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DATE: February 2, 2010

SUBJECT: Bering Sea and Aleutian Islands crab issues

ACTION REQUIRED
(a) Initial Review of right of first refusal modifications

(b) Initial review of an exemption from West region landing requirement for the Western Aleutian Islands
golden king crab fishery

BACKGROUND
(a) Initial Review of right of first refusal modifications

At its October 2009 meeting, the Council received an analysis of three actions to modify the community right
of first refusal on processor quota shares. Under the first action, community representatives holding the right
would have an additional 30 days to exercise the right and perform under the contract. The second action
would remove any lapse of the right, which occurs under current rules, if the processor shares are used outside
of the community for three consecutive years or if a community representative elects not to exercise the right
on an applicable transfer. The third action would limit the application of the right to assets located in the
community benefiting from the right. Under the current structure, a community representative that exercises the
right must accept the contract on its terms, which may include assets that are not located in the subject
community.

After public testimony, the Council requested staff to expand the analysis of the third action to include an
alternative under which the right would apply only to the processor quota shares. The Council scheduled an
initial review of this analysis for this meeting. A copy of the revised analysis is attached (Item C-3(a)).

(b) Initial review of an exemption from West region landing requirement for the Western Aleutian Islands
golden king crab fishery

Since the second year of fishing under the Bering Sea and Aleutian Island crab rationalization program,
participants in the Western Aleutian Island golden king crab fishery have expressed concern that the West
region landing requirement may be unworkable in that fishery. The program requires that 50 percent of the
catcher vessel Class A IFQ be landed in the area west of 174° West longitude. Under the program to date,
shore-based crab processing in this region has occurred only in the community of Adak. In the first four years
of the program, deliveries to the Adak plant were complicated as the operator of that plant holds few of the



processor quota shares in the fishery. Despite this mismatch, holders of processor shares have largely relied on
the plant in Adak for West region processing. Until the 2009/2010 season, this reliance on a single plant may
have contributed to leaving a portion of the TAC unharvested, as a limit on use of processor shares prevented
the entire West region allocation being processed at a single plant. To overcome this obstacle, the Council
adopted an amendment to the program exempting custom processing in the West region from the use processor
share caps, which NOAA Fisheries implemented in 2009. Although this regulation would resolve any issue
concerning the ability of the Adak plant to process all West region landings from the fishery, in August of
2009, the operator of that plant filed for bankruptcy. This filing prompted participants in the fishery to assert
that an exemption from the regional landing requirement should be available to address a shortage of
processing capacity in the West region. To fully realize the exemption, those participants made the following
two requests:

(1) NOAA Fisheries use an emergency rule to exempt the holders of West region designated IFQ and IPQ
from that regional landing requirement for the 2009-2010 crab fishing season. They request that the
exemption apply throughout the year, regardless of whether the Adak plant reopens, suggesting that it
is in the interest of all parties to make deliveries and process all landings in Adak, should the plant be
available. In addition, the parties assert that they have reached an agreement with the community of
Adak to compensate the community for the loss of tax revenues should the landings be redirected to
another location.

(2) The Council advance for analysis an amendment to the crab program that would provide an exemption
from the West region landing requirement, in the event that qualifying interested parties agree that no
processing capacity is available to support those landings.

In response, at its December 2009 meeting, the Council request that NOAA Fisheries undertake emergency
rulemaking establishing an exemption from the West region landing requirement for the current 2009-2010
crab fishing season. The Council letter formalizing that request and the NMFS response letter are attached as
Item C-3 (b)(1). In addition, the Council requested that staff develop an analysis of alternatives for an
amendment that would either allow for exemptions from the landing requirement in future years based on the
agreement of qualified parties that no shoreside processor is available in the region or remove the West region
landing requirement altogether. A copy of the analysis is attached (see Item C-3(b)(2)).
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EXECUTIVE SUMMARY

In August of 2005, fishing in the Bering Sea and Aleutian Island crab fisheries began under a new share-
based management program (the “rationalization program™). The program is unique in several ways.
including the allocation of processing shares corresponding to a portion of the harvest share pool. These
processor shares were allocated to processors based on their respective processing histories. To protect
community interests, holders of most processor shares were required to enter agreements granting
community designated entities a right of first refusal on certain transfers of those shares. Since
implementation, community representatives and fishery participants have suggested that some aspects of
the rights of first refusal may inhibit their effectiveness in protecting community interests. This
amendment package considers actions intended to address the following three of the concerns:

1) the lapse of the right after three consecutive years of use of the individual processing quota (IPQ)
outside the community or if a community entity elects not to exercise the right on a transaction to
which it applies;

2) the relatively short period of time allowed for exercising and performing under the right; and

3) the requirement that the right apply to all assets involved in a transaction, which could include
assets outside the community.

Purpose and Need Statement
The Council has adopted the following purpose and need statement for these actions:

The Bering Sea/Aleutian Islands crab rationalization program recognizes the unique relationship
between specific crab-dependent communities and their shore-based processors, and has
addressed that codependence by establishing community “right of first refusal” agreements as a
significant feature of the program. These right of first refusal agreements apply to the Processor
Quota Shares initially issued within each community, and are entered into and held by Eligible
Crab Community Organizations on behalf of each respective community.

To date, there have been several significant Processor Quota Share transactions, resulting in
Eligible Crab Community Organizations now holding between 20 percent and 50 percent of the
POS in each rationalized fishery. However, the ability of the right of first refusal to lapse may
diminish the intent to protect community interests. Also, limiting the time period to exercise the
right may conflict with the ability to exercise and perform under the right of first refusal. In
addition, some communities, when exercising the right of first refusal may have no interest in
purchasing assets located in another community and feel the right of first refusal contract should
exclude any such requirement.

Alternatives

The Council has identified three actions for this amendment package. In all cases, the actions are defined
by a single alternative that is compared to the status quo alternative, under which all aspects of the current
right of first refusal structure would be maintained. Under Action 1, the time available for a community
entity to exercise a right of first refusal would be extended from 60 days to 90 days, and the time for a
community entity to perform under the contract would be extended from 120 days to 150 days. Under
Action 2, any provisions under which the right would lapse are removed, requiring the holder of any
qualifying PQS to maintain a right of first refusal contract with the community entity for that PQS. Under
Action 3, a community entity’s right would be applied to either the subject PQS only (Alternative 2)orto
the subject PQS and assets located in the community intended to benefit from the right of first refusal
(Alternative 3).
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Effects of Action 1 — Increase the time for exercise and performance of the right of first refusal

In considering whether to exercise a right of first refusal, a community must examine the merits of the
transaction and arrange its performance. These factors suggest that an extending the period to exercise a
right and perform under the contract could be beneficial to entities making that decision. The extension is
likely to be particularly beneficial for communities that adopted provisions for public notice and meetings
to decide whether to exercise the right. Even this extended time period, however, is likely to pose a
challenge, for large transactions that include a variety of assets other than the subject PQS. Although
lengthening the time for exercise and performance under the right may benefit community entities,
lengthening those time periods could complicate transactions for parties affected by the right. Under the
terms of the right, a PQS holder and buyer can prevent a community entity from intervening in the
transaction, if the buyer agrees to grant a right of first refusal to the community entity and to use a portion
of the IPQ yielded by the PQS in the community for a period of years. Although these concessions may
affect the value of the assets transferred (including the PQS), the parties to the transaction can effectively
limit the ability of the community entity to disrupt the transaction by exercising the right. This ability may
limit both the difficulty posed by the time period extensions to PQS holders. As a result, the proposed
time period extensions are likely to have only minor effects on PQS holders, the parties they might
transact with, and community entities.

Effects of Action 2 — Removal of right of first refusal lapse provisions

Under this alternative, the provision under which the rights of first refusal on PQS lapse would be
removed from the contracts establishing those rights. Currently, the right lapses on use of the yielded [PQ
outside the community for a period of three consecutive years or if the community entity fails to exercise
the right when a transfer is made that is subject to the right. Making the right persist indefinitely would
establish a perpetual link between PQS and the community where processing occurred that led to the
allocation of that PQS. This community/PQS association would be maintained regardless of whether the
PQS holder used the yielded IPQ outside of the community for several years. In addition, once triggered
by a transfer, the right would supersede the interests of other parties, including communities where the
yielded 1PQ have been processed in the intervening years. The exercise of a right in this circumstance
could disrupt the dependence on the processing activity that developed in the community that attracted the
processing. At the extreme, this dependence could arise from several years of processing activity.
Community entities might also have multiple opportunities to acquire the PQS, since all transactions for
use outside the community would trigger the right. So, a community entity that was unable or unwilling to
intervene in a transaction for PQS will have the opportunity to intervene and acquire the shares in any
future transaction subject to the right. These future opportunities may be important, if the circumstances
and financing of the community entity change or the second transaction is on more appealing terms,
which could occur if fewer PQS are included in the transaction or prices change.

PQS holders are also affected by making the right indefinite in term. To the extent that rights of first
refusal diminish the value of these shares, that diminution would be perpetuated. Despite the existence of
the right, it remains likely that for most transactions PQS holders and buyers will avoid triggering the
right by agreeing to use the IPQ in the community to the extent required for avoiding triggering the right.
In the long run, meeting this minimal requirement may be more difficult, particularly if processing
activity is discontinued in some communities. To the extent that the right is intended to protect
community interests, that protection may be lacking under the status quo, in part, because of its current
lack of permanence. Yet, several other aspects of the right limit the effectiveness of the provision in
protecting community interests. By its nature, the right only applies to transfers. Absent a transfer, shares
may move freely among communities under other processing arrangements (including those internal to a
company, as well as custom processing arrangements). This limitation on the right leaves a community
entity unable to prevent the movement of processing from its community, as long as the PQS holder
chooses not to transfer the shares.
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Effects of Action 3 — Apply the right of first refusal to only subject processor shares or subject
processor shares and assets in the community of the entity holding the right

Under this alternative, right of first refusal contracts are required to provide that the right shall apply to
either 1) only the PQS or 2) the PQS and other assets physically present in the community of the entity
holding the right of first refusal. In the event assets not subject to the right are included in the proposed
sale, the price of the assets subject to the right shall be determined by an appraiser jointly selected by the
PQS holder and the entity holding the right. Several administrative aspects of the process will need to be
defined to implement this provision.

Under the second action alternative, the Council must define a method for determining items that are
subject to the right (i.e., assets that are “community-based”). Many assets are mobile and can be moved
among communities. For example, a company that sells its PQS with its floating platform may be
confronted by a community (or processor) claim that the floating platform is (or is not) a community
based asset. 1f the Council wishes to proceed with this alternative, a process would need to be defined for
determining the assets based in a community to which the right would apply.

Assuming that assets to which the right will apply are well defined, values must be established for those
assets independent of other assets included in the transaction but excluded from the right. The first step in
this process is indentifying the person (or persons) who will establish the value; a jointly selected assessor
is suggested by the current motion. The motion does not provide for the selection, if the parties are
unable to agree on a single assessor. A process for addressing this contingency should be
considered. As a part of that process, the Council should consider whether the price is a fair market
price and whether the effect of applying the right to only a portion of the assets included in a
transaction on assets that are not included in the right should be considered. Specifically, should the
loss of value of assets that might rely on the PQS (but are not subject to the right) be considered in
determining the price applicable to the right.

An additional procedural effect that arises from applying the right of first refusal to a subset of the assets
included in a transaction is a potential delay in timelines to accommodate determining the price of the
transaction. As a part of the development of a process for determining the price of assets covered by
the right of first refusal, the Council should consider a revised timeline that includes a time period
for price setting (which may also entail revising the time periods for exercising the right and
performing under the contract).

Notwithstanding the specific development of this action, PQS holders are likely to respond to the
application of the right to only PQS (and possibly community based assets) in a few predictable ways.
First, the PQS holder may attempt to negotiate an agreement with the community entity to allow the sale
to proceed without the entity exercising the right. To secure an agreement the PQS holder may need to
provide something of value to the entity, which could be financial remuneration or a portion of the PQS.
A community entity may have little leverage in this negotiation, if the PQS holder knows that the entity is
without the wherewithal to exercise the right, but the community could receive some compensation for
the security it provides by indicating its intent to allow the sale. CDQ groups that represent communities
are likely to be better positioned than other community entities, but this could change over time if the
other entities develop portfolios of fishing privileges and other interests. Alternatively, the person
receiving the PQS could avoid the right being triggered by agreeing to use the requisite amount of IPQ in
the community for the requisite period and extending the right to the entity in a second contract. This
approach would maintain the community entity’s interest in the PQS under the terms of the right with the
new holder. A third way to avoid community entity intervention in a transaction is for the PQS holder.
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prior to the transfer, to use the IPQ outside of the community for three consecutive years causing the right
to lapse.' To use this approach, the PQS holder would only need to move the IPQ from the community
ahead of the transaction to ensure the right lapsed; however, this approach provides the PQS holder with
the greatest flexibility at the time of the PQS sale. Lastly, a PQS holder that is undertaking a transaction
might also subdivide the transaction. One transaction could be for the PQS and associated community
based assets; the other transaction would be for any other assets. By subdividing the transaction in this
manner, the PQS holder and the buyer can ensure that the price of PQS and the price of other assets in the
transaction are set at an acceptable level, should the right holder intervene in the transaction. At the
extreme, assets not subject to the right could be offered at a nominal price, with the PQS and community
based assets carrying the bulk of the value of the transaction. Whether this avenue would be effective may
depend on the structure of the right developed by the Council. Clearly, a variety of contractual
arrangements might be made to ensure that the PQS holder receives reasonable value for assets (including

the PQS), particularly in cases where the value of the assets is highly dependent on the accompanying
PQS.

' This choice may be unavailable, if the Council elects to extend the right in perpetuity.
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1 INTRODUCTION

In August of 2005, fishing in the Bering Sea and Aleutian Island crab fisheries began under a new share-
based management program (the “rationalization program™). The program is unique in several ways,
including the allocation of processing shares’ corresponding to a portion of the harvest share pool. These
processor shares were allocated to processors based on their respective processing histories. To protect
community interests, holders of most processor shares were required to enter agreements granting
community designated entities a right of first refusal on certain transfers of those shares. Since
implementation, community representatives and fishery participants have suggested that some aspects of
the rights of first refusal may inhibit their effectiveness in protecting community interests. This
amendment package considers measures intended to address the following three of the concerns:

1) the lapse of the right after three consecutive years of use of the individual processing quota (IPQ)
outside the community or if a community entity elects not to exercise the right on a transaction to
which it applies;

2) the relatively short period of time allowed for exercising and performing under the right; and

3) the requirement that the right apply to all assets involved in a transaction, which could include
assets outside the community.

This document contains a Regulatory Impact Review (Section 2) and an Initial Regulatory Flexibility
Analysis (Section 3) of the alternatives to modify rights of first refusal established under the program.
Section 4 3contains a discussion of the Magnuson Stevens Act National Standards and a fishery impact
statement.

This document relies on information contained in the Bering Sea/Aleutian Islands Crab Fisheries Final
Environmental Impact Statement/Regulatory Impact Review/Initial Regulatory Flexibility Analysis/
Social Impact Assessment (NMFS/NPFMC, 2004).

2 REGULATORY IMPACT REVIEW

This chapter provides an economic analysis of the action, addressing the requirements of Presidential
Executive Order 12866 (E.O. 12866), which requires a cost and benefit analysis of federal regulatory
actions.

The requirements of E.O. 12866 (58 FR 51735; October 4, 1993) are summarized in the following
statement from the order:

In deciding whether and how to regulate, agencies should assess all costs and benefits of available
regulatory alternatives, including the alternative of not regulating. Costs and benefits shall be
understood to include both quantifiable measures (to the fullest extent that these can be usefully
estimated) and qualitative measures of costs and benefits that are difficult to quantify, but
nonetheless essential to consider. Further, in choosing among alternative regulatory approaches
agencies should select those approaches that maximize net benefits (including potential

? processor shares include both Processor Quota Shares (PQS), which are long term privileges to receive annual
allocations of Individual Processor Quota (IPQ), and IPQ. IPQ are a privilege to receive a specific poundage of crab
landings.

' The proposed action is a minor change to a previously analyzed and approved action and the proposed change has
no effect individually or cumulatively on the human environment (as defined in NAO 216-6). The only effects of
the action are the effects on the distribution of processor shares which will affect the crab harvests under the
program. As such, it is categorically excluded from the need to prepare an Environmental Assessment.
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economic, environmental, public health and safety, and other advantages; distributive impacts;
and equity), unless a statute requires another regulatory approach.

E.O. 12866 further requires that the Office of Management and Budget review proposed regulatory
programs that are considered to be “significant”. A “significant regulatory action” is one that is likely to:

«  Have an annual effect on the economy of $100 million or more or adversely affect in a material
way the economy, a sector of the economy, productivity, competition, jobs, local or tribal
governments or communities;

« Create a serious inconsistency or otherwise interfere with an action taken or planned by another
agency;

« Materially alter the budgetary impact of entitlements, grants, user fees, or loan programs or the
rights and obligations of recipients thereof; or

« Raise novel legal or policy issues arising out of legal mandates, the President’s priorities, or the
principles set forth in this Executive Order.

2.1 Purpose and Need Statement

The Council has adopted the following the purpose and need statement for this action:

The Bering Sea/Aleutian Islands crab rationalization program recognizes the unique relationship
between specific crab-dependent communities and their shore-based processors, and has
addressed that codependence by establishing community “right of first refusal” agreements as a
significant feature of the program. These right of first refusal agreements apply to the Processor
Quota Shares initially issued within each community, and are entered into and held by Eligible
Crab Community Organizations on behalf of each respective community.

To date, there have been several significant Processor Quota Share transactions, resulting in
Eligible Crab Community Organizations now owning between 20 percent and 50 percent of the
PQS in each rationalized fishery. However, the ability of the right of first refusal to lapse may
diminish the intent 1o protect community interests. Also, limiting the time period to exercise the
right may conflict with the ability to exercise and perform under the right of first refusal. In
addition, some communities, when exercising the right of first refusal may have no interest in
purchasing assets located in another community and feel the right of first refusal contract should
exclude any such requirement.

2.2 Description of Alternatives

The Council has identified three potential actions for this amendment package. In each case, the action
alternative is compared to the status quo. Action 1 extends the time available for a community entity to
exercise a right of first refusal from 60 days to 90 days, and the time for a community entity to perform
under the contract from 120 days to 150 days. Action 2 removes any provisions under which the right
would lapse, requiring the holder of any qualifying PQS to maintain a right of first refusal contract with
the community entity for that PQS. Under Action 3, a community entity’s right would be applied to only
the subject PQS (Alternative 2) or to the subject PQS and assets located in the community intended to
benefit from the right of first refusal (Alternative 3).

The specific elements and options identified by the Council are:

Action 1: Increase a right holding entity’s time to exercise the right and perform as required.

Alternative 1 — status quo
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1) Maintain current period for exercising the right of first refusal at 60 days from receipt of the
contract.

2) Maintain current period for performing under the right of first refusal contract at 120 days
from receipt of the contract.

Alternative 2: Increase an entity’s time to exercise the right and perform.
1) Require parties to rights of first refusal contracts to extend the period for exercising the right of

first refusal from 60 days from receipt of the contract to 90 days from receipt of the contract.

2) Require parties to rights of first refusal contracts to extend the period for performing under the
contract after exercising the right from 120 days from receipt of the contract to 150 days from
receipt of the contract.

Action 2: Increase community protections by removing the ROFR lapse provisions.

Alternative | — status quo
1) Maintain current provision under which the right lapses, if IPQ are used outside the community of
the entity holding the right for three consecutive years.
2) Maintain current provision, which allows rights to lapse, if the PQS is sold in a sale subject to the
right (and the entity holding the right fails to exercise the right).

Alternative 2 — Increase community protections by removing the provisions under which the right lapses.

1) Require parties to rights of first refusal contracts to remove the provision that rights lapse, if the
IPQ are used outside the community for a period of three consecutive years

2) Require parties to right of first refusal contracts to remove any provision for the right to lapse, if
an entity chooses not to exercise its right

3) Require that any person holding PQS that met landing thresholds qualifying a community entity
for a right of first refusal on program implementation to maintain a contract providing that right at
all times

Action 3: Apply the right to only POS and assets in the subject community.

Alternative 1 — status quo
The right of first refusal applies to all assets included in a sale of PQS subject to the right, with the

price determined by the sale contract.

Alternative 2: Apply the right to only POS.
Require parties to rights of first refusal contracts to provide that the right shall apply only to the PQS
subject to the right of first refusal. In the event other assets are included in the proposed sale, the price
of the PQS to which the price applies shall be determined by a) agreement of the parties or b) if the
parties are unable to agree, an appraiser jointly selected by the PQS holder and the entity holding the
right of first refusal.

Alternative 3: Apply the right to only POS and assets in the subject community.

Require parties to rights of first refusal contracts to provide that the right shall apply only to the PQS
and other assets physically present in the community benefiting from the right of first refusal. In the
event other assets are included in the proposed sale, the price of the PQS to which the price applies
shall be determined by a) agreement of the parties or b) if the parties are unable to agree, an appraiser
jointly selected by the PQS holder and the entity holding the right of first refusal.

The Council should note that additional specificity should be included in Alternative 3
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2.2.1 Alternatives considered, but not advanced for analysis

The Council and its crab advisory committee generally considered alternative time periods to those
proposed in Action |. No additional time periods were advanced for analysis. as the suggested time period‘
extensions. when juxtaposed with the existing time periods, are believed to present a reasonable range of
time periods for consideration. Any extension beyond that proposed by this action would be excessive by
presenting an unacceptable delay to completion of contracts.

No alternatives to Action 2 were considered, as any action short of extending the right indefinitely is
unlikely to achieve the lasting benefit intended by the Council for that action.

No additional alternatives to Action 3 were considered, as the two action alternatives are believed to be
the only workable options to applying the status quo, which applies the right to all goods in the
transaction.

2.3 Existing Conditions

This section describes the relevant existing conditions in the crab fisheries. The section begins with a
brief description of the management of the fisheries under the rationalization program, followed by
descriptions of the harvesting and processing sectors in the fisheries, including only information relevant
to this action. A brief description of communities dependent on the crab fisheries is also included as
background, concerning community effects of this action.

2.3.1 Management of the fisheries
The following nine crab fisheries are managed under the rationalization program:

Bristol Bay red king crab,

Bering Sea C. opilio,

Eastern Bering Sea C. bairdi,

Western Bering Sea C. bairdi,

Pribilof red and blue king crab,

St. Matthew Island blue king crab,

Western Aleutian Islands red king crab,
Eastern Aleutian Islands golden king crab, and
Western Aleutian Islands golden king crab.

Under the program, holders of License Limitation Program (LLP) licenses, endorsed for a fishery, were
issued owner quota shares (QS), which are long term access privileges, based on their qualifying harvest
histories in that fishery. Catcher processor license holders were allocated catcher processor vessel owner
QS for their LLPs’ histories as catcher processors; catcher vessel license holders were issued catcher
vessel QS based on their LLPs’ histories as a catcher vessel. These owner QS are approximately 97
percent of the QS pool. The remaining three percent of the initial allocation of QS was issued to eligible
captains as crew QS or “C shares”, based on the individual’s harvest histories as captain of a crab vessel.
QS annually yields individual fishing quota (IFQ), which represent privileges to harvest a particular
amount of crab (in pounds) in a given season. The size of each annual IFQ allocation is based on the
amount of QS held in relation to the QS pool in the fishery. So, a person holding 1 percent of the QS pool
would receive IFQ to harvest 1 percent of the annual total allowable catch (TAC) in the fishery. Ninety
percent of the “catcher vessel owner” IFQ are issued as “A shares”, or “Class A IFQ.” which must be
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