the need
to meet the requirements of the right prior to a transfer. In addition, the consequences of an intentional
misrepresentation in the attestation may be sufficient to deter a seller from attempting to bypass its
obligationsunder theright. Second, NOAA Fisheriescould annually notify each crab dependent community
of the location where |PQs from the community were used and of any transfers of shares that are linked to
the community. This notification could assist the community in tracking transfers and use of shares, thereby
assisting community efforts to enforce the right of first refusal.

Paragraph F makes explicit that acommunity group can waive the right of first refusal. Waiver of the right

by a community would free parties to a transaction from the possibility that the community might exercise
the right. From the standpoint of the community, the waiver is equivalent to not exercising the right and
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removing itself from the private transaction. In some instances, the CDQ or community group could make
areasonable decision that waiving the right isin the best interest of the community.

The Council should clarify whether the right of first refusal is assignable by a community. Allowing
assignment of the right may not be appropriate unlessthe Council intendstheright to be exercised by private
parties, including other processors. The structure of right of first refusal provision would provide the right
toaCDQ or community group that isrequired to act for the benefit of the community. Allowing assignment
of theright could result intheright being held by aprivate entity facing incentivesand having obj ectivesthat
are very different from those of the community.

Paragraph G provides that the right must be exercised within 60 days of receipt of the contract to which the
right of first refusal applies. The 60 day period isintended to provide the community group with adequate
timeto assess the offer and to provide time to coordinate payment of any earnest money required. The right
is exercised by providing notice to the seller of the shares along with earnest money in the amount of the
lesser of 10 percent of the contract amount or a specific amount of money, either $250,000 or $500,000. If
the Council adoptsthis provision, the amount of money will need to be specified. The percentage and dollar
amounts should be sel ected such that acommunity group would demonstrate itsintention to follow through
with the contract and provide a representation of the ability to perform. Although contracts could be for
substantially larger amounts, the earnest money payment should demonstratethe groupsintention to proceed
with the contract.

Paragraph G al so provides that the community group would be required to perform all terms of the contract
in the time specified by the contract or in 120 days of receipt of notice of the contract, which ever islonger.
This provision isintended to provide the community with at least 120 days to perform. This period of time
is likely to be necessary for community to arrange payment of a high valued contract for which the
community group might exercise its right.

Paragraph H provides that the right of first refusal would apply only to the community in which the
processing took placethat ledto theall ocation of processing shares. Thesaleof PQSinwhichthecommunity
chooses hot to exerciseitsright (and which is not exempt from the right) would result in apermanent waiver
of theright. These provisions are intended to limit the right to the community of origin and limit the ability
of the community to a perpetual right even though the community has elected not to act to retain the shares
in the community.

Paragraph | isintended to protect any confidential datathat might be disclosed during due diligence related
to the exercise of theright. This end would be accomplished by requiring the due diligence to be conducted
by athird party bound by a confidentiality agreement preventing the disclosure of proprietary information.

The Committee recommendations do not exempt any fisheries from the right of first refusal. The
Western Aleutian Idands (Adak) red king crab, the Western Aleutian | lands golden king crab, and
the Bering Sea C. bairdi fisheries are all exempt from the cooling off period (which is the other
provision in the program that establishes specific community linksto processing shares). A similar
exemption might be appropriate from the requirements of the right of first refusal. The Western
Aleutian Islands (Adak) red king crab isexempt fromthe cooling off period requirements becausethefishery
was closed for several years limiting the community dependence on that fishery. The Western Aleutian
Islands golden king crab fishery is exempt from the cooling off period requirements because that fishery is
regionalized in a manner inconsistent with the cooling off period requirements. The Bering Sea C. bairdi
fishery is exempt from the cooling off period requirements because that fishery islikely to be conducted as
abycatch fishery to the Bristol Bay red king crab fishery and the Bering Sea C. opilio fishery in the future.
Imposing the landing requirements of the cooling off period is thought to be unworkable. The right of first
refusal establishes community links similar in some ways to those of the cooling off period. Exemption of
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these fisheries from the right of first refusal might be appropriate if the establishment of the community
linkage of the right of first refusal is believed to inappropriate for these fisheries.

The efforts of the Community Protection Committee have contributed to the effectiveness of the first right
of refusal provision. Balancing theinterest in protecting communitiesfromthetransfer of sharesagainst the
need for efficienciesin thefisheriesraise several issuesin whether theright will serveitsintended purpose.
These issuesinclude:

. A few methods exist by which processors may subvert the right. Theright appliesonly to salesthat
would transfer processing out of a community. Processors are permitted to relocate processing
through intra-company transfers, which if undertaken for a period of years will result in the right
lapsing. In addition, sales are exempt, if the purchaser agrees to process a portion of the sharesin
the community in two of the subsequent five years and extends the right to future sales. The
purchaser can subsequently use the shares outside the community causing the right to lapse. The
provisionsthat allow a processor to avoid the right of first refusal are thought by the Committee to
reasonably balance the need to permit processors to develop efficiencies against the interests of
communities in preserving historic processing.

. The protection that a community is provided by the right will depend on the community’s
circumstances. A community with one processor and few revenues may be provided little or no
protection by aright of first refusal since it may have few resources with which to exerciseitsright.
A community with substantial revenues and processorswill beinavery different position, if alocal
processor attempts to sell shares out of the community. These communities likely have greater
resources and might be able to work with local processorsin exercising the right.

. Communities with multiple processors could be put into a precarious position with respect to the
industry. Communitiesthat exercise the right could partner with a processor the community and the
pass shares on to the processor after the purchase. Exercising the right in this manner has the
potential tointerject thecommunity into businesstransactions. Whether aprocessor could work with
acommunity to usethe right to engagein strategic behavior with respect to acompetitor cannot be
predicted.

. Processing shares could be devalued by the right of first refusal. The existence of theright of first
refusal could dampen the market for processing shares, if communities are perceived to actively
assert the right. In addition, the value of processing shares could differ substantially between
communities of origin. For example, the shares of a processor in a community with a single
processor that is short revenuesto utilize the right could be valued very differently from the shares
of aprocessor in acommunity with substantial revenuesthat isableto exercisetheright on any sale.
This disparity could be subject to criticism for itsinequity.

. If theright of first refusal is exercised frequently, it could contribute to the concentration of shares
among CDQ groups, community groups, and processors(particul arly thosein communitiesthat have
substantial share allocations at the outset). This could limit entry opportunities for new processors
wishing to purchase PQS to enter into the crab fisheries. If PQS becomes more concentrated than
it would in an open market, the market available for harvesters' crab deliverieswould contract. The
extent of any consolidation cannot be predicted but would depend on the extent to which holders of
thefirst right of refusal exercise that right.

. Thevalue of harvest shares could be diminished by the geographic landing requirements. Harvesters
are likely to be disparately impacted. If the right of first refusal maintains a wide geographical
distribution of processing shares, the relationship between Class A harvest shares and processing
shares dictates the same distribution for harvest shares. If processing revenues are dependent on
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location of processing, aportion of thisdifferenceislikely to be passed on to harvesters. The extent
and distribution of thisimpact cannot be predicted.

In conclusion, the consequences of a first right of refusal provision are very difficult to predict. The
uncertainty of how theright will be exercised and the consequences of community groupsholding processing
sharesraisethe question of whether the right may work to the detriment of some communities. The potential
of detrimental consequences to communities cannot be predicted. The development of the first right of
refusal could provide an avenue for CDQ and community group participation in the BSAI crab processing.
If thefirst right of refusal is exercised by CDQ and community groups, it could disrupt private transactions
for processing shares. To effectively transact in processing shares, it is possible that purchaserswill partner
with CDQ or community groups. This could benefit some participants that wish to enter the processing
sector, since they would not have to negotiate prices, but could rely on the first right of refusal for share
purchases. Other participants could be harmed by the provision, if their transactions are prevented by
exercise of thefirst right of refusal by CDQ and community groups.

Right of First Refusal in the North Gulf of Alaska

The provision that would provide aright of first refusal to crab dependent communities in the North Gulf
of Alaska provides:

2. GOA First Right of Refusal

For communities with at |east three percent of theinitia PQS allocation of any BSAI crab fishery based on
history in the community that are in the area on the Gulf of Alaska north of 56°20'N latitude, groups
representing qualified communities will have afirst right of refusal to purchase processing quota shares which
are being proposed to be transferred from unqualified communities in the identified Gulf of Alaska area.

The entity granted the right of first refusal and terms and method of establishing the right of first refusal will
the same as specified in the general right of first refusal.

This provision would grant North Gulf of Alaska communities® with at least 3 percent of the history of any
crab fishery (crab dependent communities) aright of first refusal on any processing shares being sold for
transfer from the communities not dependent on the crab fisheries in the North Gulf of Alaska area.

Unlikethe previousright of first refusal provision, thisprovisionisintended to provide crab dependent Gulf
of Alaskacommunitieswith aright that will enable the consolidation of processing shares of non-dependent
communitiesin that area. Many of the same issues arise under this provision as under the general first right
of refusal provision.

. Communities with multiple processors could be used for strategic business purposesif its resident
processors compete for processing the shares subject to the right.

. Exempting intra-company transfers could provide a meansto avoid the right.

. The value of processing shares subject to the right could be diminished by the right.

. Harvest shares could be affected indirectly by the distortion in the distribution of processing activity

as aresult of theright.

% North Gulf of Alaska communities re defined as those communities on the Gulf of Alaska north of 56°20'N
latitude.
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. Complex contracts that involve more than the shares on which the right would exist could prevent
acommunity from exercising the right.*

Theinteraction of the different factors causing these different effects complicate any predictionsconcerning
the specific effects of thisright of first refusal.

The number of North Gulf of Alaska communities that would qualify for this provision and the number of
North Gulf of Alaskacommunitiesthat would not qualify, but have crab qualified history cannot bereleased
because of confidentiality restrictions.

Community Shar e Purchases

The Council also proposed the following option that would waive sea time requirements for communities
that wished to purchase harvest shares:

Section 3.4 of the Council motion contains the following aternative concerning the purchase of harvest
shares by communities:

3. Community Purchase Option

Allow for acommunity organization in those communities that have at least 3 percent of the initial PQS
allocation of any BSAI crab fishery based on history in the community to be exempted from the restriction for
the 150 days of sea time requirement under 1.6 Transferability and Restrictions on Ownership of QS.

A consensus of the Community Protection Committee supports this option.

The Council-preferred alternative permits any entity with a 20 percent owner with at least 150 days of sea
timeto purchase harvester shares. By itself, thisprovisionwould preclude community groupsand non-profits
from purchasing shares since the seatime requirement for an owner would not be satisfied. To addressthis
shortcoming, the Council has proposed waiving the seatime requirement for community and CDQ groups
based in communitieswith at least 1 percent of theinitial distribution of processing sharesin any BSAI crab
fishery.® Although this provision would allow the purchase of harvest shares by eligible communities, the
protection to communities by this provision islikely to depend on its interaction with other provisions.

The provision allows the purchase of harvest shares by communities based on whether the community has
historically participated in processing. Under the preferred alternative, 9 communitieswould qualify for the
waiver of the sea time requirement based on processor allocations of over 3 percent of a fishery. The
appropriateness of the processing history requirement might be questioned, since communities that
participate in the harvest sector but not the processing sector would be unable to purchase harvest shares.
Many communities have processing that shows dependence on the fisheries. This option would allow those
communities to expand their interests into the harvest sector. If the Council is concerned that communities

4 Theinclusion of goods other than sharesin atransaction could have agreater impact under the Gulf of Alaska
right of first refusal since the community of origin is not the community that will have the right of first refusal. If a
contract is for shares and some other equipment that islocated in the community origin, a community might have less
interest in exercising the right. In addition, share values of those with history in these non-dependent communities are
likely to be decreased by theright.

® No similar participation requirement exists for the purchase of processing shares, so an exemption is
unnecessary for the purchase of processing shares.
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with a harvest dependence on the fisheries might be excluded, the provision could be modified to exempt
communities with at least 3 percent of the harvest history in a BSAI crab fishery from the sea time
requirement.

The provision is unlikely to protect communities with historic processing history from departure of
processing from the community. If asubstantial share of thefishery isrequired to be delivered to aprocessor
holding IPQs, ownership of harvest shares might have little effect on whether harvestsfromthose sharesare
landed in acommunity. In addition, the provision provides communities with no preferential in the market
for harvest shares. Instead they receive the opportunity to participate in that market. Whether communities
can effectively participateinthe market cannot be predicted. The absence of preferential treatment, however,
would not biasthe market in favor of public sector, community participants over private sector participants.

Identification of Community Entities and Rule Governing Oversight and M anagement

TheCommunity Protection Committee devel oped thefollowing provision, whichwoul d definetheentity that
could purchase shares and exercise the right of first refusal of on behalf of acommunity:

4, Identification of Community Groups and Oversight

For CDQ communities, CDQ groups would be the entity eligible to exercise any right of first refusal or
purchase shares on behalf of the community. Ownership and management of harvest and processing shares by
CDQ groups will be subject to rules similar to CDQ regulations.

For non-CDQ communities, the entity eligible to exercise the right of first refusal or purchase shares on behalf
of acommunity will be identified by the qualified city or borough, except if aqualified city isin aborough, in
which case the qualified city and borough must agree on the entity. If no entity is identified and approved by
the date of presentation of an offer over which the entity would have aright of first refusal, no community
entity will have the right. Ownership and management of harvest and processing shares by community entities
in non-CDQ communities will be subject to rules similar to those of the halibut and sablefish community
purchase program.

For CDQ communities, CDQ groups would be eligible to purchase shares and exercise the right of first
refusal. The Committeehasproposed removingthewords“ rulessimilar to” from thesecond sentence
of thefirst paragraph to clarify that CDQ groupswould be governed by CDQ rules. Ownership and
management of share holdings for CDQ groups would be subject to CDQ rules. In non-CDQ communities,
the community would designate the entity that could purchase shares and exercise the right of first refusal.
Under this provision, a qualified community would be aqualified borough or first or second classcity. If a
qualified city isin aborough, the city and borough would need to agree on the entity. If the borough and city
cannot agree on an entity at the time an offer is presented under the right of first refusal, that right will be
waived. Requiring agreement for the right to exist was proposed as ameansto pressure the borough and city
to agree on an entity and avoid the need for the State or NOAA Fisheries to mediate a dispute. The entity
could be the community government. Although no particular structure is required for the groups, the
oversight and management of share purchases and holdings by hon-CDQ groups would be governed by the
rules of the halibut and sabl efish community purchase program. The Committee has proposed removing
thewords*“rulessimilar to” from thelast sentence of the second paragraph toclarify that community
groups would be governed by halibut and sablefish community purchase program rules. Discussion
of CDQ communities is separated from the discussion of other communities for clarity.

CDQ Community Purchases
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Allowing CDQ groupsto act on behalf of communitieswould simplify the devel opment of corporate entities
to act on behalf of those communities. In addition, the current CDQ management and oversight regulations
should be adequate to ensure that the benefits of purchased harvest sharesare responsibly held and managed.
A more compl ete descri ption of those requirements appearsin Section 3.9.1. Theonly potential shortcoming
of this option isthat the interests represented by a CDQ group are likely broader than the communities on
which eligibility is based (i.e., most CDQ groups represent communities that have processing history of at
least 1 percent of a BSAI crab fishery). If the Council intends for the benefits to flow only to those
communities with a minimum processing history, an additional management obligation could be placed on
any CDQ group that purchases harvest shares under the provision. It should also be noted that CDQ groups
could have a significant advantage over share purchasing entities in non-CDQ communities that might not
have the institutional knowledge, reputation, or wherewithal to participate effectively in these markets.

The CDQ program was implemented in 1992 to provide fishermen who reside in western Alaska
communitiesafair and reasonabl e opportunity to participateinthe Bering Sea/Aleutian groundfishfisheries,
to expand their participation in salmon, herring, and other nearshore fisheries, and to help alleviate the
growing social economic crisis within these communities. Six CDQ groups were developed under the
program: Aleutian Pribilof Island Community Devel opment Association (APICDA), Bristol Bay Economic
Development Corporation (BBEDC), Central Bering Sea Fisherman's Association (CBSFA), Coasta
Villages Region Fund (CVRF), Norton Sound Economic Development Corporation (NSEDC), and Y ukon
DeltaFisheries Development Association (YDFDA). These six groups serve the interests of approximately
65 communitieswith acombined popul ation of 27,000. The communitiesarelocated within 50 nautical miles
of the Bering SeaCoast and onislandsin the Bering Seaand are predominantly popul ated by AlaskaNatives.
All CDQ groups are non-profit organizations that serve as the managing organizations for implementation
of the Community Development Plans. They have created for-profit corporations, non-profit organizations,
and limited liability companies. The CDQ groups have become active participants in the BSAI groundfish
and crab fisheries. In 2000, seventy-one percent of the CDQ groups’ revenue was attributed to royalties
received for the right to harvest the all ocations granted under the CDQ program. The second largest source
of revenue for the CDQ groups, 16 percent of the total, was sale of harvests and processing of their
alocations. Themajority of theremaining revenueswasfromthe CDQ groups’ equity earningsin businesses
they have entered with harvesters and processorsand from other fishing-related busi nesses and investments.
The total net asset value of the combined CDQ groups as of the year 2000 was $129 million.

Non-CDQ Community Purchases

For non-CDQ communities, each qualified community could identify the entity that would be permitted to
purchase shares on its behalf. These holdings would be subject to rules similar to the halibut and sablefish
community purchase program. That program requires that the entity be non-profit. In addition, the entity
would need to submit: (1) acertificate of incorporation (2) verification of itsqualification (3) documentation
demonstrating accountability to the community and (4) an explanation of how the community entity intends
to implement performance standards for management of its shares. Similar rules could be used to establish
digibility for acommunity group to purchase sharesin the crab fisheries.

The requirements of the halibut and sablefish community QS program are less stringent than the oversight
and management of the CDQ program. The community purchase rules require less detail than the CDQ
community devel opment plans.® CDQ requirements could be cost prohibitive, especially for new non-profit
community groupsinterested in purchasing interestsin fisheries. Under the halibut and sabl efish community
purchase rules, the entity would be required to (1) submit an annual report and (2) meet performance

¢ Community development plans must include descriptions of projects; community development information;
business information; project schedules; employment, vocational, and educational programs; a description of existing
infrastructure; a description of capital uses; and a description of short and long term benefits.
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standards. The annual report include (1) a summary of business, employment, and fishing activities under
the program, (2) adiscussion of any corporate changes that alter the representational structure of the entity,
(3) specific stepstaken to meet the performance standards, and (4) discussion of known impactsto resources
in the area. The performance standards would require the group to (1) maximize benefit from use of
community sharesfor community residents, (2) ensure that benefits are equitably distributed throughout the
community (3) ensure that community shares would be fished. Communities purchasing shares would be
subject to performance standards, with voluntary compliance monitored through the annual reporting
mechanism and evaluated when the program is reviewed. Since these groups receive no direct allocation,
theselessstringent measuresarelikely moreappropriatefor non-CDQ community groups purchasing shares.

Given the success of some CDQ groups in partnering with private fishery participants it is likely that
additional partnerships will develop as both CDQ groups and community groups develop their interestsin
the crab fisheries. Partnership opportunities under the community purchase and right of first refusal
provisions could provide an effective inroad for harvest share owners to enter the processing sector. CDQ
and community group partnership arrangements, however, could become preval ent in the processing sector,
if this option is adopted and future purchasers of processing shares believe it is necessary to partner with
CDQ or community groupsto ensure that share purchases are completed. The CDQ groups development as
effective participants in non-CDQ fisheries suggest that community groups are capable of developing into
effective participants in BSAI crab harvesting and processing.
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37 Analysis of Binding Arbitration

Members of the BSAI crab fleet requested that the Council consider binding arbitration as a mechanism to
resolve ex-vessel price disputes between harvestersand processors. Inthe current crab fisheries, harvesters
often negotiate prices collectively at the beginning of each season. Harvesters have used two strategies for
leverage during these price negotiations. In some seasons, harvesters have delayed the beginning of fishing
after the opening of the season to pressure processors to pay a higher price for harvests. At other times
harvesters have promised additional deliveries to the processor that offered an acceptable price to induce
higher offers. The ability of harvestersto use these collective inducements could be limited in afishery with
an extended season and processor share allocations. In addition, neither harvesters nor processors believe
that delaying fishing is in the best interest of either sector. Binding arbitration is intended to provide a
method of determining a fair price for sales of crab in the rationalized fishery, subject to the limited
harvesting and processing markets that will be available under a system that allocates both harvest and
processing privileges.

Thetask of the Council isto identify an arbitration program. The specificity with which the Council must
identify the program is dependent in large part on the extent of Council and NOAA Fisheries management
and oversight. At aminimum, the Council must identify the standard to be applied by the arbitrator in making
decisions, the general structure of the program, and the general principles that will guide oversight and
management. The extent to which other details are specified by the Council decision isin the discretion of
the Council. In any case, the devel opment of the arbitration programislikely to require substantial work by
industry after the Council’s decision at this meeting. Administrative details and specific timelines for
procedures will need to be devel oped. These activities could continue in committee with periodic reportsto
the Council.

The working group on binding arbitration met several times, devel oping five general arbitration structures.
Thesealternativesrangefromasystemthat provides single preseason arbitrationinvolving all harvestersand
processorsto asystem that provides each harvester with the right to pursue binding arbitration with asingle
processor at any time before or during the season. During meetings, the Committee devel oped a preference
for two of the arbitration alternatives: the “fleet-wide model,” which results in a single baseline price that
canbeappliedtoal deliveries, and a“last best offer model,” under which arbitrationisconducted preseason
on a processor-by-processor basis. These two alternatives were developed in greater detail than the other
aternatives.

A brief discussion of arbitration and the different types of arbitration under consideration is presented first.
Theideaof using binding arbitrationfor resolving ex vessel pricing disputesistaken fromthe Newfoundland
snow crab fishery. Because that system is the basis for consideration, a brief review of that system is
presented.

Theanalysisof alternatives beginswith adiscussion of the problem statement devel oped by the Committee.
Since the arbitration is part of the larger rationalization program, the role of the arbitration system in that
rationalization program is discussed. Fundamental to the arbitration program is the standard applied by the
arbitrator in making adecision. Since this standard will have alarge influence on arbitration outcomes and
could be superimposed on any of the underlying arbitration systems, the optionsfor the arbitration standard
developed by the Committee are examined first in the analysis. After the arbitration standard, all of the
different structures developed by the Committee are analyzed. The analysis concentrates on the two
aternatives advanced by the Committee because of the Committee’ s preference for those structures and the
greater detail of thosetwo alternatives. The analysis concludes by examining the several individual el ements
that are or could be incorporated into the different structures and that could influence the workings and
outcomes of the arbitration proceedings.
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3.7.1 Arbitration and the Types of Arbitration Under Consideration

Arbitration is the resolution of a dispute by a person selected under law or by the parties to the dispute.
Arbitration is often used to resolve disputes that benefit from a quick resolution, including public employee
|abor disputes, sports contracts, federal contracting disputes, and disputesin the brokerageindustry (Y oung,
1991 at p. 8and Brams, 1998 at p. 71). In different arbitration systems, different rulesgovernthearbitrator’s
method of reaching a decision. In “conventional arbitration” the arbitrator decides the specific arbitration
outcome. In a“final offer” or “last best offer” arbitration, each of the two participants submits afinal offer.’
Thearbitrator isrestricted to selecting one of thetwo final offers of the parties. One of the model s advanced
by the Committee is a conventional arbitration model; the other isafinal offer model.

3.7.2 The Newfoundland Binding Arbitration System

A government appointed commission devel oped the Newfoundland system of binding arbitration in 1997
after a series of harvester strikes delayed fishing in the crab fishery over the course of several years. The
commi ssion was appointed after aprotracted strike kept thefishery closed for aperiod of months (Task Force
on Fish/Crab Price Settlement Mechanisms, 1998).

TheNewfoundland crabfishery isrelatively young and devel oped substantially asNorth Atlantic groundfish
stocks declined in the early and mid 1990s. Growth in crab, however, did not keep pace with declinesin
groundfish. Pricing disputes arose from several factors, including mistrust between the sectors, alack of
transparency in pricing, weakening markets, product price declines, price differences with other crab
fisheries, and the stances of both partiesin collective bargaining (Task Force on Fish/Crab Price Settlement
Mechanisms, 1998).

In the Newfoundland crab fishery the harvesting and processing sectors each act collectively, achieving an
industry wide price for the fishery. Fishers have elected to act collectively across the entire fishery. Broad
collective action on the part of fishers has forced processors to work collectively in the arbitration process,
as well (Sackton, 2002). The arbitration process begins with a preseason market report produced by an
independent analyst selected mutually by the parties. The arbitrator, also selected by the partiesin advance,
has been aperson outside of the industry. A negotiating period follows the market report during which the
parties attempt to reach an agreement on price. The arbitrator does not participate in these negotiations. If
an agreement is not reached 14 days prior to the season opening, each party submits a final offer to the
arbitrator, who chooses from those two offers (Fishing Industry Collective Bargaining Act, 2001). In
practice, the partieshaverelied on apricing formula, under which pricesare adjusted every two weeks based
onthefirst wholesal e price of three products, which arethe primary productsof thefishery. Theformulaalso
considersthe exchangerate, the market share of each of the products, and the product recovery ratefor each
of the products. The starting point for the formulais a $1.00 per pound alocation from the first wholesale
price to processors, which was agreed by the parties. After that alocation, all additional first wholesale
revenues are split 80 percent to harvesters and 20 percent to processors. The first wholesale prices are
determined by ongoing independent market analyses based on private surveys of buyersand sellers. Thejob
of the market analyst isto independently devel op these private sources of information (Sackton, 2002).

Inthefirst few years of the program, participantsin Newfoundland'sfisherieswere reportedly satisfied with
the resolution of disputes and transparency in pricing that have devel oped through the arbitration program.
Trangparency is provided through the preseason market analysis, aswell asthe biweekly adjustments under
the price formula (Panel on Corporate Concentration, 2001). No strikes have occurred in the crab fishery
since the system was implemented in 1998. The pricing formula seems to be critical to the success of the

" Several other variations of these arbitration procedures have been developed. For examples see Dickinson,
2001 and Brams, 1990.
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program. Processors believe that the system protectsthemin afalling market, while harvesters enjoy having
additional market information (received through the market analysis and the arbitration process) and
participation in mid-season price increases (Sackton, 2002). Strong markets for outputs of the fisheriesin
the first few years of the program likely contributed to the general satisfaction of participants. Recent
developments in the fisheries, however, have strained the arbitration system.

Processors participating in the Newfoundland fisheries have been represented in arbitration by the Fisheries
Association of Newfoundland and Labrador (FANL). Although FANL has represented processors in the
arbitration process, the organization is not currently accredited as the bargaining agent and therefore cannot
enforce arbitration findings on processors. Processors can voluntarily pay aprice higher than the arbitrated
price (FANL, 2002). The Newfoundland fishery is managed with an individual quota system with limited
processor entry. Despite the limits on processor entry, rules have permitted new processors to enter the
fishery since the implementation of the program. These new entrants, together with stock declines, have
stimul ated price competition among processors, so that the pricesthe 2002 season exceeded theformulaprice
(McGovern, 2002). Although fishers have benefitted from this price competition, FANL asserts that its
inability to initiate arbitration or enforce the arbitrated price has contributed to instability in the processing
industry and communities (FANL, 2002). FANL applied for accreditation as the bargaining agent for all
processorsin May of 2002. Hearings required for the accreditation process began in November of 2002 and
which would not completed by the December 31, 2002 deadlinefor FANL’ swithdrawal fromthearbitration
process for 2003. Asaconsequence, FANL contemplated withdrawal from the system of arbitration, which
the government countered by introducing legislation to extend the system to 2003 and mandate processor
participation (Government of Newfoundland and Labrador, December 2002). In early January 2003, FANL
elected to withdraw its application for accreditation and remove its collective bargaining mandate from its
bylaws (FANL, 2003A). In late February 2003, FANL re-engaged in the arbitration process after the
government scheduled alegislative review of the arbitration process (FANL, 2003B). The outcome of that
process is uncertain.

A recent experienceinthe Newfoundland' sshrimp fisheriesal so hasled some peopleto question thestrength
of its arbitration system. In the shrimp fisheries a stalemate between the harvesting and processing sectors
closed thefishery for approximately two monthsin the summer of 2001 (Government of Newfoundland and
Labrador, September 2001). Government intervention in the dispute reopened the fishery and led to the
appointment of a government panel to address issues in the fishery. Pricing disputes in that fishery have
arisen from a variety of factors including market declines, seasonality of the fishery, product quality, and
accessto international markets (Inshore Shrimp Panel, 2002). Theinability of price arbitration to stimulate
solutions to these problems is not surprising and should not be seen as a shortcoming of the arbitration.
Although some of the recent debate has focused on the arbitration system, one must remember that the
arbitration programwasintroduced to address economic problemsin thefisheriesthat predatethearbitration
program. In the end, the management program in its entirety, including the arbitration program and laws
governing collective bargaining, together with market conditions determine the economic outcomes of the
fishery.

The appropriateness of a collective arbitration system (similar to the Newfoundland system) for the BSAI
crab fisheriesis subject to debate. The use of a collective system could be antithetical to advocates of afree
market who believe individual differences drive innovations. A system like that used in Newfoundland,
however, may have appeal to free market advocates in that it provides a baseline ex vessel price for all
deliveries that can be exceeded by agreement of the parties. Y et, the incentives for a processor to pay in
excess of the baseline price in the two-pie system will differ from the incentives for paying a higher price
in a system of limited processor entry.
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3.7.3 Principles Behind Binding Arbitration

The working group on binding arbitration has proposed the following problem statement to guide the
development of the binding arbitration system:

Issuing harvesting and processing quota raised concerns regarding changes in bargaining power between the
harvesting and processing sectors in ex-vessel price formation. Binding arbitration is a mechanism intended to

address that issue, and to help achieve the goals articulated in the North Pacific Council’s Crab Rationalization
Problem Statement.

The fundamental issue to be addressed by a system of binding arbitration isthe change in bargaining power
between the harvest and processing sectors in a rationalized fishery. The Council intends to develop a
rationalization program that " mai ntains healthy harvesting and processing sectors." In addition, "the system
should seek to achieve equity between the harvesting and processing sectors, including healthy, stable and
competitive markets." The system of binding arbitration should protect all participantsin the crab fisheries.
Harvesters and processors alike should trust the system of binding arbitration. The system should also
provide both parties with effective means of enforcing an arbitrator’s decision.

3.7.4 Rationalization and Arbitration

A discussion of the role that arbitration might serve in the rationalization program is useful to frame the
analysis and identify potential issues concerning the binding arbitration aternatives. The analysis also
considerseach aternative structureindependently, discussing the merits and shortcomings of each. To some
degreethechoice of system depends on the character of theindustry and whether and how therationalization
program, as a whole, is intended to affect the character of the industry. In evaluating the different
aternatives, several different impacts should be considered.

An important part of the rationalization program is the matching of Class A 1FQs with IPQs to facilitate
deliveries. Depending on the arbitration system selected, |FQ/IPQ share matching (specific shareholdersin
the different sectorsagreeing to specific deliveriesin the upcoming season) could occur prior tothearbitrator
determining the price or after the arbitrator determinesthe price. The timing of share matching could affect
the devel opment of delivery relationships between IFQ holders and |PQ holders and potentially change the
bargaining strength of the different sectors. For example, determining arbitrated price prior to the
establishment of delivery relationships might be preferred, if the specificsof thedelivery relationship should
not affect the arbitrated price. In addition, creating that relationship prior to the arbitration would require
parties to commit to arelationship before the terms of the relationship are known. On the other hand, if the
delivery timing and terms of delivery are of more importance to one side than the other, establishing the
delivery terms after determination of the price will reduce the bargaining strength of the party that is more
sensitive to delivery terms. If specific delivery timing and delivery relationships are less important in the
fishery, an arbitration systemthat determinesall terms (including price and delivery terms) might befavored
over amore general system in which the arbitrated price is not dependent on delivery timing.

In a similar vein, the different arbitration structures could affect the development of efficiencies in the
fishery. Efficiencies could be achieved by the coordination of activities between the sectors. Several
harvestersand processors participatein fisheriesother thanthe BSAI crabfisheries. Timing of crab activities
isimportant not only to maximizing returnsfrom the crab fisheries but al so receiving maximum returnsfrom
these other activities. Within the crab fishery, timing of activities is important to receiving the maximum
meat fill aswell as to scheduling for both harvesters and processors. Scheduling of activities can improve
revenues and reduce costs to both sectors, so an arbitration process that facilitates scheduling could be
beneficial to both sectors. Although scheduling efficiencies could be achieved under any of the options, the
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different arbitration programs could affect the way these efficiencies are achieved and the distribution of
benefits from those efficiencies.

Arbitration could also affect the development of efficiencies and improvements within each sector. Most
importantly, the arbitration system should preserve the incentives so that each sector gains benefits from
improvementsin its own control. While in some cases sharing of these benefits with the other sector might
be appropriate, improvementswill not occur unlessthe sector with control alsowill realize areasonable gain
from an improvement. In short, the division of revenues must not transfer all of the improvements of one
sector to the other sector.

The arbitration program should also consider the degree of homogeneity in the BSAI crab industry and
whether the rationalization program is intended to increase or decrease the differencesin the participants.
An arbitration program that treats all participants the same could contribute to the homogeneity of the
industry. For example, if the industry produces few products for a few known markets using common
production technologies, a system of arbitration that treats all participants the same might be suitable. If
different participants serve different markets with different products produced with different technol ogies,
an arbitration system that treats all participants the same might be unable to serve the interests of all
participants. The different arbitration structures vary in the degree of collective action permitted or
compelled and the degree to which the arbitration findings are intended to apply to universally to all
participantsor to varying circumstances of independent partici pants. Because of thesedifferences, the choice
of arbitration programs could influence the degree to which the industry operates as a collective producer
of outputs or as a number of independent producers.

Throughout the discussions of the preferred rationalization program and the arbitration program, the issue
of the "last man standing” or the last IFQ holder to contract for delivery of crab has received considerable
attention. The concern isthat this IFQ holder, whose season could depend on the contract, would havelittle
or no negotiating leverage in dealing with alarge 1PQ holder, who has already contracted for the magjority
of itsshares. Thedifferent arbitration aternativeswould treat the "last man standing"” differently. Although
the protection differs, and in some cases could be minimal, in evaluating the alternatives one should also
consider whether the "last man standing" had the opportunity to avoid being put in the circumstance of
having minimal protection. The arbitration program should be designed to protect IFQ holder interests,
including the interests of the "last man standing". The program, however, might be adequate even though it
does not protect the interests of those that do not act to obtain its protections.

An additional set of issues relate to the task of the arbitrator under the different aternatives. All of the
structures call for the arbitrator to collect substantial amounts of data. Because | PQs represent ashare of the
market of landings, arbitration should create an incentive for processorsto pay reasonable ex vessel prices.
To create this incentive, an arbitrator must have a thorough understanding of the industry. Data must be
assimilated in ashort period of timeto determine appropriate price formulas. If processorsare similar to one
another this may be astraightforward, manageabl e task. The datafromthe different processorswould likely
be somewhat redundant and could easily be managed by the arbitrator. The arbitrator must take into
consideration different product forms and markets, production schedul es and plant capacities and locations,
and exchange rates. All of this information must then be developed into a single formula to establish a
product price for all deliveries in a season. The complexity of this task under the different arbitration
structures should be considered in assessing the different structures.

3.7.4.1 TheTrading of B Sharesin the Rationalized Fisheries
The Council has requested that staff prepare a discussion paper that examines the trading of B sharesin the
rationalized fisheries. As a part of this discussion, staff was requested to examine the trading of B shares

independent from A shares and the purchase of B shares by processors. Understanding therolethat B shares
will play in therationalized fishery iscritical to understanding the implications of trading of B shares. The
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discussion begins by describing the affects of B shares on the rationalized fisheries, then discusses how
trading of B shares could alter that role.

Role of B Sharesin the Rationalized Fishery

Under the rationalization program, the ex vessel market (including pricesfor A, B, and C share deliveries)
will be influenced by the sale of crab harvested with B shares. Because of the lack of landings restrictions,
B share crab will likely sell for a higher price than A share crab and, if traded independent of A shares, B
shares will likely trade for a higher price than A shares. Transactions that involve both A and B share crab
will likely befor anintermediate pricethat isbetween the prices of the crab harvested with shares of asingle
type.® In addition, the arbitrated price for A shares could be below the B share price because the A share
delivery restrictions might establish adifferent rent distribution than the distribution of rents established by
one-pie IFQ shares, such as B shares. The arbitration program could affect the rent distribution for A share
landings by affecting the ability of harvestersto leverage a higher price for A share deliveries by pledging
B share deliveries.®

B shares might also affect the negotiations of all deliveries by providing information to participants and
arbitrators for determining prices for A share crab that must be sold into a closed market of 1PQ holders.
Information that participants and arbitrators can glean from the competition for B share crab landings and
production of B sharecrabislikely to be acritical component to A share crab price determinations. B share
crab presents the only opportunity for production by processors without IPQs. If B share crab is going to
different markets than A share crab or if the ex vessel prices of A share crab and B share crab are not
correlated, participantsand arbitrators might examinewhether the A share crab pricesare creatingincentives
for IPQ holders to compete in product markets. In developing ex vessel prices, participants and arbitrators
should look to the B share crab market as an indicator of the market opportunities for crab generally,
including crab harvested with A shares. Likewise, in Council review of the program, differences in
production between A share crab and B share crab could be an indicator of whether IPQ holdersare actively
pursuing market opportunities.

Transfers of B Shares

The 90/10 ratio of A sharesto B shares (together with the arbitration program) will establish thedistribution
of rentsin the fishery. Transactionsin B share crab are acritical part of the balance of bargaining power in
aprogram in which 90 percent of harvests are subject to A share delivery restrictions. The novelty of the
programlimitsany exact knowledge of therent distribution, but changesfromthe 90/10 A share/B shareratio
are likely to affect the distribution and bargai ning power of the participants. Changesin the 90/10 ratio can
occur in two ways. First, if A shares trade separately from B shares, holdings at an individual level could
differ from the 90/10 ratio. Second, if processors purchase B shares, the 90/10 ratio across sectors will be
offset by processor holdings of B shares.*°

®Thisislikely to occur, if the IPQ holdersraise A share crab prices to compete for B share crab deliveries.

® Arbitration, however, could affect harvesters' return on both A and B share crab, since the arbitration system
provides a mechanism available to harvesters to affect the separation between the B share price determination and the
A share price determination. The degree of separation between price formation of the two share typesis likely to be
affected by the arbitration structure and the specific provisions of the arbitration program.

10 Depending on the fishery, processors and their affiliates will receive between 8 and 13 percent of theinitial
alocation of harvest shares. Theinitial allocation of B sharesto processors and their affiliates results in independent
harvesters holding less than 10 percent of the allocated harvest shares as B shares from the outset.
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The 90/10 ratio could be atered if B shares trade separate from A shares. This trading could alter the
bargaining power of the 90/10 split of A sharesand B shares, at least for some participants. For example, if
a harvest share holder sells A shares independently from B shares, the new buyers will not have the
bargaining power of the 90/10 share split. These new A share purchasers will have limited ability to use B
sharedeliveriesto leverage abetter price on A share deliveries. At the extreme, aharvest share holder could
have only A shares, in which case the share holder would have no ability to leverage A share priceswith B
share deliveries. If the arbitration outcome is based in part on the B share delivery price, this IFQ holder
could benefit from B sharesbut only indirectly. The ability of thisshareholder to bring B sharedelivery price
information to an arbitration proceeding could be limited by the lack of B share holdings. While other share
holdersarelikely to benefit from holding B sharesin excess of the 90/10 ratio, the separation of the holdings
could result in B shares having a limited impact on prices for those harvesters that hold only A shares.
Depending on the arbitration structures, this separation of share holdings could have the effect of separating
the shares for purposes of arbitration settlements. The result is that the distribution of rentsin the fishery
could be altered by strategic sharetrading (or even the redistribution of A and B sharesthat isnot cal cul ated
to affect market power). Allowing independent trading of A and B shares has the potential to cause an
unintended and unpredictable redistribution of rents from the fisheries under the program.*

The effect of B share trading on bargaining power is even more pronounced if processors or their affiliates
purchase B shares, since the 90/10 ratio of A and B share holdings will be effectively offset. If A and B
sharestrade separately, asfew astwo processors could purchaseall B sharesinthefisheries. All independent
harvesters would lose any bargaining leverage from B shares if those shares are purchased by processors.
In addition, the loss of information from B share transactions and production from B share crab could affect
price findings in the arbitration process further decreasing revenues to independent harvesters. Ex vessel
prices from transactions between processors and their affiliatesfor B share crab might not reflect market ex
vessel prices. Processor ownership of B sharescould decreasethearbitrator’ sinformation concerning market
changesthat arereflected in the B share crab prices. In addition, since B shares are the only opportunity for
the processing of crab by processors that do not hold IPQs, the option of delivering crab to a processor
without IPQswould not exist. Theloss of the opportunity for non-1PQ holdersto process crab could reduce
competition and the incentives for processors to aggressively pursue new markets. With B shares
representing arelatively small part of the total fishery, the purchase of B shares by the processing sector
could offset their utility asapriceindicator for thearbitrator or asasource of information concerning market
opportunities. Prohibiting independent trading of A and B shareswill mitigate the potential for processors
to affect the 90/10 ratio through the purchase of B shares. The limitation on harvest share holdings by
processors would limit each processor and its affiliates to 5 percent of the B share pool. The likelihood of
harvest share purchases by processors to offset the 90/10 ratio of A shares to B shares is unknown.
Depending on the magnitude of those purchases, however, the effects on rents realized by remaining
independent harvesterscould besubstantial. Linkingtradesof A sharesto B shareswill substantially mitigate
thislikelihood.

Several issues must be addressed in establishing a prohibition on processor purchases of B shares. If A and
B shares do not trade independently, a prohibition on processor purchase of B shares would effectively
prohibit processor purchase of all harvest shares. If the A and B shares trade independently, development
of an effective prohibition on B share purchases could be problematic. A simple prohibition on processor
purchase of B sharesis unlikely to serve the goal of a prohibition since affiliates of a processor could buy
shares. An alternative prohibition would prevent processor affiliates from purchasing shares. Defining
affiliates in a manner that would allow independent harvesters with processor relationships to purchase

1 Therent distribution could be argued to be unchanged, sincerentswill generally be captured by the recipient
of the initial allocation on the first sale of shares. This assumption may not be true, however, if the IPQ holders pay
additional amountsfor crab purchased with A sharesto induce B sharecrab deliveries. The premiuminthe A shareprice
received by the holders of both A and B shares will be absent from the A share delivery price to a holder of only A
shares.
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shareswhile effectively prohibiting processor share purchases could very difficult. Changesin participation
patterns in the fisheries over time make development of an effective provision even more illusive. For
example, would aharvester that purchasesasubstantial amount of B sharesand then entersapartnershipwith
a processing facility (or purchases processing shares) be required to divest those B shares.” Given these
complexities, a prohibition on purchase of B shares by processors could be ineffectual.

In conclusion, independent trading of A and B shares could affect the distribution of bargaining power
established by the 90/10 ratio of A sharesto B shares. These effects cannot be predicted with any certainty
and are likely to depend on the arbitration program and the ability of harvesters to use B shares in
negotiations (or arbitration) to leverage a better A share price. Purchase of B shares by processors could
exacerbate this affect by limiting the ability of harvesters (and arbitrators) to use B share prices as an
indicator of market changes. Prohibiting processor purchase of B shares, however, is likely to be very
difficult to enforce asindustry adapts to the new management program. Caps on harvest share holdings and
requiring A sharesto trade with B sharesislikely to mitigate changes in rent distributions that could arise
from trading after program implementation.

3.75 TheArbitration Standard

A primary determinant of whether arbitration serves its intended purpose is the standard applied by the
arbitrator. The Committee devel oped the following four options for the standard of arbitration:

12 Common ownership of harvest and processing sharescould increase by participantsin both sectorspurchasing
shares from the other sector. If the transaction costs of matching harvesting and processing shares prove high, common
share ownership could contribute to efficiency in the fisheries. In addition, if harvestersholding only A sharesperceive
that rentsarelost to processors because of limited market power, they may acquire processing sharesto recoup that loss
of rents.
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Standard for Arbitration (All options apply to all alternatives)

Option 1
Thearbitration decisionwill attempt to make an equitable division of rentsinthefishery (using thehistoric division
of revenues as a surrogate for the division of rents for existing product forms).

Option 2
The arbitration decision will attempt to set a competitive or fair market price for crab delivered.

Option 3

The arbitrator shall consider relevant factorsin making an arbitration decision, including but not limited to:
a Historical ex vessel prices and division of revenues
b. Current ex vessel prices (including prices for Class A, Class B, and Class C shares recognizing the
different nature of the different share classes)
¢. Consumer and wholesale product prices for the processing sector and the participants in the arbitration
(recognizing the impact of salesto affiliates on wholesale pricing)
d. Innovationsand devel opmentsof thedifferent sectorsand the participantsinthearbitration (including new
product forms)
e. Efficiency and productivity of the different sectors (recognizing the limitations on efficiency and
productivity arising out of the management program structure)
f.  Quality (including quality standards of markets served by the fishery and recognizing the influence of
harvest strategies on the quality of landings)
g. Theinterest of maintaining financially healthy and stable harvesting and processing sectors
h. Safety
i. Timing and location of deliveries
j. Reasonable underages to avoid penalties for overharvesting quota and reasonabl e deadl oss

Option 4
The primary role of the arbitrator shall be to establish a price that preservesthe historical division of revenuesin
the fisheries while considering relevant factors, including the following:
a.  Current ex vessel prices (including prices for Class A, Class B, and Class C shares recognizing the
different nature of the different share classes)
b. Consumer and wholesale product prices for the processing sector and the participants in the arbitration
(recognizing the impact of salesto affiliates on wholesale pricing)
¢. Innovationsand devel opmentsof thedifferent sectorsand the participantsinthearbitration (including new
product forms)
d. Efficiency and productivity of the different sectors (recognizing the limitations on efficiency and
productivity arising out of the management program structure)
e. Quality (including quality standards of markets served by the fishery and recognizing the influence of
harvest strategies on the quality of landings)
f.  Theinterest of maintaining financialy healthy and stable harvesting and processing sectors
g. Sofety
h. Timing and location of deliveries
i. Reasonable underages to avoid penalties for overharvesting quota and reasonabl e deadl oss

Options 1 and 2 are two specific standards for establishing the price. Under the first option the arbitrated
price should establish "an equitable division of rents". The second option would establish a " competitive
price". The question arises asto whether either of these ends can be achieved, particularly without opening
thefinancial booksof all participantsin the fishery to the arbitrator. Even assuming the arbitrator has access
to al financial records of participantsin the fishery, several different factors may make the determination
of an equitable division of rents or a competitive price elusive since both of these are somewhat abstract
concepts. A more precise and well grounded standard may be appropriate for guiding the arbitrator. Options
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3 and 4 provide several factors that may be considered by the arbitrator in reaching a decision, including
current ex vessel pricesfor A share, B share, and C share crab, product prices, productivity and efficiencies
in the different sectors, innovations and devel opments, and thefinancial health and stability of participants.
Thelist of pertinent factors would not constrain the arbitrator from consideration of other relevant factors
but would provide astarting point and foundation, which could be extended by other pertinent information.
Option 3 gives no standard providing only the factors that may be considered. Under Option 4 the primary
role of the arbitrator would be to establish a price that preserves the historical division of revenuesin the
fishery in consideration of thosefactors. Although the division of revenues may havefluctuated year to year,
this standard provides guidance to the arbitrator concerning the standard that should be applied.

Inthefirstinstance, the arbitrator (or an arbitration panel) will need to invest substantial time and effort into
devel opment of the historic division of revenues standard. Doing so will require the arbitrator to determine
both historic ex vessel prices and first wholesale prices. Historically, substantial portion of the fleet in the
larger crab fisheries have used a marketing association to establish a fleet-wide ex vessel price for al
landingsin afishery. Although the marketing association’ s negotiations have guided pricing for much of the
fleet, some participants have made deliveriesfor different prices or received post-season settlements based
on individual agreements with processors. Accurately calculating the historic division of revenues will
require an accounting of these deviations from the marketing association’s settled price. In the smaller
fisheries, particularly the Aleutian |slands golden king crab fisheries, prices are more often negotiated on an
individual basis and varied over the longer seasons. This lack of uniformity in prices will complicate the
determination of the historic division of revenues for these fisheries.

Determining the historic first wholesale prices will aso be complicated by the lack of uniformity of
processors and the different products those processors sell into different markets. In addition, establishing
historicfirst wholesal e pricescould al so be complicated by vertical integration of the processing sector. Sales
to affiliated companies may not be arm’s length transactions and may not be made at competitive prices.
Implementing standard based on division of revenues will require the arbitrator to establish that first
wholesal e prices are competitive prices or to devel op asystemfor determining aproxy for thefirst wholesale
price when transactions are not at acompetitive price. The magnitude of thisproblemisnot likely to befully
understood until the arbitrator beginsthe process of cal culating the division of revenues. In any case, having
asubstantial portion of the salesto non-affiliated entitiesby arm’ slength transactionswill contribute greatly
to verification of pricesfor salesto affiliates under any arbitration standard. To addressthe problem of sales
to affiliates, both structures advanced by the Committee contemplate verification of prices for these sales
through a process of “back calculating” first wholesale prices. This processwill haveto be devel oped by the
arbitrator on acase-by-case basis since sales and accounting practicesarelikely to differ across1PQ holders.

Determining the historic division of revenuesis also likely to be complicated by several other factors. The
division of revenuesis likely to be sensitive to the production levels of specific products, with harvesters
receiving agreater share of revenuesfrom some productsthan others. Market changesare also likely to have
influencethe share of revenues. For example, harvesters may havereceived adifferent share of the revenues
in years of high prices than low prices. In addition, the revenue share received by harvestersis also likely
to be sensitive to changesin total harvest. Location of landings are also likely to influence the division of
revenues. Prices for landingsin different communities have historically varied. The arbitrator will need to
accommodate these variations in applying the arbitration standard.

Data issues may also complicate determining the division of revenues for some fisheries. Data from the
Commercial Operator Annual Reports (COAR), the best publicly collected source of price information,
distinguish species but not fishery. So, aprocessor’ s Bristol Bay red king crab production will be combined
with its production of Pribilof red king crab and Norton Sound red king crab. In many cases prices from
different fisherieswill be separable, but separating priceswill require some attention to detail and familiarity
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with the fisheries and markets.™®* While COAR dataprovidesfirst whol esal e prices FOB Alaska, aggregation
of product formsin COAR reporting could complicated development of the underlying revenue division.

An added problem will arise in the verification of revenues for crab landed in the fishery in the future. In
devel oping the split of revenues, the pricesfor crab landed with Class A, Class B, and Class C sharesareto
be considered by the arbitrator. The arbitrator, however, is directed to consider the different nature of the
different shares. A system of recording the different prices for crab landed with different shares must be
developed to aid the arbitrator in this process. In addition, the weight given to current share price by the
arbitrator under this standard could be controversial.

In conclusion, the development of a historic division of revenues standard for the arbitrator is likely to
simplify the arbitrator’ stask significantly in comparison to adivision of rents or competitive price standard.
The division of revenues standard is also likely to provide more guidance to the arbitrator than a standard
that simply advises the arbitrator to consider alist of factors. The historic division of revenues standard,
however, is not without complication and will require substantial effort on the part of the arbitrator,
particularly in the first instance.

3.7.6 TheAlternative Arbitration Structures

This section describes the five different arbitration structures developed by the Committee. The section
begins with summary descriptions of al five alternatives, each of which contain several different options.
Under all of the arbitration options, parties are free to contract for deliveries at any time under terms
agreeable to the parties.

131f public datais to be used by the arbitrator, the Council will need to arrange for provision of thisdatato the
arbitrator. Data could be released only in aggregated form to avoid any confidentiality issues.
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Alternative Arbitration Structures

I. A structure of one arbitration per processing firm, with harvesters using one mandated collective bargaining
association that would submit one last and final offer on behalf of al IFQ holders. Sub-options for this
structure include
a. Can either be pre-season or at any time the processor is first forced to arbitration.

b. Instead of mandating a collective bargaining association, the structure could require one last best offer
from all IFQ holders (without mandating belonging to the association).

c. |FQ holders not participating can either have the protection of the arbitration (last man standing is
protected) or not (last man standing does not receive the benefit of the arbitration).

Il. A structure of one arbitration event per processing firm, but with multiple arbitrations allowed. Under this
system, arbitration would occur at onetime, using one arbitrator, per processor, but any individual | FQ holder
or group of IFQ holderscould forcearbitration of their individual last/best offer. Sub-optionsfor thisstructure
include:

a. Canbecaollectivebargaining by harvestersor individual or both. If individualscan arbitrate, there would
be a notice and joinder opportunity for al harvestersto join into arbitration.

b. Can either be pre-season (only) or at any time the processor isfirst forced to arbitration.

c. IfanlFQ holderisnot part of thearbitration, it can still get the benefit of the minimum price established.
The sub-options are the lowest, mean or highest arbitrated price.

I11. A structure of multiple arbitration events per processing firm only at firm times.
a. Thesub-optionsfor when arbitration isallowed include temporal (such asevery two months, or one event
one month before the end of the season) or market related (if the market changes up or down over 5%, for
example).
b. Itisassumed that any IFQ holder may join in the arbitration.
c. Itisassumed that any IFQ holder hasthe benefit of the last arbitration. The sub-options are the same as
l.c.

IV. A structure of multiple arbitration events per processing firm. Under this structure, arbitration could occur at
the election of any quota holder at any time. Sub-options for this structure include:
a.  Can be collective bargaining by harvesters or individual or both.
b. Theremay be standardsthat must be metin order to requirearbitration, such asaminimum amount of IFQ
to cause arbitration.

V. A structure establishing a "fleet-wide" single arbitration event.
a. Thesystemwould not use"last best offer" but rather the arbitrator could pick any final pricethearbitrator
wanted.
b. It would require that the arbitrator develop aformula pricing system
c. Itwould requirerevenue by processor be given to the arbitrator to usein devel oping the formula. It could
reguire costs by processor be given to the arbitrator to use in developing the formula.
d. Theformula could either adjust weekly with changes in market prices or establish a base or minimum
price paid at the time of delivery and adjustment after product sales are completed

Structurel

Under Structure, IFQ holders would be permitted to initiate a single arbitration proceeding with each IPQ
holder. IFQ holders would be required to commit the delivery of sharesto the IPQ holder to initiate or join
proceedings with that IPQ holder. The IPQ holder would submit a single offer and the participating IFQ
holders would collectively submit a single offer to the arbitrator in alast best offer (or final offer) format.
An option would alow IFQ holders that did not participate in the arbitration to receive the benefits of
arbitration by agreeing to deliver to the |PQ holder, accepting all terms of the arbitration decision (assuming
that the IPQ holder held adequate shares to accept the delivery).
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Structurell - The Last Best Offer Model (advanced by the Committee)

Under Structure 1, harvesters would be permitted to initiate a single arbitration proceeding with each IPQ
holder in the preseason. Proceedings may beinitiated by an IFQ holder (or agroup of IFQ holders) prior to
the season after committing to deliver shares to the IPQ holder. For a brief period of time prior to the
commencement of hearings, other IFQ holders could join the proceeding by unilaterally committing
deliveriesto the IPQ holder. The arbitration would bein alast best (or final) offer format, whichisfavored
by some participants and is used in the Newfoundland arbitration system. The IPQ holder would submit a
singleoffer. Each IFQ holder could submit an offer or join agroup to submit acollective offer. For each IFQ
holder or group, the arbitrator would select between the IFQ holder’ s (or group’s) offer and the IPQ holder’ s
offer. IFQ holders that did not participate in the arbitration could receive the benefits of arbitration by
agreeing to deliver to the IPQ holder, accepting all terms of the arbitration decision (assuming that the IPQ
holder held adequate shares to accept the delivery). A complete copy of this structure appears as
Appendix 1A.

In addition to the options specified above, two options are proposed to address the balance of negotiating
power between the sectors. Under thefirst of these options (the “highest price option™), at the conclusion of
the last arbitration proceeding for each fishery, the arbitrator in that proceeding would select the ‘ highest’
arbitrated pricefromall arbitration proceedings. If arbitration outcomesare availablefor both priceformulas
and straight prices the arbitrator may select one of each type. This ‘highest price’ outcome would then be
applied to all arbitration proceedings. Under the second option (the “non-binding price signal option”), in
the pre-season (prior to the share matching and any individual arbitration proceedings) the arbitrator would
develop anon-binding price formula. This formulatogether with the market report are intended to be used
by participantsto develop a starting point for price negotiations.

Structurelll

Structure 111 is the same as Structure |1, except that a second arbitration proceeding with each 1PQ holder
could beinitiated by any IFQ holder after afixed period of time. The second proceeding would be intended
to accommodate changes that occurred during the season. Initiation of the second proceeding could also be
conditioned on market changes and requirements that a threshold number of share be subject to the
arbitration.

StructurelV

Structure 1V isthe same as Structurell, except that any |FQ holder could initiate an independent proceeding
at any time. Under this structure, numerous arbitration proceedings could be initiated with each IPQ holder
during a season. By allowing an unlimited number of proceedings, any change in circumstances could be
accommodated and no IFQ holder would be left out of the arbitration system.

StructureV - The Fleet-Wide M odel (advanced by the Committee)

Under Structure V, the arbitrator would devel op a fleet-wide baseline price formulathat could be applied
to any deliveriesin thefishery. The arbitration proceedings would be a series of consultationswith IFQ and
IPQ holders. IFQ holders could collectively participate in these consultations. 1PQ holders would have
independent consultations only to avoid antitrust violations. After the baseline price formulais determined,
contracts would be formed by IFQ holders putting shares to IPQ holders, specifying the terms of delivery
(including delivery date and location), which would be at the arbitrated price. The processor may form a
contract by accepting these terms or negotiate other terms with the harvester. The put would commit the
processor’ s shares until the terms of acontract are agreed, the harvester haswithdrawn the put, the harvester
has committed to arbitrating the put or until the passage of a set period of time (7 business days for
cooperative members or 5 business days for nonmembers of a cooperative). Participants from both sectors
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believe that the brief period of time that shares are committed would not pose an operationa problem to
processors. If the harvester electsto arbitrate the put, the price would not be subject to arbitration since the
fleet-wide base price would have been established. Other terms, such as delivery dates and location, would
be decided by the arbitrator. In the event the IPQ holder does not agreeto theterms of the put, the |FQ holder
may arbitrate the terms of delivery. The option to put sharesto processors would occur during awindow of

time determined by the arbitrator. A complete copy of this structure appears as Appendix 1B.

Table 3.7-1 shows some of the primary features of the two structures advanced by the Committee.

Table 3.7-1 Primary features of the two arbitration structures advanced by the Committee

Program Feature

Fleet-Wide Model

Last Best Offer Model

structure of proceedings

one proceeding to determine
price, second proceeding to
determine other terms

one proceeding to determine
price and all other terms

scope of price arbitration

one proceeding for the entire
fishery

one proceeding per IPQ
holder

scope of delivery terms
arbitration

separate proceedings
initiated by IFQ holder,
potentially aggregated for
each processor by arbitrator

included in the price
arbitration

IFQ holder participation

voluntary collective
participation (up to entire
fishery fleet)

voluntary collective
participation (up to IPQ
holder’s fleet)

IPQ holder participation

all participate by individual
consultations

individual

type of arbitration

conventional

final (or last best) offer

price basis

fleet-wide

individual IFQ holder or
voluntary IFQ collective

timing of share matching

after price determination

prior to price determination

timing of contract formation
by arbitration

after price determination and
at time of put arbitration

at time of price determination

timing of determining of
delivery terms

after price determination and
at time of put arbitration

at time of price determination

transfer of findings to non-
participating IFQ holders

can opt in by accepting all
terms of an arbitrated put

can opt in by accepting all
terms of an arbitration finding

3.7.7 Comparison and Analysis of Arbitration Structures

This section analyzes the different arbitration structures. The analysis concentrates on differences between
the structures. The two structures advanced by the Committee are discussed first and given added attention.

In addition to the analysis presented here, the Council will be provided with an analysis using experimental
economic methods, which examines the various structures. That analysis is intended to reveal whether
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inherent differencesin the structures create any differences in bargaining strength of the participants. The
experimental analysisis attached as Appendix C.
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Analysisof StructureV - The Fleet-Wide M odel

Under Structure V the arbitrator would be tasked with developing a single price formula applicable to al
participantsinthefishery. The arbitrator would rely on aseries of meetingswith the different harvestersand
processors in which market and price information would be gathered. The workability of the alternative
depends on the ability of the arbitrator to establish a universal price formula based on a series of contacts
with harvestersand individual processors. Sincethis system would not be afinal offer system, the arbitrator
would be called on to develop aformula. If theindustry isfairly homogeneous, the arbitrator might quickly
gain some perspectiveof asingle, fair price formulaby these contacts. The series of contactswould give the
arbitrator a perspective of the production technologies and product markets necessary to determine an
appropriate price. If participants differ substantially, developing a single price formula from this series of
contactswith harvestersand processorscould beavery complex and difficult task. All participantsarelikely
to offer suggestions of the appropriate formula. Y et, since the process does not involve direct negotiations
among all parties and processors are not permitted to discuss an appropriate formula with each other, itis
possible that awide variety of different formulas could be suggested with the arbitrator given considerable
authority to establish the pricing formula. To exercise this authority judiciously, an arbitrator would likely
need considerabl e expertisein the crab fisheries and the marketing of their products. Even then, an arbitrator
would be challenged by thetask of devel oping asingle, reasonableformulaif presented with avariety of very
different formulas by participants.

The breadth of information considered by the arbitrator under the fleet-wide option could have a positive
effect on the outcome of the arbitration. Committee members agree that the arbitration finding should create
incentivesfor processorsto maximize revenues. To do so under any program will require that the arbitrator
have comprehensive knowledge of the products and markets served by the fishery. The one-to-one
relationship between Class A IFQs and IPQs could leave some harvesters with few choices of where to
deliver their harvests. If fleet-wide information is not used to establish aprice for deliveriesto low revenue
processors, the revenue shares of the low revenue processor fleets could be lower than those of high revenue
processor fleets through no fault of the harvesters. In the fleet-wide model, the arbitrated price will be an
industry wide average of revenuesfromall productsof all processors. Anarbitrated priceunder thesecriteria
should create an incentive for low revenue processors to increase revenues. Creating this incentive
universally in a series of processor-by-processor arbitration proceedings would depend breadth of
information that the arbitrator has access to and considers in deliberations. That issue is discussed further
inthe analyses of the processor-by-processor arbitration structures (primarily the“last best offer” structure).

Although this system establishes a single price for crab deliveries in the preseason arbitration, deliveries
could be at adifferent priceif negotiated by the parties. In general, whether the parties settle at aprice other
than the fleet-wide arbitrated price is likely to hinge on the competition among processors for B share
deliveries and the sensitivity of the parties to delivery terms other than price. Settlement for another price
could occur if use A share price to compete for B share deliveries or if parties preferred different delivery
dates and one party was willing to compensate the other for accommodating a preference. Although some
participants have suggested accommodating a delivery preference could result in processors paying prices
in excess of the arbitrated price, it is possible that a harvester with astrong preference for acertain delivery
date could accept a price below the arbitrated price to entice a processor to accommodate that preference.
The circumstances of the two parties are likely to determine which party isin a better bargaining position
with respect to determining the delivery date. The party that is more sensitive to delivery timing because of
competing opportunities or production cost sensitivities will have less leverage and will be more likely
provide price accommodations. In this circumstance, the establishment of afleet-wide price may not resolve
the price dispute but instead serve as a precursor to alater price negotiation.

Although the put system would allow the arbitrator to resolve the terms of delivery, the terms of delivery

would be established independent of price (which is established in the earlier fleet-wide price arbitration).
So, although the specific circumstances of anindividual harvester and anindividual processor may be subject
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to arbitration, this structure isolates the arbitrators consideration of those circumstances from the
establishment of the price. Price adjustments at the individual level, however, could be the most equitable
method of accommodating individual delivery term preferences and are likely to be the center of any
negotiations between harvesters and processors after the establishment of the fleet-wide price.

Developing a fleet-wide price ensures that all participants are subject to the same arbitration finding. The
averaging effect of establishing afleet-wideprice, however, could have unintended effects. Thefirst possible
complication is that arbitrating a fleet-wide price might inhibit IPQ holders from transacting prior to the
arbitration price finding. Since anegotiated price could affect the arbitration outcome, the IPQ holders may
be less inclined to settle prices prior to the arbitration unless the price is perceived to be at or below the
predicted arbitration outcome. Since these negotiated settlements are likely to provide information to the
arbitrator and influence the arbitration finding, discouraging these settlements could reduce theinformation
available to the arbitrator when making a decision. The second effect is that establishing a universal price
could discourage 1PQ holders from settling for a price higher than the arbitrated price after the arbitration
finding ismade. Theincentiveto settle at ahigher price could be muted, if an IPQ holder perceivesthat the
settlement could be used against the IPQ holder by other holders of Class A shares or in arbitration in the
following year. These effects could be mitigated by processorsthat wish to use pricesfor A share deliveries
to compete for a harvester’s B share deliveries.

Another issueishow the establishment of afleet-wide price applicableto all arbitrated outcomeswill affect
the incentive for improvements for IPQ holders. Fleet-wide pricing could have an averaging effect on ex
vessel prices. If IPQ holders rely on the fleet-wide pricing, the high revenue IPQ holders may receive a
greater return fromtheir production than low revenue IPQ holders. At the sametime, IFQ holdersdelivering
to these different 1PQ holders will receive the same price for their deliveries as those delivering to low
revenue | PQ holders. So, at the fleet-wide price IPQ holders that receive higher than average revenues will
share alower percentage of their revenues with harvesters than low revenue IPQ holders. By allowing a
larger share of revenuesto be retained by the high revenue IPQ holder, however, the fleet-wide price could
createincentivesfor increased revenuesfor all participants. Thefollowing year’ sarbitration could consider
theseimprovementswith apossible modification of the priceformulato accommodatethe change, increasing
therevenuesfor all Class A deliveries. Whilethe upward pressureon all ex vessel prices might be desirable,
the appropriateness of this price pressure and revenue sharing is likely to depend on the specific
circumstances. If the cooperation and action of harvesters contribute to the higher revenues, the fleet-wide
averaging might not be appropriate. If the high revenue opportunity is available to all IPQ holders, the
incentive of the price pressure would be appropriate. The success of the system in achieving an equitable
outcome will depend on the extent to which the arbitrator can sort through the specific circumstances and
adjust the pricing formula accordingly.

A particular caveat with this alternative is the potential for antitrust issues to arise with processors all
participating in the same arbitration proceeding. The system would rely on the arbitrator to approach each
processor independently to avoid antitrust violations. Whether thiswoul d effectively avoid antitrust problems
without an antitrust exemption.** The Committee would like the arbitration program to be governed by
existing antitrust laws and does not believe that an antitrust exemption should be granted for the arbitration
program. An additional hurdle that must arise in the sharing of market and price data is the level of
confidentiality that should be accorded. At somelevel thisdataislikely to be proprietary and should be kept
confidential.

Lastly, this model contains provisions for the arbitrator to back calculate first wholesale prices for salesto
affiliates. The broad, fleet-wide scope of this model should aid the arbitrator in verifying (or developing a

14 NOAA General Counsel hasrequested the Department of Justice Antitrust Division to examinethisissue and
is awaiting aresponse.
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proxy) for the first wholesale price for these sales. Since the arbitrator will have access to sales from al
processors, information concerning arm’ s lengths transactions should be available to verify (or determine
appropriate adjustments) to salesto affiliates.

Analysisof Structurell - TheLast Best Offer M odel

Under this system, each |PQ holder would be subject to asingle arbitration proceeding. Proceedings may be
initiated by an IFQ holder (or agroup of IFQ holders) prior to the season after committing to deliver shares
tothelPQ holder. Theproceedingswould useafinal offer arbitration system. Inthe proceedings, |FQ holders
could elect to submit offers collectively. Any IFQ holder that does not elect to join in a collective bid could
submit an individual bid. The IPQ holder would submit asingle bid. For each IFQ holder bid, the arbitrator
would select between that | FQ holder bid and the |PQ holder’ shid. Thislast best offer (or final offer) format
limits the discretion of the arbitrator to balance the interests of the parties. Instead the arbitrator is |eft to
accept either the IFQ holder’ s or IPQ holder’ s offered terms.™

The requirement that IFQ holders commit shares to an IPQ holder to initiate the arbitration process is
perceived as abenefit of this system by some participants. The matching of IFQswith IPQsin the preseason
could streamline that process in the rationalization program, where a one-to-one correspondence of shares
provides no alternative but share trading for harvesters that cannot evenly match shares with the processor
that they wish to deliver to. The pre-arbitration share matching, however, isperceived by someasadownfall
of this system, since it would require a harvester to commit deliveries to a processor prior to knowing the
terms of that delivery. Despite the one-to-one relationship between A shares and 1PQs, some participants
believe negotiating leverage would be altered by requiring harvesters to commit deliveries to a specific
processor prior to establishing the price for those deliveries. Arbitration systems typically require both
parties to accept the arbitration outcome prior to its determination.

Under thisarbitration structure, the price formula (or price) is specific to the IFQ holder and I|PQ holder. An
advantage of thissystemisthat the priceformulaand all other delivery termsare determined simultaneoudly.
Consequently, the arbitrator will consider all terms of delivery at the time that price is determined. By
considering the specific needs of the different participants, the arbitration outcome might more accurately
address the needs of the participants. Similarly, the arbitration system may promote negotiated settlements
between IFQ holders and 1PQ holders by facilitating the simultaneous discussion of all terms of delivery
including price.

The separation of IPQ holders in the process could limit the effectiveness of the system in protecting IFQ
holders that deliver to low revenue IPQ holders. To create incentives for each IPQ holder to increase
revenues, an arbitrator will need to consider the performance of the IPQ holder with respect to all processors
in thefishery (including any that do not hold IPQs). A revenue dividing pricing formulathat considers only
the revenues of the participating 1PQ holder might reduce the incentive for low revenue IPQ holders to
improve revenues. On the other hand, a revenue dividing formula that has a component that weights the
performance of all processors in a fishery could be used to create an incentive for an IPQ holder to be
competitive with othersin the industry. The potential of this system to incorporate a fleet-wide component
into the arbitrated price depends on the degree to which participantsincorporate industry performance into
final offersand whether arbitrators have accessto information fromtheindustry asawholethat is necessary
to validate those offers. Isolating an arbitrator with information from a single 1PQ holder could limit the
effectiveness of arbitration in protecting the interests of IFQ holders.

5 Theuseof final offer arbitration rather than conventional arbitration (inwhich thearbitrator isgiven complete
discretion in decision-making) can influence positions taken by parties to an arbitration proceeding and arbitration
outcomes. A discussion of the relative merits of final offer arbitration and conventional arbitration appears in the
following section.
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Given the division of revenues standard supported by the Committee, the isolation of an IPQ holder in the
proceedingscould also be problematicin situationswherethe | PQ hol der makes substantial salesto affiliated
companies. If thearbitration outcomeawardsan IFQ hol der aspecific portion the processor’ srevenues, sales
to affiliates at below market prices will decrease the IFQ holder’s revenues.’® The last best offer model
contempl atesaback cal cul ation procedureinvol ving thearbitrator and both partiesto determineaccuratefirst
wholesale prices. Resolution of this problem may be aided by developing formulas that ook at a broader
portion of the fleet than the individual processor. Use of this broader scope, together with developed
proceduresfor validating (or adjusting) prices, could mitigate any unfairness arising out of non-competitive
pricesin salesto affiliates.

Theisolation of each IPQ holder in the arbitration process al so mitigates (possibly not eliminating) antitrust
issues. A potential antitrust problem could arise from the distribution of data across al arbitration
proceedings. This distribution of data is necessary to create incentives for processing improvements and
aggressive marketing. Sharing of data could raise confidentiality concerns since sensitive proprietary
information could be at issue. The access of the arbitrator to pricing and product information from all
processors (necessary to establish incentives for improvement) could raise either confidentiality or antitrust
concerns, if these data are shared with the IPQ holder in the proceeding. Thisdataislikely to be critical to
the arbitrator establishing a price that creates processor incentives for revenue improvements.

Thelast best offer structure would allow harvesters the flexibility to act either collectively or individually
in the arbitration proceeding. The disadvantage of not compelling a collective bargaining unit is that the
proceedings could be | ess organized and possibly disrupted by the independent bidding of several different
IFQ holders. The level of disruption likely would depend on the specific rules that govern the proceedings
and thearbitrator's ability and willingnessto control the proceedings by imposing structureonthearbitration
process. IPQ holders in this circumstance could be required to negotiate with several IFQ holders
independently, which could complicate the development of a single coherent position in the arbitration
process. The potential disruption of participation in the process by individual 1FQ holders must be balanced
against the objective of IFQ holders in advancing their own interests over a collective interest. Some IFQ
holders could object to being required to participate collectively in the arbitration. For example, an IFQ
holder may wish to present an isolated price bid to accommodate special circumstances and scheduling
requirements. Whether requiring collective participation is appropriate depends on the extent to which the
IFQ holder's circumstance is likely to be unique in comparison to other IFQ holders delivering to the IPQ
holder.

Thisstructure would also alow an |FQ holder that did not participate in an arbitration proceeding to receive
the benefit of the arbitration finding by agreeing to deliver crab harvested with its A shares under the terms
of the arbitration decision. A possible problem with this arrangement is that an arbitration decision might
beinadequatefor all IFQ holdersthat would make deliveriesto an IPQ holder. For example, if thearbitration
only involved 40 percent of an IPQ holder's shares, it is possible that the proceedings only concerned
deliveriesfor which the IPQ holder had a specific known but limited market. Application of thisdecisionto
al deliveries to the IPQ holder might not be appropriate since other deliveries could be used to satisfy
secondary demands. A requirement could be added that final offers be broad enough to cover all of an IPQ
holders shares. Under this scenario, the IPQ holder and the participating |FQ holders would include terms
for deliveriesfrom othersnot present at the arbitration. Althoughthiswould provideapricefor al deliveries,
IFQ holders participating in the arbitration are unlikely to give much consideration to an offer for deliveries
of the IFQ holdersthat do not participate. Whether this situation requires aremedy, dependson whether IFQ
holdersthat do not participatein the processin the first instance merit protection. If options are adopted that
provide any IFQ holder with aright to join arbitration proceedings by unilaterally committing sharesto an

18 T hese bel ow market price salesmay be motivated by internal corporate decisionsunrelated to therel ationship
between the processor and its fleet.
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IPQ holder, those not participating inthe arbitration could be argued to have remained out of the proceedings
at their own peril.

An additional featurein thisoption isthat the parties could agree to follow amodified schedule for fisheries
with extended seasons. For example, if a fishery were to be several months long, an IFQ holder and 1PQ
holder might agree that deliveries for their shares would be made late in the season. Rather than arbitrate
early in the season, the parties could agree to postpone the establishment of the price formula until late in
the season. This procedure could be beneficial to both parties and result in the arbitrator having more
complete information concerning the deliveries when making a determination.

Analysisof Structurell - TheLast Best Offer Model with the“Highest Price Option”

Under this option, at the conclusion of the last arbitration the arbitrator would select the highest arbitrated
price, which would be applied to all arbitrated deliveries. If the different arbitration outcomes include both
price formulas and straight prices, the arbitrator will have the discretion to select one of each to be applied
at the election of harvesters. To be considered for the highest price finding, an arbitrated price must apply
toat least 7 percent of the IPQsin afishery. Thishighest price could comefrom arbitration proceedingswith
two different processorsthat collectively account for 7 percent of the fishery’ s 1PQs. In order to receive the
benefits of the ‘highest price,’ the harvester would have to accept al the terms of the arbitration finding,
including delivery datesand timing. In determining which arbitrated priceisthe highest, the arbitrator would
consider terms of delivery that will have asignificant impact on price, such as delivery location and timing.

This option isintended to mimic price negotiations currently conducted in the largest fisheries. Currently,
harvesters negotiate price collectively through the Alaska Marketing Assaociation (AMA). Representatives
approach each processor independently for price offers. When representatives believe aprocessor has made
an offer that is acceptable to the fleet, AMA members vote whether to accept the price. Although only the
offering processor would be bound by the price, typically all other processors match the offer establishing
asingle pricein the fishery. Although informally applied, to be applicable a price must be from a“major”
processor or from more than one minor processor. In general, processing capacity that represents
approximately 7 percent of the fishery must agree to the price for the price to be acknowledged by all
processorsin the fishery.

Proponents of the" highest price” aternative believe that it establishes a structure that allows harvesters to
continue to negotiate prices as in the current fishery. If a sufficient number of harvesters agree to join a
collectivebargai ning association, arepresentative of theassociation could arbitrate priceswith all processors.
Thesedifferent proceedingswould all generate separate pricesand the arbitrator of thelast proceeding could
select the highest arbitrated price and apply that price to the entire fleet. To induce high offers from
processors, participantsin the collective bargaining association could pledge their B sharesto the processor
that offersthe highest pricein arbitration. Under thisscenario, processorswould use arbitration offersto bid
for B share deliveries. Each processor would have an incentive to bid for the highest price since all will pay
the highest price, but only the processor offering the pricewould receive any B share deliveries. If harvesters
can organi ze a coll ective bargaining association to follow this procedure, the A share price would like be a
competitive price, with processors earning only normal profits. If all harvesters participate in this collective
action, harvesters could capture all rents from the fishery.'’

Use of this arbitration system to develop a single fleet-wide price for all deliveries could pose severa
problems.

" Many harvesters contend that the industry is unlikely to be able to achieve this level of organization. The
incentiveto organize, however, isclear and could overcome past rel uctance of harvestersto work together, if harvesters
perceive the price leverage generated by the B shares of the fleet.
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If the system works as intended, all deliveries in the fishery would be arbitrated. Since only
harvesters that arbitrate would receivethe arbitrated price, al harvesterswill need to arbitrate their
deliveries for the system to work as intended. Any harvesters that elect to settle prices with a
processor could be subject to rightful criticism from other members of the fleet whose position in
arbitration is weakened by removing the harvesters' shares from the arbitration. In addition, if a
processor settles all of its price negotiations with its fleet, the removal of that processor from the
arbitration altogether weakensthe position of the remainder of thefleetinarbitration. Inthissystem,
arbitration (not negotiation) is likely to be the norm for price setting.

Sinceall processorswould required to pay the highest arbitrated price, the system could be used by
aprocessor to exert pressure on itscompetitors. Whether aprocessor would usethe provisioninthis
strategic manner cannot be predicted.

A potentia benefit of the “last best offer” structure is that the arbitration can be used to address
individual circumstances of harvesters and processors attempting to agree to delivery terms. The
“highest price” systemiscontrary to (and could frustrate realizing) that objective. The system could
proceed in two very different ways. First, each arbitration proceeding could develop apricethat is
easily applied to the entire fleet. These arbitrated outcomes could be applied to all deliveries, but
much of the delivery specifics (such aslocation and individual timing preferences) would beleft for
the parties to negotiate or resolve in some other manner after the high price is announced.
Alternatively, arbitration proceedings could result in very specific delivery termsand prices, which
account for delivery locations and individual timing preferences. Determining the “highest price”
from these specific outcomes could be very difficult for the arbitrator since the prices would vary
with delivery specifics. The nature of the final offer format would also prevent arbitrators from
adapting an arbitration outcome in a manner that is more applicable to the fleet in its entirety. In
addition, some of the outcomes might be inconsistent with delivery requirements of other
participants (i.e., regional requirements). In this case, these parties could either rely on the origina
arbitration finding (which is not the “highest price”) or would have to negotiate workable price
accommodationsfor deliver termsthat both partiesfind acceptable. In either case, the benefits of the
“highest price” finding could be lost to the harvester.

Thefleet-wide approach of using asingle harvester collectivetothearbitrationthat islikely todrive
the arbitration outcometo the highest priceislikely to be very confrontational. This confrontational
approach could hurt relationships between processors and their fleets complicating the resolution
of any disagreements outside of arbitration.

One purported benefit of “last best offer” structure is that arbitration can occur relatively close to
the season opening. Some participants are concerned that adequate information to decide priceis
unavailable several months prior to the season.’® In the opinion of these participants, a system of
arbitration that schedul es proceedings close to the season opening is preferable to one that decides
price several months before the opening. Although the “last best offer” structure is intended to
accommodate this interest, the addition of the “highest price” option could frustrate this end. The
arbitrator tasked with determining the “highest price” could require a substantial amount of timeto
determine which price is the highest given the variety of different formulations and delivery
specifics. If post arbitration negotiationswoul d be necessary to resol ve delivery detail s, asubstantial

18 The actual benefit of compressing negotiationsinto abrief period immediately before aseason isquestioned

by some participants. These participants believe that use of price formulas is a better way to accommodate market
volatility. Anecdotal evidence from pollock fishery participants suggest that aformula can successfully address future
pricevolatility. Inaddition, timing the arbitration immediately prior to the season would force the arbitrator to quickly
decide which arbitrated price is the"highest price”. This decision could be difficult if the arbitration proceedings
generated several different price formulations.
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period of time may be required after the announcement of the “highest price’ (but before the season
opening) to resolve delivery details.

Analysisof Structurell - The Last Best Offer Model with the“ Non-Binding Price Signal Option”

Under this option, simultaneously with the release of the marketing report, the arbitrator or panel of
arbitrators would release an advisory, non-binding price formula. The price formulais intended to provide
participants in both sectors with guidance on an appropriate price formulafor the upcoming season. After
release of this advisory formula, participants would be expected to negotiate deliveries, and if necessary
arbitrate any deliveries that could not be agreed under the “last best offer” structure.

The issuance of a hon-binding price by the arbitrator could be very helpful to parties making a good faith
effort to reach agreement in therationalized fishery. Thisarbitrator’ sprice statement islikely to beastarting
point for most negotiations. Participants can be expected to vary prices and terms from the non-binding
formula to accommodate their preferences for delivery timing and location and other terms. Given the
complexity of issuesthat arelikely to be confronted by participants and arbitrators, the non-binding formula
islikely to bevery useful to participants attempting to determine reasonabl e positionsto take in negotiations
and arbitration proceedings. Without the guidance of the price statement, in the first few years of the
program, some participants may have great difficulty constructing aworkable price formula.

The arbitrator’ s development of a non-binding price formula should also mitigate a problem introduced by
the final offer format of the last best offer model. In the final offer format, the arbitrator is also prevented
from devel oping a reasonable compromise formula, if the parties make very different offers. The advisory
priceformulashouldincreasethe probability that an arbitrator receives priceformulas of acommon structure
that lend themselves to comparison. Without a starting point for developing a formula, arbitrators could
receive price offers with substantially different structures. Although both parties may have arationale for
their offers, the arbitrator’ stask of selecting from these different offers could bevery challenging. Sincethe
announced price formulais a reflection of an unbiased arbitrator’s opinion of a reasonable price, parties
should be wary of attempts to deviate substantially from that price. While providing the advisory price
formulaasastarting point does not ensure that offerswill not differ in structure, the partieswill be on notice
that variation from the structure of the advisory formulawill need to be justified.

The basis for negotiations formed by the advisory price aso has the character of not undermining
individuals' preferences. The use of individual arbitration proceedings provides the parties flexibility to
accommodateindividual preferencesand allowsfor modificationsfrom the advisory formulato reflect these
changes. So, while providing a starting point for negotiations, this option would allow the parties to make
justifiable modifications from the formula to address individual needs.

The arbitration Committee has proposed three changes to the provision in the Council motion intended to
make the option more consistent with the arbitration structure adopted by the Council and more workable.
Those changes ar e described in the following three par agraphs.

Thearbitrator should apply the arbitration standard to deter mining the non-binding priceformula.
The option provides that the arbitrator determine the price based on the historical (1991-2000) distribution
of first whol esal e revenues between harvesters and processors with adjustmentsfor devel opmentsthat occur
in the fisheries after rationalization. If the non-binding formula is based on the arbitration standard, that
formulaislikely to be more useful in guiding negotiationsand would beamorereliable signal of the possible
future arbitration findings.

The non-binding arbitration should be conducted by a different arbitrator than the“last best offer”

arbitration proceedings. The use of a different arbitrator for the non-binding arbitration will ensure that
an objective, unbiased arbiter issues the finding in the binding “last best offer” arbitration. If a party is
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challengestheinitial non-binding arbitration finding inthe“last best offer” proceeding, that party isunlikely
to receive an unbiased assessment of the finding by the same arbitrator. Using different arbitrators for the
two proceedings will provide a neutral, unbiased arbiter for the binding “last best offer” proceeding.

Thenon-binding priceformulashould beabenchmark price, identifyingproduct forms, delivery times
and locations on which it depends. To effectively guide individual negotiations, the non-binding price
should be specific asto the terms under which it is established. By identifying the product forms, delivery
locations and times on which the price formularelies, the formulawill provide a better guide to partieswho
are negotiating deliveriesin the fisheries.

Analysisof Structurel - Singlear bitration proceedingfor each | PQ holder, with | FQ holder srequired
to participate collectively

This structure is the same as the last best offer model, except that IFQ holders would be required to act
collectively inthe arbitration proceeding. Generally, the benefits and detriments of the last best offer model
would be retained in this structure. The only exception is that the interests of the individual 1FQ holders
would be subordinated to the collectiveinterestsof all IFQ holdersparticipatinginthearbitration proceeding
with an IFQ holder. Most participants believe that individuals should be free to assert their own positionin
the arbitration proceeding, if they desire.

Multiple (but a limited number of) arbitration proceedings for each |PQ holder, with IFQ holders
permitted to participate independently or collectively (Structurelll)

This structure is similar to Structure |1, however, a second arbitration would be permitted for IFQ holders
that have shares that are not included in the first arbitration proceeding. The second arbitration would be
availableto IFQ holders that chose not to engage in the first arbitration or that did not commit all shares at
the time of the initial arbitration proceeding. This structure is intended to avoid the need to apply an
arbitration finding to IFQ holdersthat did not participate in an arbitration proceeding. Conditions could be
imposed which would limit the availability of the second proceeding to situations where both the IFQ and
IPQ holders have substantial shares uncommitted. The arbitration decisions could still be made availableto
IFQ holdersthat do not participatein the arbitration to avoid leaving out | FQ holderswith minimal holdings.

The need for permitting a second arbitration could be questioned, since under Structure I11 an IFQ holder
would have a unilateral right to commit shares and join arbitration proceedings with any IPQ holder with
unsubscribed shares. In addition, defining the circumstances under which an IFQ holder caninitiate asecond
arbitrationislikely to be either under inclusive or over inclusive, prohibiting initiating arbitration by an IFQ
holder that had a reasonable excuse for not joining a first arbitration or permitting arbitration in some
instanceswherethe |FQ holder had reasonabl e opportunity to join afirst arbitration proceeding. Establishing
specific criteriafor when arbitration is or is not permitted could also lead to some manipulation by those
intending to either avoid or qualify for multiple arbitration proceedings.

Multiple(and an unlimited number of) arbitration proceedingsfor each | PQ holder, with IFQ holders
permitted to participate independently or collectively (Structure V)

This structure would be similar to Structure IV above, but would extent the right to arbitrate to any IFQ
holder at any time. This structure would avoid need to apply arbitration findings to nonparticipating IFQ
holders, since his option would provide an open option to arbitrate. While the option avoids the problem of
applying an arbitration finding to those that did not participate, the cost of this option could be excessive.
Unlimited multiple proceedings could be disruptiveto planning by I1PQ holdersto the detriment of many IFQ
holders. In addition, unlimited proceedings could be costly to all participants, who would share the costs of
the arbitrator.
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3.7.8 TheReative Merits of Conventional Arbitration and Final Offer Arbitration

In conventional arbitration, the two parties each present their arguments to the arbitrator and the arbitrator
has unlimited discretion in choosing the appropriate decision. The fleet-wide model advanced by the
Committee usesconventional arbitration. Infinal offer arbitration, each party submitstothearbitrator afinal
offer. The arbitrator's decision making is limited to choosing one of those two fina offers. In the
Newfoundland fisheries, final offer arbitrationisused. Thelast best offer model advanced by the Committee
would also usefinal offer arbitration. Comparisons of these two systems suggest that the different rules can
affect the positions taken by the two parties and the outcome of the arbitration process.

In conventional arbitration, parties present their arguments and the arbitrator is given the latitude to decide
any appropriate outcome. Although the arbitrator will resolve the dispute, conventional arbitration is
perceived by some to create no incentive for parties to settle disputes.’® Instead, critics believe that
conventional arbitration leads parties to exaggerate demands, expecting an arbitrator to make a decision
between the two parties positions, in some cases simply splitting the difference (Young, 1991 at 8). In
addition, the unbounded submission of disputetothearbitrator isargued to give the partiesless control over
the outcome of the dispute (Brams, 1989 at 66).

To address these problems, aternative forms of arbitration have been developed, the most widespread of
which isfina offer arbitration. The requirement of the arbitrator to select from the parties' final offersis
intended to limit the discretion of the arbitrator to devel op a solution outside those proposed by the parties,
maintaining more control of the outcome in the participants (Brams, 1998 at 66). Final offer arbitration is
a so intended to discourage the parties from taking unreasonabl e positions, instead creating an incentive for
each party to submit an offer that is more reasonabl e than the other party’ s offer (Y oung, 1991 at 8). Several
analyses have examined whether final offer arbitration does in fact drive parties toward settlement or less
extreme positions and whether outcomes under final offer arbitration differ from those under conventional
arbitration.?® In general, aparticipant inafinal offer arbitration will attempt to makean offer that isrel atively
closeto the arbitrator’ s preferred settlement and isalso relatively favorableto its side (Brams, Kilgour, and
Merrill, 1991). The potential for an extreme outcome is argued to reduce posturing under final offer
arbitration and contribute to the positions of the two parties converging to a settlement (Brams, Kilgour, and
Merrill, 1991; Dept. of Industrial Relations, 1999).

A few general predictions can be made concerning how different types of participantsfair under final offer
arbitration. If one party values winning the arbitration, that party will tend to offer greater compromises
achieving alessdesirable result for the party. Parties that represent a group of constituents (such as union
representatives) are likely to be more sensitive to the need to win (Brams, Kilgour, and Merrill, 1991).

Another factor that islikely to affect the position taken by aparty in arbitration and the arbitration outcome
is the willingness of a party to take risks, commonly referred to as a party’ s risk aversion. The principle
underlying final offer arbitration is that the risk of an unsatisfactory arbitration finding will induce parties
to make more reasonable offers.?* Risk averse parties are thought to concede more in an offer to minimize
the risk of losing the arbitration. As aresult, the risk averse party is more likely to win the arbitration, but

19 |n evaluating arbitration systems, one should keep in mind that negotiations are likely to be colored by the
outside prospect of arbitration. So, even if parties reach a settlement that outcome islikely to be biased by the prospect
of arbitration and the potential impacts of arbitration (see Dept. of Industrial Relations, 1999).

20 Other types of arbitration have been developed, many of which have not been fully tested (Brams, 1991).
Recent studieshave tested aspects of some of these new systems (for exampl e, see Dickensen, 2001). Many of thesetests
rely on experimental methods (Brams, 1989).

2L Thisresult is not well established and is contradicted by some results (see Dickensen, 2001).
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will winlesson average. Thesetwo competing effectspose achallengein predicting the effects of final offer
arbitration on outcomes. Although not well established, at least one theoretical evaluation of these effects
has concluded that the when participating in final offer arbitration concessions of the risk averse party
outweigh the benefits to risk averse parties of winning more often (Dept. of Industrial Relations, 1999). In
general, the party with more at stakein an outcomeislikely to bemorerisk averse. For exampl e, aparticipant
in the crab fisheries with few interests outside of crab islikely to be morerisk averse than a participant that
isdiversified with interestsin several different fisheries.??

Onerationalefor advanced for supporting final offer arbitration isthat the complex price negotiationslikely
to arise in the crab fishery require that the arbitrator’ s discretion be limited. Most participants believe that
formula pricing is the most equitable resolution of pricing in the fishery. Formulas are likely to include
several parameters, possibly time of delivery, quality of crab, product market prices, product market shares,
and exchange rates. Although persons familiar with the crab industry might be capable of developing such
a formula given an extended period of time, arbitration will likely be conducted in a tight time frame,
alowing the parties alimited amount of time to educate the arbitrator on crab markets. A final offer system
is therefor argued to be more effective in both compelling the parties to develop pricing formulas and to
reduce the amount of information necessary for an arbitrator's decision. This argument, however, assumes
the arbitrator or arbitration panel will disregard formulas suggested by the parties and substitute its own
discretion concerning an appropriate formulafor the suggestions of the parties. Although the arbitrator may
exercise some of the wide discretion granted in making a decision, the potential for abuse of that discretion
by a carefully selected arbitrator is small. In addition, the final offer arbitration could prevent an arbitrator
from fashioning a reasonable middle ground resolution to a dispute between two uncompromising parties.

3.7.9 Analysisof Additional Provisions

Thefive structures devel oped by the Committee overlap with each other substantially, with each containing
options that could be applied to any of the structures.?® To assist the Council in evaluating the alternatives,
each optionisbriefly described and anal yzed independently. The different program alternativesto which the
option can be applied are noted.

3.7.9.1 Market Report

One feature of the Newfoundland crab fishery system of binding arbitration is a preseason market analysis
prepared by an independent market analyst. Both of the advanced structures contain provisions for the
devel opment of athird party market analysis, whichwould be presented to all participantsinthefishery prior
to the season. The Committee also has reached a consensus on the following provision:

Market Report

An independent market analyst selected by the mutual agreement of the sectors will present to both sectors and

all designated arbitrators an analysis of the market for products of that fishery.

22ncertainty also contributesto thetendency of partiesto settleadisputeto avoid arbitration. Themorecertain
the parties are of the potentia arbitration decision, the more likely the parties are to settle a dispute (see Dept. of
Industrial Relations, 1999). Thisinfluence of uncertainty argues for the selection of an arbitrator with awell grounded
understanding of the issue subject to arbitration.

2 Although many of the options could be applied to any of the structures, including the fleet-wide structure,
proponents of the fleet-wide structure have requested that the fleet-wide structure be evaluated and considered in its
entirety. Proponents believethat the structureincluding all of itsidentified elementsare critical to that structure meeting
its objectives.
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Themarket analysisisintended to provide transparency of markets and form the basisfor negotiations. The
market analysis should reduce posturing by the parties and provide an arbitrator with needed background on
market conditions. The report should cover ex vesseal prices for deliveries of Class A and Class B crab
harvests, as well as both first wholesale and consumer prices for crab and crab products, so that it
comprehensively describes the market for crab and its products. Crab price volatility is likely to limit the
utility of the market report for setting fixed ex vessel prices for the season. The report, however, could
providevaluabl einformation to participantson the overall conditions of the market preceding the season and
information concerning the key factorsthat may affect prices. With extended seasons peak harvests may not
be at the season opening, however, to be useful for negotiations the marketing report must be prepared prior
to completion of most delivery contracts. If contractsare based on aformulathat adjusts priceswith changes
in market conditions, general market information may be adequate to provide the needed transparency.

3.7.9.2 Selection of the Arbitrator and Market Analyst
Both alternative model s advanced by the Committee provide for the selection of the arbitrators and market

analyst by mutual agreement of the parties. In addition, the Committee has reached consensus on the
following provision:

Selection of the Arbitrator(s) and Market Analyst

The market analyst and arbitrator(s) will be selected by mutual agreement of the PQS holders and the QS
holders. PQS holders collectively must agree and QS holders collectively must agree. Processors may
participate collectively in the selection process. The details of the selection will be decided at alater time.

Various procedures could be used for this process, including the selection of individuals by each sector to
serve on panels and the selection of additional persons by this panel. Most importantly, the process should
be by agreement of both sectors. The devel opment of the specific selection processis not imperative at this
time.

3.7.9.3 Shares Subject to Binding Arbitration
Both structures advanced by the Committee contemplate that the arbitration would apply to only Class A

shares (and Class C shares, when those shares are not subject to | PQ delivery requirements). In addition, the
Committee has reached a consensus on the following provision:

Shares subject to binding arbitration

This binding arbitration system shall address price disputes between holders of delivery restricted IFQ
(including Class A IFQ and Class C IFQ when subject to delivery restrictions) and holders of 1PQ. Binding
arbitration does not apply to the negotiation of price for deliveries under the class B IFQ and Class C IFQ
when not subject to delivery restrictions. C share holders, however, may elect to participate in the arbitration
process prior to delivery restrictions taking effect.

Because of the allocation of both harvesting and processing shares for crab harvested with Class A shares,
it isthought that transactions for delivery of Class A crab is most in need of arbitration to establish afair,
equitable, or competitive price.
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Anadditional consequenceof applying arbitrationto only delivery restricted sharesisthat it providesgreater
market freedom for users of Class B shares. The arbitration systemisthe outside alternative for establishing
aprice for A share crab deliveries. Some participants have suggested that |PQ holders may demand the
delivery of B share crab in price negotiations for A share crab. In the absence of an arbitration system for
establishing A shareprices, harvestersholding only A shareswould havelittle negotiating leveragewith IPQ
holders, since A share crab can be delivered only to IPQ holders. The arbitration system, however, creates
aninstitutional structurefor establishing apricefor A share crab independent of B share crab deliveries. So,
aharvester trying to negotiate an A share price who is faced with ademand for B share crab deliveries can
effectively respond that the negotiation only concerns A sharecrab using arbitration asafall back to establish
the A shareprice. Thisstructure will clearly aid harvestersin negotiating higher pricesfor B share crab and
will improvethe opportunity of processorswithout |PQsto enter the market through B share crab purchases.
This does not suggest that processors without 1PQ will not be disadvantaged in the market for crab relative
to IPQ holders. Processors without IPQs will be disadvantaged since the dedication of a large share of
landings to 1PQ holders will limit their ability to compete for a large share of the market and limit their
ability to realize economies of scale (without purchasing IPQs).*

3.7.9.4 Sharesof Processor Affiliates

Since some harvesters and processors have affiliations, the arbitration system should consider that
participation of processor affiliated IFQ holders in the binding arbitration process could influence the
outcome of that process. The Committee devel oped the following optionsfor addressing shares of processor
affiliates and has reached a consensus in support of option 3:

Shares of processor affiliates

Option 1

Holders of IFQs that are affiliated with processors are not eligible to participate in the arbitration process.
Processor affiliation will be determined using the threshold rule with percent thresholds of 10, 25, and 50
percent.

Option 2

Entities that are partially owned by processor affiliates will be permitted to participate in arbitration, however,
the participation will apply only to a share of IFQs equal to the ownership share of owners not affiliated with a
processor (e.g., if an entity owning any part of a processor owns a 75 percent interest in 100 | FQs, the
nonaffiliated owner of those IFQs may participate in arbitration with 25 shares.

Option 3

Participation of processor affiliates in binding arbitration as IFQ holders will be determined by any applicable
rules governing anti-trust. Any parties eligible for collective bargaining under the Fishermen's Marketing Act
of 1934 will be eligible to participate in binding arbitration. No antitrust exemption should be made to enable
processor affiliated |FQ holders to participate in arbitration.

Toreducethat influence, the Committee hasidentified a preferred option, which would beto rely on current
genera anti-trust rules (without any special exemption) for determining whether a processor affiliate could
participate in arbitration. The separation of interests in the binding arbitration program could be

24 The separation of markets for crab harvested with Class A shares and crab harvested with Class B shares
should also contribute information to the arbitration process. If transactionsfor crab harvested with Class B sharesare
in acompetitive market pricesfor those landings should provide additional information to industry, market analysts, and
arbitrators concerning market trends.

Crab Trailing Amendments 39 April 2003



compromised by participation of processor affiliates as IFQ holders. Because of the sensitivity of ex vessel
price negotiations under the new program, a conservative approach to participation of processor affiliates
in price negotiations might be appropriate. To accomplish this end, the Committee proposes that general
antitrust rules govern the participation of processor affiliates in the process.

3.7.9.5 Transferability of Benefits of Arbitration to Other IFQ Holders (Optingin to an arbitration
finding)

Both of the arbitration structures advance by the Committee allow non-participants in an arbitration
proceeding to “ optin” to the results of the proceeding by agreeing to accept al of thetermsof the arbitration
finding. Allowing non-participants (who hold Class A 1FQs) the benefit of the arbitrator's decision has the
effect of dispersing the benefits of arbitration across abroader portion of the fleet. In general, an arbitration
decision binds only the participating IFQ holders and IPQ holder. If an IPQ holder has additional
uncommitted shares an |FQ holder would have a unilateral right to commit deliveriesto IPQ holder subject
to al of the terms of the arbitration finding.

In the fleet-wide model, this ability to opt in to an arbitration finding would apply only after the arbitration
of aput. An IFQ holder would then be permitted to opt in to all of the terms defined by the arbitration of the
put. Sincethelast best offer model permitsdifferent IFQ holdersto submit different offers, several different
arbitrated prices could exist. The choice of which offer an IFQ holder accepts the terms of would be left to
the IFQ holder. If the arbitration finding limited the time of delivery or the quantity of crab that could be
delivered under itsterms, the |FQ holder would be limited by thoseterms. These limitations could be critical
to an IPQ holder purchasing crab for a particular customer who demands a limited quantity of crab at a
specific time.

3.7.9.6 Payment of the Arbitration and Market Analysis

The Committee devel oped the following two options concerning the payment for the costs of arbitration,
developing a consensus in support of option 1.

Payment for the Arbitration and Market Analysis

The payment for the market analysis and the arbitrators will be shared by the two sectors. Cost shall be shared
by all participantsin all fisheries.

Option 1
For shared costs, the payment of those costs shall be advanced by IPQ holders. The IPQ holders will collect
the IFQ holders' portion of the shared costs by adding a pro rated surcharge to al deliveries of Class A crab.

Option 2
Administration of payments will be accomplished by allocation of a share of the cost recovery funds to the
binding arbitration program.

Both options contemplate that cost of the market analysis and the arbitrators will be shared equally by the
two sectors. Within each sector, payment for the arbitration costs would be based on sharehol dings. Option
1 would provide for administration by the industry without direct involvement of NOAA Fisheries. This
option could simplify agency administration of the program and avoid disputes between industry and the
agency concerning the fund disbursements. Option 2 would allocate a portion of the cost recovery fundsto
support binding arbitration. The second option might be supported, if industry seemed incapabl e of smoothly
administering the funding mechanism.
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3.7.9.7 In-Season Performance Disputes and Quality Disputes

Both of the alternatives advanced by the Committee contain provisions for the settlement of in-season
performance disputes. In addition, the Committee has advanced amore limited option for the settlement of
quality disputes at the dock. The options for the settlement of disputes are:

Performance-Related Dispute Resolution.

Disputes arising out of any IFQ/IPQ transactions (including but not limited to disputes concerning product
quality, delivery, payment or other harvester and processor performance obligations) will initially be addressed
through standard commercial contract procedures (i.e., notice of breach, opportunity to cure for a commercially
reasonable period, etc.). Disputesthat are not resolved through such procedures will be submitted to binding
arbitration before the arbitrator(s). To reduce the risk that disparate resources could affect the outcome, the
costs of arbitration will be paid out of the pool of funds collected (as taxes or industry assessments) to support
the price arbitration process. On the other hand, to discourage frivolous or strategic (as opposed to substantive)
complaints, the arbitrator(s) may deny access to arbitration or assess arbitration costs and feesin cases where a
party asserts a non-substantive claim. (This option appears as 13. in the Fleet-Wide Model)

Quality Dispute Resolution.

In cases where the fisherman and the processor cannot come to agreement on quality and thus price for crab,
two mechanisms are suggested for resolving the price dispute-after the processor has processed the crab (to
avoid waste from the dumping the load at sed): (1) In cases where fishermen and processors have agreed to a
formula based price, the two parties would take their normal shares of the price, after the disputed load is sold.
(2) Thistype of dispute would most likely apply in cases where fishermen desire to stay with fixed dockside
prices and there is disagreement on quality and therefore price. These cases could be referred to an independent
quality speciaist firm. The two parties in dispute would decide which firm to hire.

In both provisions, would usethird party expertsto resolve disputes. Thefirst, broader, provision wouldrely
on the arbitrator for dispute resolutions, while the second, more limited, provision provides for the dispute
to be resolved by an independent quality specialist firm. The use of the arbitrator may be favored, since the
arbitrator may have some familiarity with the parties and the contract under which the deliveries are being
made. The use of athird party quality specialist could be more appropriate for quality disputes, if the
arbitrator does not have expertise in that area. The first option also provides for the payment of costs from
general funds, which may be desirable to prevent costs from discouraging partiesto assert their rights. The
option also includes a provision for the payment of costs by any party bringing a non-substantive claim to
discourage frivolous claims.

3.7.9.8 Data Used in Arbitration Proceedings

The Committee developed a series of provisions concerning the data to be used in the arbitration
proceedings. the following provisions are supported by a consensus of the Committee:

Under any arbitration structure, the arbitrator must have access to comprehensive product information from the
fishery (including first wholesale prices and any information necessary to verify those prices).

Processors may participate in common discussions concerning historical pricesin the fisheries.

Subject to limitations of antitrust laws and the need for proprietary confidentiality, all parties to an arbitration
proceeding shall have accessto all information provided to the arbitrator(s) in that proceeding.

Data collected in the data collection program may be used to verify the accuracy of data provided to the
arbitrator(s) in an arbitration proceeding. Any data verification will be undertaken only if the confidentiality
protections of the data collection program will not be compromised.
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Thefirst provision isintended to ensure that the arbitrator has comprehensive market information that can
be used for arbitration decisions. Comprehensive market knowledge is critical to fair arbitration findings.
The second paragraph isintended to allow processorsto collectively discuss historic pricesto facilitate the
devel opment of the historic division of revenues, the Committee’ sfavored standard. Antitrust concerns may
be raised by price discussion among processors. Fair proceedings require that all parties have accessto the
same information. The third paragraph is intended to require data considered by the arbitrator to be shared
with all participants in a proceeding, except to the extent that such sharing would result in a violation of
antitrust laws or divulge confidential data.

The last paragraph would provide for the use of data collected in the data collection program for the
verification of dataused in the arbitration process. V erification using the data collection program would be
undertaken only if and to the extent that confidentiality protections can be maintained. Use of data for
verification in some circumstances could result in the databecoming public. The Committee position isthat
use of the datain a manner that could compromise confidentiality would not be permitted.

3.7.9.9 Payment of the Arbitration and Market Analysis

The Committee devel oped the following two options concerning the payment for the costs of arbitration,
developing a consensus in support of option 1:

Payment for the Arbitration and Market Analysis

The payment for the market analysis and the arbitrators will be shared by the two sectors. Cost shall be shared
by all participantsin all fisheries.

Option 1
For shared costs, the payment of those costs shall be advanced by IPQ holders. The IPQ holders will collect
the IFQ holders' portion of the shared costs by adding a pro rated surcharge to al deliveries of Class A crab.

Option 2
Administration of payments will be accomplished by allocation of a share of the cost recovery funds to the
binding arbitration program.

Both options contemplate that cost of the market analysis and the arbitrators will be shared equally by the
two sectors. Within each sector, payment for the arbitration costs would be based on shareholdings. Option
1 would provide for administration by the industry without direct involvement of NOAA Fisheries. This
option could simplify agency administration of the program and avoid disputes between industry and the
agency concerning the fund disbursements. Option 2 would allocate a portion of the cost recovery fundsto
support binding arbitration. The second option might be supported, if industry seemed incapabl e of smoothly
administering the funding mechanism.

3.79.10 Enforcement of the Arbitration Decision
An effective system of arbitration will require effective enforcement of decisions. Both harvesters and

processors could benefit from the certainty that arbitrated findings may provide, if enforcement is adequate
and available to both sides. The following options are proposed for enforcement of arbitration decisions:
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Enforcement of the Arbitration Decision

The decision of the arbitrator will be enforced by:

1. civil damages

2. specific performance

3. forfeiture of unused IFQs or IPQs in the fishery for the following season (1 year use-it-or-lose-it) subject to
hardship exceptions.

Thefirst option for enforcement of arbitration decisionsis civil law. Although enforcement would require
court action, civil action might be predictable than the other remedies. Under civil law damages would be
based on harm and therefore would be determined based on the specific circumstances. In addition, civil
damages would require parties to take reasonabl e steps to mitigate damages, so participants could not take
advantage of abreach by another party. Option 2 would enforcearbitration decisionsby specific performance
(i.e., requiring partiesto perform in accordance with the arbitration decision). While fulfilling the findings
of the arbitrator, forcing a harvester to fish or a processor to process could be infeasible and viewed as
draconian. The third option would impose a"use-it-or-lose-it" that would forfeit unused IFQs and IPQs for
a single season. Such a provision could be implemented in two ways. First, a"no fault" provision would
result in both partieslosing their sharesfor ayear. Theloss of shares, however, could impact the two parties
differently, offsetting the bargai ning positions and balance of market power. Alternatively, a system could
forfeit the shares of the breaching party for a year. A fault based system, however, could be difficult to
administer since adjudication and appeal s processes could be time consuming. In addition, adjudications
could overly complicate administration of annual share allocations for RAM Division.

3.7.10 Oversight and Administration of the Binding Arbitration Program

An effective binding arbitration programwill require careful oversight and administration. A systemof rules
will define the program. The realization of the program’s goals will depend in large part on whether these
rules function effectively and have their intended effects. To mitigate unintended effects, the program will
need to be adaptable. Adaptation is particularly important given the novelty of the program. Two general
approaches to administration of the program are possible.

Oversight and Administration

Oversight and administration of the binding arbitration should be conducted in a manner similar to the AFA
cooperative administration and oversight. System reporting requirements and administrative rules should be
developed in conjunction with the Council and NOAA Fisheries after selection of the preferred program.

Under the first approach, NMFS and the Council would have a very active role in administering and
monitoring the detailsof the program. Under the second approach, industry woul d berequired to comply with
reporting requirements providing NM FSand the Council withtheinformation necessary to assessthe success
of theprogram and to rectify fundamental shortcomingsin the program. Administration would be undertaken
primarily by industry, avoiding government involvement in pricing setting process and providing greater
flexibility to adopt agreed to modifications without government action.

Under the first administration alternative, NMFS would oversee the detail s of the program. Administration

under this approach presents several problems. First, the Council and NMFS would be required to develop
detailed rules governing the binding arbitration process, using the standard APA regulatory process. Once
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the programisimplemented, NMFSwould oversee the day-to-day operation of the program, attendingto the
details of any required notices and possibly overseeing hearings. The agency would be required to follow
the public process requirements of the APA, resulting in very long response times. This level of oversight
islikely to be expensive for the agency and could result in significant agency involvement in the detail s of
price negotiations. Extensive government involvement in private contracts could be viewed as overly
intrusive. This approach would also require the Council and NMFS to fine tune the rules of the program.
Some of these changes could be fundamental to the program and therefore are the province of the Council
and are best decided through the Council process. Other provisions, however, are likely to be less
controversial and pertain to the general operation of the program. For example, the parties may decide that
anotice periodiseither toolong or short, interfering with the parties’ ability to reach anegotiated agreement.
Altering such aprovisionthroughthe Council processor through someother procedure administered through
NMFS would likely be costly, cumbersome, and time consuming and could be an obstacle to the program
achieving its abjectives.

The second alternative for administration and oversight would be patterned after NMFS administration of
the AFA cooperatives. NMFS oversight of the cooperatives focuses on elements of that program that are
important to public management of the fisheries. Cooperatives are required to report harvests, bycatch,
discards, monitoring procedures, and penalties in an annual report to the Council and NMFS. On a more
general level operations of the cooperatives are overseen by requiring cooperatives to file a copy of the
cooperative's contract 30 days prior to beginning fishing under the contract. These reporting requirements
provide NMFS and the Council with information necessary for determining whether the program is
functioning effectively. In the case of binding arbitration, requirements could be devel oped for the filing of
signed arbitration agreements and price contracts, best offers, identifying the agreed upon arbitrator and
independent market analyst, and similar general requirementsof the program. General reporting requirements
and a general oversight role for NMFS should provide both NMFS and the Council with the information
necessary to determine whether the program is serving its stated purpose without creating cumbersome
requirements for modification and operation of the program. Under this model, minor modifications could
be adopted by the parties without direct involvement of NMFS or the Council. The scope of these permitted
changes could be defined by the Council and NMFS and could be limited to aspects of the program that are
less appropriate for government involvement. Limiting government involvement will remove some of the
restrictive requirementsof public decision making. The parties could petition the Council for changesin the
program, if they believed that it was not serving its purpose or needed maodification.
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APPENDIX 3-4A
Last Best Offer Binding Arbitration Model

GENERAL

TheLast Best Offer Model providesefficiency by resolvingal priceand delivery disputes pre-season, while
aso providing alater opportunity for an IFQ holder, who did not arbitrate or conclude a contract, to opt in
on the sametermsto acontract resulting from any of the completed arbitrations. The Last Best Offer Model
alows voluntary agreements between IFQ and IPQ Quota Holders at any time, and provides a pre-season
"matching" period for IFQ Holdersto match with an IPQ Holder. The arbitration would occur closeto the
beginning of the season.

Specific characteristics include:

1. Processor-by-processor. Processorswill participateindividually and not collectively, exceptinthechoice
of the market analyst and the arbitrator/arbitration panel.

2. Processor-affiliated shares. Participation of processor-affiliated shares will be limited by the current
rules governing antitrust matters.

3. Arbitration standard. The standard for the arbitrator is the historic division of revenues between
harvesters and processors in the aggregate (across the entire sectors), based on arm's-length first
wholesal e prices and ex-vessel prices (Option 4 under "Standard for Arbitration™ in the staff analysis).
Thearbitrator shall consider several factorsincluding thosespecifiedinthestaff analysis, such ascurrent
ex vessel pricesfor A, B, and C Shares, innovations, efficiency, safety, etc.

4, Opt-in. An IFQ holder may opt in to any contract resulting from a completed arbitration for an 1PQ
holder with available IPQ by giving noticeto the IPQ holder of theintent to opt in, specifying the amount
of IFQ sharesinvolved, and acceptance of all termsof the contract. Once exercised, an Opt-inisbinding
on both the IPQ holder and the IFQ holder.

5. PerformanceDisputes. Performanceand enforcement disputes(e.g. quality, delivery time, etc.) initialy
will be settled through normal commercial contract dispute remedies. If those procedures are
unsuccessful and in cases where time is of the essence, the dispute will be submitted for arbitration
before the arbitrator(s). The costs of arbitration shall be paid from the fees collected, although the
arbitrator(s) will have the right to assign fees to any party for frivolous or strategic complaints.

6. Lengthy Season Approach. For alengthy season, an IPQ holder and an IFQ holder (or group of IFQ
holders) may agree to revise the entire time schedul e below and could agree to an arbitration(s) during
the season. That approach may also be arbitrated pre-season if the holders cannot agree.

PROCESS

1. Negotiations and Voluntary Share Matching.

At any time prior to the season opening date, any IFQ holders may negotiate with any 1PQ holder on price
and delivery terms for that season (price/price formula; time of delivery; place of delivery, etc.). If
agreement is reached, a binding contract will result for those IFQ and IPQ shares. IPQ holderswill always
act individually and never collectively, except in the choice of the market analyst(which may occur at any
time pre-season) and the arbitrator/arbitration panel for which all IFQ and IPQ holderswill consult and agree.
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2. Reguired Share-Matching and Arbitration.

Beginning at the 25-day pre-season point, IFQ holders may match up IFQ shares not aready subject to
contractswith any 1PQ shares not under contract, either as collective groups of IFQ holders or asindividual
IFQ holders (the offered IFQ Sharesmust beasubstantial amount of the IFQ Holder(s)’ uncontracted shares).
ThelPQ holder must accept all proposed matchesup toits non-contracted | PQ shareamount. All IFQ holders
"matched" with an IPQ holder will jointly choose an arbitrator with that IPQ holder. The matched share
holders are committed to the arbitration once the arbitrator is chosen (if the parties wish, the arbitrator may
initially act asamediator to reach an agreement quickly). Arbitration must begin no later than 15 daysbefore
the season opening date.

3. Data

The Arbitrator will gather relevant data independently and from the parties to determine the historical
distribution of first wholesale crab product revenues (at FOB point of production in Alaska) between
harvesters and processors in the aggregate (across the entire sectors). For a vertically integrated 1PQ
holder(and in other situations in which aback-cal culation is needed), the arbitrator will work with that |PQ
holder and the IFQ holdersto determine a method for back-cal culating an accurate first wholesale price for
that processor. The Arbitrator will receive a pre-season market report from the market analyst, and may
gather additional data on the market and on completed arbitrations. The Arbitrator will also receive and
consider all data submitted by the IFQ holders and the IPQ holder. The Arbitrator will not have subpoena
power.

All data obtained by the Arbitrator will be shared with the parties, subject only to antitrust limitations. The
Arbitrator may consult with the third party data collector (e.g., the Pacific States Marine Fisheries
Commission) for purposes of verifying data.

4. Arbitration Decisions.

Arbitration will bebased ona"last best offer" system, with the Arbitrator choosing one of thelast best offers
made by the parties. The Arbitrator will work with the IPQ and IFQ holders to determine the matters that
must beincluded in the offer (e.g. price, delivery time & place, etc.) and will set the date on which "last best
offers" must be submitted. The last best offers may also include a price over a specified time period, a
method for smoothing prices over a season, and an advance price paid at the time of delivery.

If several groups or individual IFQ Holders have "matched" with that IPQ Holder, each of them may make
alast best offer. Prior to submission of the last-best offers, the Arbitrator may meet with parties, schedule
joint meetings, or take any actions aimed at reaching agreement. The Arbitrator will notify the IPQ holder
and the IFQ holders of the Arbitration Decision no later than 10 days before the season opening date. The
Arbitration Decision may be on aformula or ex-vessdl price basis. The Arbitration Decision will result in
acontract for the IPQ holder and the IFQ holders who participated in arbitration with that |PQ holder.

5. Post-Arbitration Opt-In.

Any IFQ holder with shares not under contract may opt in to any contract resulting from an Arbitration
Decision for an IPQ holder with |PQ that is not under contract, on all of the same contract conditions (price,
time of delivery, etc.). If there is a dispute regarding whether the "opt in" offer is consistent with the
contract, that dispute may be decided by the arbitrator who will decide only whether the Opt-inis consistent
with the contract.

6. Formulaand Prices.

Throughout the year, the market analyst will survey the crab product market and publish periodically a
composite price. That price will be asingle price per species, based on the weighted average of the arm’s
length transactions in products from that species.
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7. Additional Modifications.
TheCommitteeisrequested to consider thefollowing modificationstothispreferred alternative and to report
back to the Council at the April meeting:

a. Thearbitrator who makes the last pre-season arbitration decision will review al of the arbitration
decisions for that season and select the highest arbitrated prices(s), which is representative of 7%
of the market share of the PQ. That price shall become the price for all arbitrated prices of that
season, inclusive of the opt-in provision, and, independent of delivery termsat the harvester option.
If the arbitration decisionsinclude both formulaand straight price decisions, thearbitrator shall have
the discretion to select and apply one of each type. The decision on which price is the 'highest
arbitrated price’ shall take into consideration terms of delivery that may have a significant impact
on price, including time and place of delivery.

b. A singleannual fleet-wide arbitration will be used to establish a non-binding formula under which
afraction of theweighted averagefirst whol esal e pricesfor the crab productsfrom each fishery may
be used to set an ex-vessel price. The formula is to be based on the historical (1990-2000)
distribution of first wholesale revenues between fishermen and processors. The formula may be
adjusted by the arbitrator(s) to take into account post-rationalization developments as the
arbitrator(s) deem appropriate, subject to certain general guidelines.
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APPENDIX 3-4B
Fleet-Wide Binding Arbitration M odel

GENERAL.:

A single annual fleet-wide arbitration will be used to establish a formula under which a fraction of the
weighted average first wholesale prices for the crab products from each fishery is used to set a default
ex-vessel price. Thispricewill apply in caseswhere adelivery is made in the absence of contract between
a harvester and a processor. The formulais to be based on the historical (1990-2000) distribution of first
wholesal e revenues between fishermen and processors.?® The formulamay be adjusted by the arbitrator(s)
totakeinto account post-rationali zation devel opmentsasthearbitrator(s) deem appropriate, subjecttocertain
general guidelines.

On certain termsand conditions, harvestersholding individual fishing quotas ("IFQs") for which they do not
have a contract with a processor may "put" such IFQsto any processor with available individual processing
quota ("IPQs") for the arbitrated default price, by providing anotice of intent to deliver, which specifiesthe
date, place, quantity, etc. of the proposed delivery. If a processor to whom a harvester puts |FQ does not
agreewiththe delivery terms, thetermswill be subject to expeditiousnegotiation, and, if the harvester elects,
binding arbitration before the arbitrator(s) that establish the default price formula. Under no circumstances
will a processor have the ability to "call" 1FQ.

To addressdifferencesin timing between when deliveries are made and when the rel ated product issold, and
the potential that processors will exclusively reserve delivery periods when product has higher value to
harvesterswithwhomthey are affiliated, the arbitrator(s) will have the authority to "smooth" first wholesale
prices over aperiod that the arbitrator(s) determine is appropriate.

Because there will be some time lag between deliveries to which the default price applies and the
determination of that price, the arbitrator(s) will establish amethod for projecting the default price, and will
establish aformulafor determining the percentage of the default priceto be paid at delivery (asan advance),
and the balance to paid when the default price has actually been calculated (as a settlement).

PROCEDURE

1. Arbitrator.
Representatives of the harvesting and processing sectors select an arbitrator. If the two sectors are not able
to agree, each sector will choose an arbitrator, and the two so chosen will choose athird arbitrator.

2. Market Analyst.
Thearbitrator(s) sel ectamarket analyst, in consultation with representativesof the harvesting and processing

sectors.

2 Thereferencefirst wholesale pricefor purposes of constructing and applying the formulaisto be determined
in the course of the pre-season arbitration of the price formula. 1t could be, for example, the FOB point of production.

Appendix 3-4B, Fleet-Wide Alternative 1 April 2003



3. Data Gathering.
Thearbitrator(s) and the market analyst (the" Team"") meet with each processor individually as necessary (to

address antitrust issues) and harvestersindividually and/or collectively (subject to the vertical integration
standards of generally applicable antitrust |aws®) to:

a. gather data relevant to determining the historical distribution of first wholesale crab product
revenues between harvesters and processors,

b. determine a method for constructing a composite first wholesale price from the IPQ holders’ crab
product transactions;

c. determine composite price adjustment factors for each crab delivery port, to reflect the differential
costs associated with delivering to, processing at and shipping from each port;

d. determinethe percentage of the default priceto be paid at delivery (as an advance), and the balance
to paid when the default price has actually been calculated (as a settlement);

e. determine the start date and duration of the period during which harvesters may "put” their IFQ to
an IPQ holder with available IPQs, on afishery by fishery basis;

f. determinethelevel of "upward" vertical integration of each IPQ holder, and to determine, in cases
whereaprocessor doesnot sell product on anarm’'slength basisat thefirst wholesalelevel, thevalue
accrued by the processor at each transaction level up to and including thefirst point at whichit sells
onan arm'slength basisto athird party (which will be used to back-calculate aproxy first wholesale
price for any such processor); and

g. thevariety of crab product forms projected to be produced and the likely marketsfor such products.

4. |nitial Discussions/Mediation.

Not lessthan 120 days before the opening of thefirst crab fishery of the upcoming year, the Team meetswith
each processor individually and with harvesters collectively (subject to the vertical integration standards set
forth above) to present their preliminary conclusions regarding the items listed in section 3., above. The
arbitrator(s) seek consensus among representatives of the harvesting and processing sectors regarding these
issues.

5. Contract Negotiation Period.

The Team encourages harvesters and processors to negotiate voluntary contracts concerning IFQ/IPQ
transactions prior to the opening of the period during which put options may be exercised. Thearbitrator(s)
allow adequate time between theinitial discussions and mediation referenced in Section 4., above, and the
opening of the put option period(s) to facilitate contract negotiation and formation.

6. Arbitration.

Not less than 30 days before the first crab fishery opens, the arbitrator(s) stipulate the revenue distribution
formulas, method for constructing compositefirst wholesal e prices, advance and settlement percentagesand
the put option periods for each fishery, if they have not been agreed upon by al 1PQ and IFQ holders.

%6 Currently, the standards to be applied are the general standards promulgated in the Hinote case, and not the
more permissive standards applicable to processor affiliates participating in AFA cooperatives.
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7. Composite Price Calculation.

Throughout the year, the market analyst surveysthe crab product market, and publishes aweekly composite
price based on the survey structure and price construction methodology devel oped by the Team. Theweekly
composite priceisasingle price per species, based on the weighted average of the arm’s length transactions
in products produced from that species.

8. Price Smoothing Function.

The weekly composite prices may be used, at the arbitrators' discretion, to establish a single season or
multi-week price, to "smooth" differences between pricesat delivery and prices at the time of product sales,
andto addressoptimal delivery timesbeingreserved to processor-affiliated vessels. Inaddition, for purposes
of determining appropriate seasonal advance payments at delivery, the Team will produce a weekly
projection of the smoothed price that would apply to deliveries made during a given week.

9. Delivery Mechanics.

In the absence of a contract, a fisher would have the option to put his IFQs to a processor with available
IPQs” at the default price, during the put exercise period. A harvester may exercise its put option by
providing anoticeof intent to deliver, proposing place, time, quantity, etc. Theamount of IFQ involved must
besubstantial, relativeto the harvester'suncommitted IFQ. Upon aharvester putting | FQ to aprocessor with
available I1PQ, the put IFQ and the equivalent amount of IPQ are reserved until: (i) terms of delivery are
agreed upon (inwhich casethe IFQ and IPQ are committed), (ii) the harvester withdrawsthe IFQ put (which
may be any time through the harvester electing to undertake binding arbitration with respect to the put), or
(iii) expiration of the negotiation period, if the harvester does not elect to enter binding arbitration. The
negotiation period is 5 business days for harvesters that are not members of a cooperative, and 7 business
daysfor harvestersthat are. In caseswhere aprocessor objectsto any term of the IFQ put, the matter is not
resolved through negotiation during the negotiation period, and the harvester elects to undertake binding
arbitration, the dispute will be arbitrated by the arbitrator(s) selected to determine theformula. To reduce
the administrative burden associated with such dispute resolution, the arbitrator(s) are expected to use
reasonabl e efforts to consolidate such disputes on a processor by processor basis, such that each processor
is subjected to no more dispute resol ution sessions than necessary, and to conduct the related arbitration(s)
expeditiously.

10. Opt-In.
After the put option period has closed, a harvester with uncommitted IFQ may deliver to a processor with

uncommitted |PQ by either (i) accepting the delivery terms established under put option arbitration(s) with
that processor, or (ii) by negotiating mutually agreeable delivery terms with the processor.

11. Payment.

Because the price smoothing function may introduce some lag between delivery and price determination,
payments will be made on an advance and settlement basis. The advance percentage isintended to be that
whichtypically applied pre-rationalizationintransactionswhere aharvester was not sharing market risk, and
is expected to be areasonably high percentage (i.e., 80%) of the projected composite price. The settlement
will be calculated promptly following the close of the price smoothing period, and paid promptly thereafter.

12. Performance-Related Dispute Resolution.

Disputes arising out of any IFQ/IPQ transactions (including but not limited to disputes concerning product
quality, delivery, payment or other harvester and processor performance obligations) will initially be
addressed through standard commercial contract procedures (i.e., notice of breach, opportunity to cure for
a commercially reasonable period, etc.). Disputes that are not resolved through such procedures will be

2 A regularly updated report of processors holding uncommitted |PQswill be issued during the "put" exercise
period and thereafter.
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submitted to binding arbitration before the arbitrator(s). To reduce the risk that disparate resources could
affect the outcome, the costs of arbitration will be paid out of the pool of fundscollected (astaxesor industry
assessments) to support the price arbitration process. On the other hand, to discouragefrivolousor strategic
(as opposed to substantive) complaints, the arbitrator(s) may deny accessto arbitration or assess arbitration
costs and fees in cases where a party asserts a non-substantive claim.

SUMMARY COMMENTS

The arbitrator(s) pre-season functions (other than determining the historical distribution of first wholesale
revenues) are repeated annually. The arbitrator(s) are expected to take into account changesin fishery and
market characteristics, such as changes in season duration and product forms each successive season, and
to adapt the structure and function of the model accordingly, while preserving its general parameters.

In addition to developing a composite base price formula, the arbitrator(s) and the market analyst will be
expected to developindividual port price adjustment factors, to reflect the differential costsof deliveringto,
processing in and shipping from each community.

The arbitrator(s) may exclude high value products from the composite price calculation in cases where
processors and/or harvesters have incurred extraordinary expenses or made capital investments to produce
such products, or in cases where the arbitrator determines exclusion of such products is appropriate to
provide an incentive to improve efficiency or product quality. The arbitrator(s) would not be expected to
exclude high value products in cases where the higher value relates to market timing.

Price smoothing is intended to eliminate the need to track product from delivery to first arm’s length sale,
reducing administrative burden to processors. Further, price smoothing isintended to address the disparity
in value related to delivery timing, where delivery periods associated with peak values are reserved to a
processor’s affiliated fleet, and/or in cases where a processor chooses to process products other than crab
during such periods. Ontheother hand, it may be appropriate in some circumstancesto allow the composite
price to float with the market price, to reflect differences in value associated with harvest timing, such as
in-fill percentages, and generally applicable market cycles. Thearbitrator(s) will have substantial discretion
in balancing relevant factors, and determining the appropriate duration and scope of the price smoothing
function.

The arbitrator(s) will have the authority to address market timing and processor operational or logistical
considerationsin put option arbitrations. On the other hand, the arbitrator(s) will be expected to addressthe
opportunity costs incurred by harvesters as the result of addressing those considerations.

Because the historical distribution of first wholesal e revenues was based on an ex-vessel cash sales and not

on profit/loss sharing, it did not include risk compensation for fishermen. Therefore, in cases where the
ultimate composite priceislessthan the advance, fishermen would not be expected to refund the difference.
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APPENDIX 3-4C
Experimental Analysis of Arbitration Structures
Preliminary Results

Atits June 2002 meeting the North Pacific Fishery Management Council selected apreferred alternativefor
the rationalization of the Bering Sea/Aleutian Ilands crab fisheries. As a part of its decision, the Council
formed an industry committeeto devel op an arbitration program to resolve ex vessel price disputes between
harvesters and processors. The committee devel oped two alternative structures for the arbitration program
for consideration by the Council. To help the Council understand of the implications of the different
arbitration structures, Council staff contracted Charles Plott, Ph.D. of CaliforniaInstitute of Technology to
conduct an experimental analysisof thetwo arbitration structures preferred by the committee.* The analysis
is to determine whether differences in the bargaining strength of sectors are inherent in the different
arbitration structures.

Experimental economic analysis is the use of a controlled institutional environment with real money
incentivesto examine economic outcomes. Experimental methods are particularly useful for testing theories
that are applied in an uncontrolled environment. Experimental methods are also useful for examining a
complex institutional systemtoorichfor comprehensivetheoretical analysis. Theapplication of experimental
methods to the arbitration system in the crab fishery is intended to isolate the influence of the different
arbitration structures to facilitate the analysis of those structures.

Dr. Plott hasapplied experimental methodsto avariety of complex allocation problems, including allocation
of resources on Space Station Freedom, the markets for emissions permits in southern California
(RECLAIM), and mechanismsfor pricing the use of natural gas pipelines, the auctioning of theright to use
railroad tracks, markets for electric power in California and the design and implementation of the auction
used by the Federal Communi cations Commission for the sale Personal Communi cations Systems licenses.

Following isadescription of the experiment and its results. Thisreport concludeswith adiscussion of some
caveats concerning the interpretation of the results.

Environment

Three experiments were conducted, two using the fleet-wide model and one using the last best offer model.
Different players participated in the different experiments, so all participants entered the experiment with
no experience.

A three to one ratio of harvesters to processors was maintained in each experiment. The first fleet-wide
experiment used three processorsand nine harvesters, the second fl eet-wi de experiment and thelast best of fer
experiment used two processors and six harvesters.

Thefirst fleet-wide experiment consisted of 3 periods. The second fleet-wide experiment and the last best
offer experiment used 4 periods each.

Each harvester is allocated 20 shares each period. 18 of these shares are A shares (requiring delivery to a
processor holding processing shares) and 2 are B shares deliverable to any processor. Each processor is
allocated 54 shares.

Harvesters had a per share operating cost of 50 francs in the fleet-wide experiments. In the last best offer
experiment harvesters had a per share operating cost of 75 francs per unit. Processors have no operating

L A copy of Dr. Plott’s vitais attached.
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costs. This assumption does not affect the results. Operating costs of each sector are unknown to the other
sector. Harvesters can convey a slight benefit on processors by timing of deliveries. Making adelivery ina
manner that favors a processor increases the processor’ s return by 10 francs. Harvester’ s bear aminor cost
(of 5 francs) for making a timely delivery. This factor is within a harvester's control but is outside
negotiations. The harvester can use delivery timing to build a reputation with the processor.?

Revenues generated for delivery of ashare by processors are 200 francsin the fleet-wide model. In the last
best offer mode! these revenues were 225 francs per share.® The historic division of revenuesin the fishery
is0.7 to harvesters and 0.3 to processors.

Prior to commencing negotiations all parties are informed of the historic division of revenues (i.e., 70/30).
They also are informed of the arbitrator’s decision rule, which differs dightly between the two models.
During the experiment, on the completion of any contract all participants were informed of the negotiated
price in the contract. Harvesters did not collude in negotiating prices for any deliveries.*

Fleet-wide Model

Prior to negotiations, the fleet gathers and adopts a initial proposed price for A share deliveries, which is
announced to the processing sector.> A negotiation period follows during which contracts can be formed for
any deliveries on avoluntary basis between any harvesters and processors that come to terms. At the end of
this negotiating period, each processor submits a price proposal, each harvester submits an arbitration price
proposal, and an arbitrated price is announced based on the arbitration rule.

The arbitration rule uses four numbers;

The average negotiated pricein the A share delivery market in the period
The historical division of revenues (70/30) fixed in all periods

The average harvester arbitration proposal in the period

The average of the processor proposals in the period

PR

Thetwo of thesethat are closest to the average negotiated price and the average negotiated price areretained
(i.e., three of the four are retained, always including the average price), then one of those three is selected
at random. The arbitration determines that A share delivery price only. Proposals apply only to A share
deliveries. B share prices are negotiated independent of the arbitration process.

After the arbitrated price is announced, a second negotiating period begins. At the expiration of the
negotiation period, harvesters can put deliveriesto processors at the negotiated price. A harvester can elect
not to make a put.

This completes a period (or season). The procedure is repeated in each following period.

Last Best Offer Model

Thisprocessbeginswith anegotiation period (with no harvester price proposal). During thisperiod contracts
can be formed for any deliveries on a voluntary basis between any harvesters and processors that come to
terms. At the end of thisterm, an announcement is made of the number of sharesheld by each processor that

2 Having timing in as a negotiated term would make the experiment overly complex. Four productswould need
to be included in the market; deliveries of A shares and deliveries of B shares, both with good and bad timing.

3 Revenues are akin to first wholesale prices.

* In the fisheries, harvesters might work together, using B share deliveries to elicit a higher price from a
processor.

® Prices here refer to ex vessel prices.
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are not under contract. Each harvester with available A shares then submits its preferences for processor
associations, ranking each processor. Harvesters are then assigned to processors using a “draft choice”
procedure, under which harvesters are randomly selected and assigned to processors with available shares
in accordance with their preferences. A harvester is constrained to negotiations for A share deliveries with
the identified processor for the remainder of the period.

A second negotiation commences, at the end of which any unresolved A share deliveries are subject to
arbitration at the election of the harvester. The arbitration is between the processor and the harvesters
assigned to the processor. The arbitration is final offer with each processor submitting a single proposal
applicable to all of its shares and each harvester submitting a proposal. For each harvester, the arbitrator
selects between the harvester offer and the offer of the assigned processor. A harvester may elect not to
arbitrate. Proposalsto the arbitrator apply only to A share deliveries.

The arbitration rule uses four numbers:

The average negotiated pricein the A share delivery market in the period
The historical division of revenues (70/30) fixed in all periods

The harvester proposal in the period

The average of the processor proposals in the period

PR

Thetwo of thesethat are closest to the average price and the average price areretained (i.e., three of thefour
areretained, alwaysincluding the average price), then one of thosethreeis selected at random. The proposal
that is closest to this number is the arbitrated price. The arbitration determines that A share delivery price
only. Harvesters are unconstrained in their B share deliveries (so they may make those deliveries to a
different processor than their A share deliveries without added cost.)

This completes a period (or season). The procedure is repeated in each following period.

Results of the Fleet-Wide Experiments

The results of the two fleet-wide experiments are shown in Figures 1 and 2. The figures show increasing
prices from period to period for both A share and B share deliveries. Different prices for A and B share
deliveriescan be observed. Inthe experiment, A sharedelivery pricesappear to drift upward withthe B share
delivery price. Pricesfor deliveries of both share types appear to tend toward acompetitive market outcome
in which processors would earn normal profits. This outcome could take several periods to transpire. The
cause of this outcome is not readily apparent. Delivery timing may contribute. Whether this outcome is
inevitable is not determined.

Theinitial harvester proposal has no influence on the outcome. That proposal is only remotely connected
to the arbitrator's decision. Since the initial harvester proposal is made prior to any contracting, it is
disregarded by processorsinfashioningtheir proposals. Inthisexperiment, in most instancesdeliverieswere
timed in a manner favorabl e to the processor.

Results of the Last Best Offer Experiment

The results of the last best offer experiment are shown in Figure 3. Two distinct markets develop for
deliveries of the different types of shares. Prices for A share deliveries are relatively stable in this
experiment. In this model processors use negotiated A share delivery prices to drive the arbitration result,
which keepsthat pricerelatively stable. A separate market developsfor B share deliverieswith substantially
greater competition and higher prices. This price appearsto be the competitive price. In this experiment, in
many instances deliveries were timed in a manner unfavorable to processors.
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Caveats

Theexperimentsare designed to elicit theimpacts of the different arbitration structures on outcomesof price
negotiations. Devel oping aworkable experiment alwaysrequiresreasonabl e assumptionswith respect tothe
environment, the institutional setting, and policies. Interpretation of the results requires accommodation of
those assumptions. Several factors likely to impact the outcome from the application of the arbitration
structuresinthefisheriescould not beincluded in the experiment. Theinfluence of thesefactors on outcomes
is lost to the experiment results. For example, the proposed standard to be applied by the arbitrator is a
historic division of revenues considering alist of enumerated factors (such as current delivery prices and
market devel opments). Although derived fromthearbitrati on standard, the somewhat mechanical ruleapplied
in the experiments does impact the experiment outcomes. The exact impact cannot be determined without
a complete understanding of the arbitrator’ s application of the standard, which is unknowable.

Another factor likely to have an impact on the outcome is share trading. In the experiments 90 percent of
each harvester’s allocation was A shares and 10 percent was B shares. Altering this ratio of holdings for
different harvesters might affect outcome for not only those individuals, but also for al others (through the
impact on the arbitrator’ s decision).

Several other factors are not incorporated into the experiment including:

e annual changesin TACs

e product market changes

e prior experience and knowledge of other participants

« differencesin participants (including share holdings, non-crab revenues, cost structures)

» geographic locations of processors and regional landing requirements (including their affect on
production costs and transaction costs)

e any influence of or on captain’s shares is omitted

Thesefactorsall couldinfluence price settlementsin thefisheries. In assessing the results of the experiment,
the potentia influence of these various factors should be borne in mind.
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Figurel
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Figure2
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Figure 3
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