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NOTE to persons providing oral or written testimony to the Council: Section 307(1)(I) of the Magnuson-Stevens Fishery
Conservation and Management Act prohibits any person * to knowingly and willfully submit to a Council, the Secretary. or the
Governor of a State false information (including, but not limited to, false information regarding the capacity and extent to which a
United State fish processor. on an annual basis, will process a portion of the optimum yield of a fishery that will be harvested by
fishing vessels of the United States) regarding any matter that the Council, Secretary. or Governor is considering in the course of
carrying out this Act.
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AGENDA C-3(b)(1)
DRAFT JUNE 2009

North Pacific Fishery Management Council
December 2008 Motion

C-4 Agenda Items
C-4(a).(b), and (c¢) BSAI Crab Rationalization Program Revisions

Analysis of alternatives to revise the program

Purpose and need statement:

The Bering Sea/Aleutian Islands (BSAI) Crab Rationalization Program is a comprehensive approach to
rationalize an overcapitalized fishery in which serious safety and conservation concerns needed to be
addressed. Conservation, safety, and efficiency goals have largely been met under the program.

Experience under the BSAI Crab Rationalization Program has made apparent the need to analyze
alternatives to status quo to achieve: entry-level investment opportunities for active participants

This focused analysis on entry level investment opportunities for active participants will by definition
include an analysis of the A/B split through potential share conversions.

Additional flexibility under the program is needed to address some inefficiencies created through the
share matching system. For example, if a PQS holder opts not to apply for IPQ, the program should allow
competitive markets to determine whether resources are harvested rather than redistribute the IPQ for
share matching.

Processors and communities have received protections through processor quota shares under this program
since the year of implementation. Higher TACs afford an opportunity to expand competition while
maintaining protection for processor investments and recognizing community dependency under an IPQ
threshold.

Alternative 1:
No action, status quo.

Alternative 2:
Increase investment opportunities for active participants by increasing the proportion of C share
quota in all rationalized fisheries through a market-based reallocation.

Change the 3 percent C share allocation to:
a) 6 percent
b) 8 percent
¢) 10 percent

Suboption: Applicable only to b) and c) above (increase to 8 or 10 percent), redesignated C
shares will be subject to:

1) the A share/B share split (including regionalization)
2) regionalization

Suboptions: Use the following mechanism to achieve the increase (i and iii can be
combined):

North Pacific Fishery Management Council 1
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1) A pro-rata reduction in owner shares (distributed over a period not to exceed 5, 7, or
10 years) to create C shares available for active participants to purchase. Owner share
holders who meet active participation requirements would be able to retain their
converted C shares.

ii) A percentage re-designation of owner shares to C shares at the time of each transfer.
The purchasing owner is required to comply with the active participation definition
or divest of the C shares.

iii) A pro-rata reduction of PQS (distributed over a period not to exceed 5, 7, or 10 years)
and conversion into C shares available for active participants to purchase through
market transactions.

PQS/QS Conversion Rate

Each crab fishery may have a different conversion ratio. These ratios are based on rough
estimates of the relative value of each PQS to CVO QS. This range could be expanded or
modified based on further analysis.

a) 1PQSunit=-0.5 CVO QS unit

b) 1PQS unit=-0.4 CVO QS unit

¢) 1PQSunit=-0.3 CVO QS unit

d) 1PQS unit=-0.2 CVO QS unit

e) 1PQSunit=-0.1 CVO QS unit

f)  1PQS unit=-0.075 CVO QS unit

Alternative 3:

Increase investment opportunities for active participants by establishing a preferential purchase
and finance program for all share types (but no share conversion).

1) The Crab Advisory Committee is directed to consider the potential for a private
contractual proposal to increase investment opportunities for active participants. A
response and recommendations will be made to the Council.

2) The proposed program should address the following:

a. Establishing goals for an aggregate amount of QS owner shares to be held by active
participants at 5, 7, and 10 years.

b. Identify and address any potential impacts on industry efficiency or investment and
on communities.

c. Identify any regulatory issues that may need to be addressed, such as use and
ownership caps, and provide recommendations to address these issues.

Alternative 4:
C share Regional Fishery Association
The committee is tasked to review proposals to form a regional fishery association (RFA) to hold
and distribute C shares on behalf of RFA members.

If RFAs are established, the aggregate total of all C shares shall be:
a) 6 percent
b) 8 percent
c) 10 percent.

Component 1 (IPQ accounting when PQS holder opts not to apply)

If a PQS holder opts not to apply for IPQ in a year, distribute harvesting quota that would have
been the matching CVO IFQ A shares as open delivery B shares.

North Pacific Fishery Management Council 2
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Component 2 (Establish IPQ thresholds)

The amount of IPQ (individual processing quota) issued in any year shall not exceed,
Option a) in the C. opilio fishery,

i) 26 million pounds.
ii) 45 million pounds.
iii) 64 million pounds.
iv) 80 million pounds.

Option b) in the Bristol Bay red king crab fishery,
i) 12 million pounds.
ii) 15 million pounds.
iii) 18 million pounds (status quo).

Suboption: Any IFQ above the threshold will be auctioned by NMFS to the highest
bidder.

North Pacific Fishery Management Council
December 2008 Motion
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Right of first refusal modifications
North Pacific Fishery Management Council
June 2009

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.

In response to concerns of participants, the Council tasked it crab advisory committee review the right of
first refusal provisions to assess potential issues that limit the effectiveness of the right. The committee
discussed the following four possible issues:

1) the lapse of the right after three consecutive years of use of the individual processing quota (IPQ)
outside the community;

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

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

4) the potential for communities to have inadequate funding exercising the right.

In response to the Council’s request, the committee reached a consensus in support of two amendments to
the rights of first refusal. Under the first amendment, the time that a community has to exercise the right
would be extended from 60 days to 90 days and the time that a community has to perform under the
contract would be extended from 120 days to 150 days. These extended periods are intended to provide
communities with additional time to assess whether to exercise its right and arrange financing for the
transaction. The second suggested amendment would extend the right indefinitely, without lapse. This
modification is intended to ensure that historical community interests in the fisheries are maintained in

perpetuity.

The committee also discussed potential ways to address the other two issues directed to it by the Council.
Specifically, the committee discussed potential methods of applying the right to only community-based
assets (as opposed to all assets in a transaction). The committee was unable to reach a consensus on this
issue. The committee also discussed potential measures to improve a community’s ability to use the right
of first refusal. The committee supported the development of a loan program that could support
acquisition of shares under the right by communities. At its February 2009 meeting, in light of the
committee’s report, the Council directed staff to prepare a discussion paper examining these four issues.
This paper is staff’s response to that request.

Background
Under the rationalization program, the Council adopted a provision for community rights of first refusal

on PQS. The representative entity of any community that supported in excess of 3 percent of the quallﬁed
processing in any fishery received the right on the PQS arising from processing in that community.' In

! The community of Adak was excluded from the rights of first refusal, as that community received a direct
allocation of 10 percent of the Western Aleutian Islands golden king crab fishery.
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addition, entities representing qualified communities in Gulf of Alaska north of 56°20° N latitude
received a right of first refusal on any PQS issued based on processing in a community not qualifying for
a right of first refusal in that same area of the Gulf.

In the case of CDQ communities, the representative entity holding the right is the local CDQ group. In all
other communities, the right is held by an entity designated by the community. The right is established by
a contract that between the community entity and the PQS holder. Under the contract, the right applies to
any sale of PQS and sales of IPQ, if more than 20 percent of the PQS holder’s community-based IPQ in
the fishery were processed outside the community by another company in 3 of the preceding 5 years.> To
exercise the right, the community entity must accept all terms and conditions of the underlying
agreement.

Any intra-company transfers are exempt from the right of first refusal. To qualify for this exemption, the
IPQ must be used by the same company.® In addition, transfers of PQS for use in a community are exempt
from the right. To meet this exemption requirement, the purchaser must agree to use at least 80 percent of
the annual IPQ in the community in 2 of the following 5 years and grant a right of first refusal on the
received PQS. Under two circumstances, the right will lapse. First, if a company uses its IPQ outside of a
community for three consecutive years, the right on the underlying PQS lapses. Second, if a community
entity chooses not to exercise the right on the transfer of PQS, the right also lapses.

To exercise the right, a community entity must provide the seller of PQS with notice of its intent to
exercise the right and earnest money in the amount of 10 percent of the contract amount or $500,000,
whichever is less, within 60 days of notice of a sale. In addition, the entity must perform under the terms
of the agreement within the longer of 120 days or the time specified by the contract.

Based on the qualifying criteria, 7 community entities received rights of first refusal in the different
fisheries governed by the program (see Table 1). The distribution of rights differs across fisheries, with
Akutan, Unalaska, King Cove, St. Paul, and St. George all starting the program with rights on
approximately 10 percent or more of the PQS in at least one fishery.

The limitations of the ‘cooling off® provision prevented much of the IPQ subject to the right of first
refusal from being used outside the community of origin in the first two years of the program. Only in the
third year of the program (once the cooling off limitation lapsed) was any sizeable portion of the IPQ
permitted to be moved. As a result, rights of first refusal on PQS are believed to have lapsed (as a result
of use outside the community) in only a few instances. Most notably, the right is believed to have lapsed
with respect to PQS arising from historic processing in St. George. The St. George harbor and its entrance
were damaged by a storm in 2004. In the first two years of the program, that damage was found to have
prevented processing in St. George. As a consequence, the right of first refusal lapsed on shares for
which the Aleutian Pribilof Island Community Development Association (APICDA) holds rights of first
refusal on behalf of St. George under the terms required by regulation. Despite these provisions, APICDA
is reported to have reached agreements with both PQS holders. Under the agreement with one of the PQS
holders, APICDA received the PQS formerly subject to the right. The terms of the other agreement are
not known.

2 Although custom processing of IPQ outside of the community could be argued to trigger this right on a subsequent
transfer, a PQS holder could engage in custom processing for an indefinite period without triggering the right, if no
transfer of IPQ is made.

3 It is believed that this provision does not apply to custom processing arrangements, as no share transfer occurs
under those arrangements.
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Table 1 Distribution of rights of first refusal by community on implementation.

Number Percentage

. . Right of first
Fishery Region of PQS  of PQS

refusal boundary holders poal

None 1 0.0

Noth o paul 2 2.7

Akutan 1 20.8

False Pass 1 3.9

Bristol Bay red king crab King Cove 1 9.8
South Kodiak 3 4.0

None 4 36

Port Moller 3 37

Unalaska 11 51.5

None 3 1.0

North St. George 2 9.7

St. Paul 6 36.3

- Akutan 1 9.7

Bering Sea C. opilio King Cove 1 6.3
South Kodiak 4 0.1

None 4 1.8
Unalaska 13 35.0

Eastern ﬁeutian is!anﬁs South ﬁone 1 1.7
golden king:rab Unalaska 7 98.3
None 1 0.3
North g paul 5 67.3

Pribilof red and blue king Akutan 1 1.2
crab King Cove 1 3.8
South  \ odiak 4 2.9

Unalaska 5 24.6
None 5 64.6
North i Paui 4 13.8

St Matthew Island blue Akutan 1 2.7
king crab King Cove 1 13
South  y odiak 1 0.0
Unalaska 6 17.6

Source: RAM PQS data 2007-2008.

In addition, PQS allocated based on processing in the Aleutians East Borough communities (i.e., Akutan,
False Pass, King Cove, and Port Moller) was permitted to be moved within the borough during the
cooling off period. As a consequence, rights of first refusal for the benefit of those communities may also
have lapsed from movement of processing.

Also, certain IPQ have had the right removed as a consequence of other transfers that have occurred in the
first few years of the program. In some cases, the PQS has been transferred to the right holder (see Table
2), while in others the right has lapsed because the right holder chose not to exercise the right at the time
of a transfer (see Table 3). In one instance, a PQS holder elected to divest of a portion of its PQS holdings
to remain within permitted share use caps.

In five cases, community entities holding the right have acquired PQS subject to the right. In one fishery,
a portion of the PQS subject to the right was transferred to the community entity holding the right, while
the right with respect to another portion of the PQS was allowed to lapse. In another fishery the PQS
represented a relatively small portion of the total PQS on which the entity held rights of first refusal and

Right of first refusal modifications 3
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the PQS buyer was a different community entity. Rather than intervene in the transfer, the right holder
elected to allow the transaction to proceed, lapsing the right of first refusal. In another instance, a PQS
holder transferred its PQS to the right holding community entity to avoid a potential affiliation that would
have prevented participation in the arbitration program. In most cases, right holding community entities
have been actively involved in PQS transactions involving shares subject to their rights. In some cases,
those entities have acquired shares; in others, they have allowed transactions to proceed. This community
involvement in transactions suggests that the right has affected community interests.

Assessing the extent to which rights have lapsed, beyond those voluntarily reported to NOAA Fisheries,
is difficult because of the nature of available landings data. While some PQS holders have reported
lapsing of rights voluntarily, regulations do not require PQS holders to report lapsing of a right. Although
geographic landing requirements are applied in the program, records concerning location of landings are
limited by record keeping protocols. Currently, most deliveries to floating processors are recorded as ‘at
sea,” without designation of a port. These ‘at sea’ deliveries may take place within community
boundaries, and therefore may not be considered as being outside of the community that benefits from the
right of first refusal. On the other hand, landing records will not fully reflect the geographic distribution
of landings, which may result in several rights lapsing (because of use of IPQ outside of the community
for three consecutive years). In addition, no system is in place for reporting and documenting the lapse of
rights of first refusal. Given this shortcoming, it is possible that other rights of first refusal may have
lapsed.

Table 2. Percentage of PQS transferred to right of first refusal holder by fishery (as of 2009).
torthidr

Percent of PQS
Fishery pool
Bristol Bay red king crab 8.8
Bering Sea C. opilio 6.1
St. Matthew Island blue king crab 0.1

Source: NMFS RAM Division database.

Table 3. Percentage of PQS on which right of first refusal lapse has been reported to NMFS by fishery (as of
2009).

Ipsd

Percent of PQS
Fishery pool
Bristol Bay red king crab 4.0
Eastern Aleutian Island golden king crab 6.9

Source: NMFS RAM Division database.

In developing an amendment package to address issues that have arisen with the rights of first refusal, the
Council should consider its purposes for taking these actions and whether those purposes will be
achieved, when considering whether to advance this action. To date, the rights have provided community
entities with some degree of leverage with PQS holders that are attempting to move processing from a
community. To date, this leverage has been largely asserted indirectly, as community entities have
negotiated the purchase of PQS, in circumstances when the holder has had an interest in divesting of those
shares or when the movement of processing has attracted political -attention. Maintained in its current
form (even with the suggested amendments), the right is likely to continue to have its greatest effect
through these indirect means. PQS holders desiring to move processing from a community may avoid
triggering the right in many instances, as the right is only triggered by a transfer. A PQS holder may use
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the yielded IPQ at another of its plants or may have the IPQ custom processed at another company’s plant
without triggering the right. If the buyer of the PQS is willing to use a portion of the yielded IPQ in the
community in 2 of the first 5 years after the transfer, the right is not triggered. After that period, the IPQ
may be moved, provided not transfer is made. This limited applicability of the right may prevent
modifications from fully achieving the Council’s objectives. Yet, solving these shortcomings (or
developing alternative community protections) could require large scale changes to the rights, which
would not be simple to devise and could be disruptive to the current distribution of interests.

Extension of the periods to exercise and perform under the right of first refusal
Under the current right of first refusal contract requirements, a community entity has 60 days from receipt

of a contract defining a transfer from a PQS holder to exercise the right of first refusal. Within that time
period, the community entity must inform the PQS holder that it is exercising its right and provide earnest
money of 10 percent of the transaction amount or $500,000, which ever is less. The 60 day period in
which to exercise the right is intended to provide community entities with the opportunity to assess the
merits of intervening in the transaction. For some entities, such as CDQ groups, decisions of whether to
enter simple, low value, transactions may be made expeditiously; however, larger more complex
transactions, could involve a more extended decision making process for a community entity.

In considering whether to exercise a right of first refusal, a community must examine the merits of the
transaction. Under the current rules, the entity must assess the value of the various items included in the
transaction, which may include items other than PQS and could include items that are not present in the
community and items that cannot be relocated to the community. Each item in the transaction must be
assessed along with its value as part of the transaction, as a whole. In some cases, the entity may need to
assess the values of different groups of assets in the transaction. For example, an entity may wish to retain
only those assets based in or movable to the community.* To make these determinations, an entity may
need to consult experts or conduct its own appraisals. In addition to the other steps involved in the
decision making process, the entity may need to arrange financing. Depending on the purchase, financing
arrangements may require substantial due diligence on the part of any financing party. Independent
assessments of the transaction, including valuations of possible collateral may be necessary. In some
instances the entity may undertake a public meeting process or take formal board action to make a
purchase. Notice requirements may be applied to any such meetings. Each of these various steps in the
decision making process will require time.

Community entities may also need to undertake considerations beyond those confronted by entities acting
as simple business entities. For example, an entity may only wish to exercise the right, if it is confident
that the assets will bring some level of benefit to the community. Achieving these benefits may depend on
relationships with other community-based operations and commitments of residents. These relationships
and arrangements may be complex and commitments may take time to attain. Each of these factors
suggests that an extended period for making a decision of whether to exercise a right could be beneficial
to entities confronted by that decision. In some circumstances, a 30 day extension to a 90-day period, as
suggested by the crab advisory committee, could be adequate for an entity to better evaluate a transaction,
access earnest money, make preliminary financing arrangements, and make an appropriate decision
concerning the exercise of its right.

In addition to having a limited period of time to exercise a right, community entities also have a limited
period of time in which to perform under the right of first refusal. Under the current rule, an entity has

4 The willingness of an entity to retain items will likely vary across entities. CDQ groups with substantial fishing
interests in many locations may be more interested in retaining items outside the community for use as a part of their
fishery ventures.
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exercised its right has 120 days from receipt of the contract to fully perform under the contract. This
added time for performance is intended to provide the entity with adequate time to finalize financing
arrangements. This extended period could also allow for the entity to make additional arrangements, such
as partnerships or transactions for portions of the assets that it may not wish to maintain. The additional
90 days from the time from the exercise of the right is intended to ensure that the transaction may be
finalized, with all necessary due diligence by lenders. If time to exercise is extended 30 days,
concurrently extending the time to perform will maintain the existing 90 day window between the
deadline for exercising the right and performing under the contract. This time was adopted to ensure that
the community entity and any lenders would have adequate time to complete the transaction. Adding 30
days to the periods for exercising the right and performing under the applicable contract may make the
right of first refusal more accessible to community entities wishing to enter a contract to protect a
community’s interests.

The current rule, which allows a community entity 60 days to determine whether to exercise a right, may
challenge some community entities (particularly entities that use a more structured decision making
process, face a more complex transaction, or have less experience in the industry); however, lengthening
the time for decision making could complicate transactions for parties affected by the right. PQS holders
and those wishing to acquire PQS may invest substantial efforts arranging transactions. Time may be of
the essence in these transactions because of the seasonality of fisheries. Allowing an extended period for a
community entity to exercise a right of first refusal may impinge on operations, if the time period extends
into the fishing season. The extent of this disruption will depend on the transaction and its timing. If the
transaction includes assets other than PQS (such as processing equipment or groundfish fishery assets) the
disruption could be of even greater significance. These factors all suggest that an extended time period for
the decision of whether to exercise a right could be problematic for the parties to the transaction.

In considering whether to extend the time periods for exercising the right and performing under the
contract, the Council should also consider that the PQS holder and the buyer can prevent a community
entity from intervening in the transaction, if the buyer agrees to grant a right of first refusal to the entity
and to use the IPQ yielded by the transferred PQS in the community in two of the following five 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 b
exercising the right. This ability may limit both the difficulty posed by the extensions and their
effectiveness in protecting community interests.

Possible amendments:
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.

Extending the right permanently
Under the current contract requirement, the right of first refusal lapses, if the IPQ yielded by the PQS

subject to the right is used outside of the community for three consecutive years.” The rationale for this
lapse is that the community’s connection to the PQS may be diminished, if the yielded IPQ are used

5 The contract also provides the community entity with a right of first refusal on the IPQ, if more than 20 percent of
IPQ from a holder’s community-based PQS is processed outside of the community by another company in 3 of the
preceding 5 years. Yet, the holder may avoid triggering the right, if the no transfer of IPQ is made. This may occur
by simply having the crab custom processed without transfer.
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outside of the community for an extended period. In addition, the right of first refusal lapses, if the right
holder elects not to exercise the right on a transfer to which it applies.® The rationale for rights lapsing
after these transfers is that the community entity chose to allow the transfer to occur, despite the
recipient’s intention to use the IPQ outside the community. Some proponents of strengthening the right of
first refusal (including a consensus of the crab advisory committee) have recommended removing the
provisions under which the right of first refusal lapses, effectively making that right permanent.

Making the right permanent 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 IPQ have been processed in the intervening years.

Establishing a permanent right of first refusal could also remove the provision that allows the right to
lapse, if a community entity elects not to exercise the right on a transfer of PQS with the intention of
moving processing from the community. Under the current provision, if a community entity elects not to
exercise its right when transfer is intended to move the PQS from the community the right lapses.
Although the entity arguably demonstrates its intent to allow the shares to leave the community by not
exercising its right, perpetuating the right could help overcome some other perceived shortcomings with
rights of first refusal. If an entity chooses not to exercise its right because it cannot arrange financing or
the transaction involves assets other than the PQS that the community has no interest in, extending the
right would provide the entity with a possible future opportunity to reassert its interest in the PQS.
Extending the right in this manner may aid entities (and communities) lacking the wherewithal to exercise
a right of first refusal.

To the extent that the right is intended to protect community interests, the right may be lacking, in part,
because of its 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. Yet, establishing a permanent right would prevent a
PQS holder from moving shares outside of the community until the right lapses prior to putting the PQS
on the market. Lapsing of the right in this manner could simplify any transaction to sell the PQS (and
other assets) by removing the encumbrance of the right.

In considering whether to advance for analysis a provision extending rights indefinitely, the Council
should consider the current structure and distribution of processing in the fishery, the possible
redistribution of processing activity in the future, and community interests at stake. Over time, processing
activity may be expected to be redistributed among communities. The redistribution will vary across
fisheries depending on efficiencies and evolving circumstances. Under current rule, IPQ are free to be
used in any location (within the designated region, if applicable). The only community-based limitation
on processing shares arises when a transfer of those shares is made. As a result, it is possible that a
community entity’s right of first refusal could be triggered by a transfer several years after the PQS has
effectively left the community.

¢ It should be noted that the right applies, only if the recipient of the PQS acknowledges that the transfer is for use of
the yielded IPQ outside of the community.
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The indeterminate movement of IPQ use among communities could result in unintended (and, at times,
paradoxical) effects. For example, IPQ use could shift dramatically from one community to another
without sales triggering the right. Even with a large shift of shares in to one community, a small portion
of the benefiting community’s PQS could be transferred with the intent of using the yielded IPQ in the
community that has lost processing. At the time of this transfer, the entity representing the community
that has benefited from attracting additional processing would have a right of first refusal on the transfer.
Under these circumstances, the right enhances the leverage of the entity of the community that has
attracted substantially more processing and provides no power to the community that has lost processing.
Although this possibility is somewhat speculative, it could arise in instances where a single company has
multiple operations in a region or where substantial amounts of processing are consolidated through
custom processing.

Possible amendments:
1) Require parties to rights of first refusal contracts to remove the provision that rights lapses, 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 meet landing thresholds qualifying a community entity
for a right of first refusal to maintain a contract providing that right at all times

Apply the right to the POS only (rather than all assets included in the transaction)
Some supporters of modification of the rights of first refusal have suggested that applying the right to

PQS only (as opposed to all assets that may be involved in a transaction) may more effective protect
interests of communities. Under the current structure, a community entity has a right of first refusal on a
transaction involving the subject PQS (including all assets included in that transaction). The provision
requires that an entity exercising the right accept all terms and conditions of the proposed transaction.
Transactions may include a variety of assets, including processing equipment and real estate. Some of
these assets may have no connection to the crab fisheries or the represented community. In these
instances, a community entity may be unable to effectively use its right for several reasons. Financing
may be more difficult to obtain as the cost of these additional assets drive up the transaction price. The
entity may have no justifiable interest in assets unrelated to its host community. Acquiring these unrelated
assets under the right may effectively require the entity to act as a broker for the assets to avoid
maintaining those assets beyond its local interests.

To avoid the potential complications that arise from applying the right to assets beyond the PQS, it has
been suggested that the right could be limited to the PQS. Under this approach, a community entity would
have a right of first refusal on any PQS included in transfers, but no other assets would be subject to the
right. Establishing such a right creates several issues. First, PQS values must be established,
independently of other assets. With few trades and little public information concerning those trades
developing a valuation method will be challenging. Under the current regulations, the right of first refusal
is administered directly by the parties to the contract establishing the right. NOAA Fisheries only direct
role in administration of the rights was ensure that contracts were established as required for PQS
issuance. Enforcement of contracts, once established, is through civil proceedings by the parties. If this
approach is continued, the regulations could define contract requirements that must be followed by the
parties to ensure that fair PQS valuations apply when the right is triggered. NOAA Fisheries role, under
this approach, would be to ensure that adequate contracts were entered by PQS holders prior to IPQ
issuance. A system by which the parties jointly select one or more persons to value PQS could be the
simplest approach to establishing a value for the PQS. Development of other competing methods for
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establishing a value could also be considered (and should be explored), if the Council wishes to proceed
with this action.

A second effect that arises from applying the right of first refusal to only the PQS in a transaction is a
potential disruption to the transaction and business operations of the participants. Transactions that
include assets other than PQS are likely to be valued based on all assets in the transaction (including the
PQS), as a whole. At the extreme, the value of assets (particularly crab processing equipment in a
community) could be quite minimal in the absence of the accompanying PQS. Given this possibility,
some participants may question the equity of the right to intervene in a transaction in a manner that
removes only a portion of the assets. It is unlikely that the buyer would obligate itself to complete the
transaction, in the event the right on the PQS is exercised. Consequently, the exercise of the right could
result in the community entity acquiring the PQS and the former holder of the PQS retaining all other
assets. Whether this outcome (the PQS would be separated from the assets as a result of the right being
exercised) would ever occur is doubtful, though. PQS buyers and sellers are likely to take steps to avoid
the outcome.

A few avenues may be pursued to avoid the separation of PQS from related assets. 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 could receive some compensation for the security it provides by
indicating its intent to allow the sale.

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 maintains that community entity’s interest in the PQS under the terms of
the right with the new holder. This approach would apply, only if the person acquiring the PQS is willing
to use the yielded IPQ in the community for a period of years. After that period expires, the IPQ may be
used outside the community.

A third way to avoid community entity intervention in a transaction is for the PQS holder, 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 need 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 would be for the PQS; 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, if the right holder intervenes in the
transaction. At the extreme, assets other than the PQS could be offered at a nominal price, with the PQS
carrying the entire value of the transaction. Alternatively, the sale of other assets may be contingent on
the sale of PQS (without exercise of the right). Clearly, a variety of contractual arrangements can 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. The extent to which

7 This choice may be unavailable, if the Council elects to extend the right in perpetuity.
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these different arrangements might circumvent the Council purpose for applying the right to the PQS
exclusively depends on the goal it intends to achieve with this change.

An alternative approach to applying the right of first refusal exclusively to PQS is to apply the right to
PQS and any assets based in the community protected by the right of first refusal. This approach
necessitates a system for valuing the PQS and other community-based assets. Valuing these other assets
(beyond the PQS) will further complicate administration of the right. As with an approach that applies the
right exclusively to the PQS, PQS holders and persons acquiring PQS could use a variety of means to
ensure that their positions are not diminished by the right. Whether these different arrangements subvert
the Council’s intent depend on its object in considering this amendment.

Possible amendments:

1) Require parties to rights of first refusal contracts to provide that the right shall apply only to the
PQS. 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) an appraiser jointly selected by the PQS holder and the entity holding the right of first
refusal, or,
b) further options to be developed by the Council.

2) 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) an appraiser jointly selected by the PQS holder and the entity holding the right of first
refusal, or,
b) further options to be developed by the Council.

A loan program to support community entity purchases

Periodically throughout discussions of community entity rights of first refusal, community representatives
and other stakeholders have suggested that the effectiveness of the right of first refusal may be limited in
cases where the right holder is without the wherewithal to exercise the right. Some supporters of the right
(and the crab advisory committee) have suggested that the development of a federal loan program to
support purchases of QS and PQS could benefit right holding entities and the communities that they
represent. Since the Council has no authority for the development of a loan program to support holders of
a right of first refusal on PQS, it may only suggest that such a program is appropriate.

The need for loan support likely varies substantially across these entities. CDQ communities are
represented by their local CDQ groups. These groups already hold substantial fishery assets and have
access to financing comparable to (or, in some cases, better than) many other participants in the fisheries.
Yet, it is possible that funding for particularly large transactions could be inaccessible to CDQ groups.
Other communities are represented by entities with substantially poorer access to financing. These entities
may find financing challenging on even small transactions. In considering whether to suggest that a loan
program be developed for right holders, the Council should consider these differences among right
holders and the scope of the program that it believes should be developed. If the Council believes that the
program should be used to support only certain transactions or right holders, it should develop criteria for
those limitations and a rationale for the limitations. These limitations could be developed (or suggested) at
this time or could be developed, if a loan program is authorized in the future.
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Conclusion

As the Council begins the process of developing an amendment package to modify rights of first refusal,
it should focus its efforts on developing a thorough understand of its purpose and the extent to which the
amendment package will achieve that end. In its current form, the right of first refusal provides a
community entity with some leverage in the event a PQS holder wishes to transfer PQS. Yet, a PQS
holder may take several measures to limit the effectiveness of the right. The moderate measures proposed
to date may strengthen the position of the community entity slightly; however, these measures are
unlikely to substantially change the negotiating position of a right holder, particularly if the PQS holder is
determined to undermine that negotiating position. More realistically, the right (either in its current form
or as modified by the proposed measures) will provide community entities (and the communities that they
represent) with both negotiating leverage and political leverage, in the event that a PQS holder wishes (or
attempts) to move IPQ use from a community to the detrimental of the community.
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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 are allocated as long term shares, known as processor quota shares (PQS), which
annually yield individual processing quota (IPQ) authorizing the holder to accept deliveries of the
corresponding harvest shares. The portion of the harvest share pool that must be delivered to a processor
holding unused IPQ is known as Class A individual fishing quota (Class A IFQ). In certain fisheries,
these allocations of Class A IFQ and IPQ are required to used in designated regions (i.e., the landing of
crab and its processing must take place within the designated region).

The program governs fishing in several crab fisheries, including the Western Aleutian Islands golden king
crab fishery. In the second year of the program, a noticeable portion of the quota in this fishery was left
unharvested. Some harvesters in the fishery assert that compliance with certain aspects of the
management program (including processor share and regional landing requirements) caused this failure to
harvest the quota. They also assert that those program requirements have hampered their ability to achieve
efficiency benefits intended by the program. In addition, representatives of Adak and the Adak-based
shore plant have expressed frustration with the program’s processor and community protections. Their
specific concern is that the program requires that 50 percent of the catcher vessel Class A IFQ (or
approximately 24 percent of the non-CDQ TAC) be landed in the area west of 174° West longitude (the
West region), an area that includes Adak. Yet, the qualifying years for the initial allocation of processor
shares excludes years after 1999, when processing developed in Adak and the West region. Adak
community and processor representatives have asserted that the mismatch of the regional landing
requirement compared with the Adak processing activity and the qualifying years has prevented the
program from achieving intended benefits to communities in the West region, particularly Adak. In effect,
the holders of processor shares in the West region do not correspond with the active regional processing
capacity in the West region of the fishery. So each year, these different interests have been required to
negotiate agreements for the use of IPQ in the fishery.

Although some participants believe that the program structure has created problems in the fishery, others
believe that few problems arose from the original program structure and any such problems have been
addressed by amendments. Most importantly, a yet to be implemented amendment that exempts custom
processing from use caps in the West region is argued to have addressed an impediment to using all West
designated IPQ in a single facility in that region. In addition, some participants believe it is the reluctance
of others in the fishery to use the systems created by the program (specifically the arbitration system) to
resolve issues that have cause problems in the fishery.'

Over time, stakeholders have suggested a variety of measures that could be used to address the perceived
problems in the fishery. Use-it-or-lose-it requirements for PQS that would reallocate PQS that was not
used in 3 of 5 years, reallocation of PQS and CP QS to address community issues, and reversion to a

! The Council has also requested an analysis of an amendment that would withhold IPQ, if a PQS holder fails to
apply for the allocation. In one year in the Eastern Aleutian Islands golden king crab fishery, a PQS holder chose not
to apply leading to substantial consolidation of IPQ holdings in that year. If IPQ are withheld when a PQS holder
fails to apply for an allocation, QS holders will receive additional Class B IFQ (which are not subject to IPQ landing
requirements).
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limited access fishery have all be suggested as measures to address the fishery’s problems. After input
from its crab advisory committee, members of the public, and the Advisory Panel and deliberations over
the course of several meetings, the Council has requested staff to examine the following two potential
measures to address perceived problems in the fishery: :

Emergency exemption from regionalization for Western Aleutian golden: A paper examining a
mechanism to provide an emergency exemption from regional landing requirements in the

Western Aleutian Island golden king crab fishery for lack of available processing capacity as
defined by private contract between the holders of Class A IFQ and matched IPQ.

POS removal for Western Aleutian golden (WAG): A paper examining a component to
extinguish PQS in the Western Aleutian Islands golden king crab fishery (including options to
extinguish west designated PQS only and to compensate PQS holders). The purpose of the
proposed action is that additional flexibility under the program may be needed to address some
inefficiencies created through the share matching system. For example, the program may need to
be adjusted to avoid stranding resources when market conditions do not support PQS restrictions.

The paper begins with a background section that is intended to shed light on the perceived problems in the
fishery. The paper then goes on to discuss the two proposed measures and their potential to address those
problems and a brief assessment of potential issues that could arise under the measures.

Background

Prior to implementation of the rationalization program, the crab fisheries were managed under the License
Limitation Program (LLP). Under that program, 28 licenses carried endorsements authorizing
participation in the Aleutian Islands golden king crab fisheries (including the Western fishery). Despite a
relatively constant TAC leading up to implementation of the rationalization program, the license limits
were not constraining and the fishery did not attract the level of competition of other crab fisheries (see
Table 1). The fishery’s small TAC and distant and relatively limited grounds are believed to have been an
effective deterrent to entry to those qualified under the LLP.

Table 1. TACs, catchs, and participation by operation type in the Western Aleutian Islands golden king crab
fishery (2000/1 through 2007/8 seasons).

wag
Percent of Number of vessels
Season TAC Catch TAC catcher catcher all unique
_ harvested vessels processors vessels
2000 - 2001 | 2,700,000 2,802,518 107.5 11 1 12
2001 -2002 | 2,700,000 2,693,221 99.7 8 1 9
2002 - 2003 | 2,700,000 2,605,237 96.5 5 1 6
2003 - 2004 | 2,700,000 2,637,161 97.7 5 1 6
2004 - 2005 | 2,700,000 2,639,862 97.8 5 1 6
2005 - 2006 | 2,400,000 2,382,468 99.3 2 1 3
2006 - 2007 | 2,400,000 2,002,186 83.4 2 1 3
2007 - 2008 | 2,400,000 2,246,040 93.6 2 1 3

Sources: ADFG fishtickets and NMFS RAM catch data (for 2005-2006, 2006-2007, and 2007-2008)

Despite relatively low participation levels in the years leading up to implementation of the rationalization
program, the fishery did exhibit signs of increased effort. Seasons progressively shortened in the few
years leading up to implementation of the program (see Table 2).
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Table 2. Season opening and closings in the Western Aleutian Islands golden king crab fishery (2001/2 though
2004/5 seasons).

wag N
Season Season opening Seagon
closing
2001 - 2002 March 30
2002 - 2003 March 8
2003 - 2004 August 15 February 2
2004 - 2005 January 3

Sources: ADFG Annual Management Report.

Under the rationalization program, quota shares were allocated based on historic activity in the fishery.
With few participants, initial allocations of QS were very concentrated. Very few QS transfers have been
made since the implementation of the program, so QS holdings have remained very concentrated (see
Table 3).

Table 3. Quota share holdings by share type, region, and operation type in the Western Aleutian Islands
golden king crab fishery (2007-2008).

cVpogs
Share holdings by region and operation type ACrOSs regons and opsration types
Share type Region/Catcher QS Percertof Mean  Median Maximum Qs Mean Median Maximum

processor holders pool hoding _hdding  holding | holders  holding  holding  holding
Undesignated 13 289 2.1 1.0 1.0

Owner Quota Shares West 9 26.9 3.0 13 135 18 6.25 174 45.73
Catcher processor 3 46.2 15.4 0.5 45.7
Catcher vessel 8 57.5 72 56 217

Crew Quota Shares Catcher processor 2 425 213 23 M7 9 111 8.17 41.74

Source; NMFS Restricted Access Management FQ database, arab fishing year 2007-2008.
Note: These share holdings data are publicly avalable and non-confidential.

The few QS holders in the fishery have used measures provided by the rationalization program to
concentrate activity in the fishery beyond that of QS holdings. Exclusive allocations have been organized
in harvest cooperatives reducing the fleet to two catcher vessels and a single catcher processor, all of
which have fished only cooperative allocations. In the first three years of the program, in excess of 99
percent of the annual IFQ has been allocated to the three cooperatives that have formed in the fishery.
Gains arising from IFQ are also suggested by the changes in pot usage, pot lifts, and catch per unit effort
in the fishery (see Table 4). In the first three years of the program, the number of registered pots per
vessel has increased substantially, but the number of pot lifts in the fishery has fallen. Catch per unit
effort has also risen substantially, suggesting that participants’ use greater numbers of pots and allowing
those pots to soak for longer periods has increased catch rates.
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Table 4. Pot usage and catches in the Western Aleutian Islands golden king crab fishery (2000/1 through

2007/8).
WAG
Average catch
Number of Number of pot Lifts per per unit effort Pounds per
Season pots . registered Pots per vessel
registered" lifts pot* (crabs per pot
pot lift)*
2000 - 2001 8,910 101,239 114 7 743 28.7
2001 - 2002 8,491 105,512 124 7 943 25.5
2002 - 2003 6,225 78,979 12.7 8 1,038 33.0
2003 - 2004 7,140 66,236 93 10 1,190 39.8
2004 - 2005 7,240 56,846 7.9 12 1,207 46.4
2005 - 2006 4,800 27,503 57 21 1,600 86.6
2006 - 2007 6,000 22,694 38 20 2,000 88.2
2007 - 2008 4,800 25,287 5.3 21 1,600 88.8

Sources: *ADFG Annual Management Report and "fishtickets and **NMFS RAM catch data (for 2005-2006, 2006-2007, and 2007-2008)

As might be expected, since implementation of the program, catcher vessel fishing has been extended
over a longer period of time (see Table 5). Substantial time periods between landings (or breaks in
fishing) appear to have developed with the temporal dispersion of the fishery. QS holders in the fishery
assert that the large spreads between the first delivery and the last deliveries in the second and third years
arise largely from the lack of available processing capacity in the West region. These QS holders assert
that landings during the second and third years were delayed because participants relied on the shore plant
at Adak to handle processing in the West region of the fishery, rather than establishing alternative
platforms to support West region landings. Prolonged negotiations concerning processing arrangements
between IPQ holders and the Adak processor are said to have delayed processor availability during those
two years.

Table 5. Seasons and deliveries in the Western Aleutian Islands golden king crab fishery (2005/6 through
2007/8).

wag
= Season Season Date of Date of Season
opening first delivery last delivery closing
2005-2006 September 6 March 25
2006-2007 August 15 September 10 May 6 May 15
2007-2008 September 14 May 21

Source: RAM IFQ landings data

Throughout this time, the 30 percent processing share use cap has prevented any single plant from
processing all of the West region IPQ deliveries. When implemented, a use cap exemption adopted by the
Council applicable to custom processing will remove this regulatory impediment to a single processor
receiving all West region IPQ deliveries, thereby facilitating processing efficiencies in the West region of
the fishery. Whether the exemption will resolve uncertainties concerning availability of processing
capacity in the West region is not known. Some of the delays in landings have arisen because holders of
most of the IPQ in the fishery do not own shore-based processing facilities in the region. In recent years,
negotiations between the single shore-based plant owner and IPQ holders have lasted well into the season,
which is said to have prevented harvesters from planning fishing.

Although harvesters did not fully harvest the IFQ in the fishery in the second and third years of the
program, it is not clear that IFQ holders used tools provided by the program that could assist them. No
binding arbitration actions have taken place in the fishery in the first three years of the program. Some
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harvesters have suggested that they have avoided use of the arbitration system because they believe it will
be ineffective and could hurt their positions in the fishery. These participants believe that use of this
adversarial system could damage relationships between the sectors in the fishery. Although it is clear that
the adversarial nature of the arbitration system can stress relationships, it is unclear whether use of the
system would damage relationships as contended. The system has been used effectively in other fisheries.
While it has stressed relationships among participants at times, it is not believed to have had long term
detrimental effects on those relationships. In actuality, the use of the arbitration system in those other
fisheries might be argued to have had a positive effect on relationships, since it has clarified expectations.

In addition, it is asserted that the arbitration system may be ineffective because IPQ holders have used
custom processing relationships to process landings in the region. It is clear that an arbitrator is likely to
have no authority to compel a plant processing under a custom processing relationship to accept any
delivery. The arbitrator is also unlikely to have authority to compel an IPQ holder to accept a delivery.
Regardless of who is engaged in the physical processing of the delivery, the arbitrator’s only authority is
to establish a contract that binds both the IFQ holder and IPQ holder. Any failure to comply with that
contract would be enforceable only through a civil action. So, an IPQ holder’s failure to perform could be
grounds for damages against that IPQ holder. Although the IFQ holder would have no action against the
plant processing under the custom processing arrangement, it is unclear how the IFQ holder is
disadvantaged, since the suit could be pursued against the IPQ holder. In addition, given the prevalence of
custom processing in all fisheries under the program, it is unclear how this differs from the circumstances
in any other fishery. In those other fisheries, the arbitration system has effectively protected IFQ holder
interests.

Development of an emergency exemption from regional landing requirements
The first request from the Council is to examine the development of a mechanism to provide an

exemption from regional landing requirements, in the event that processing capacity is unavailable. Since
the only regional landing requirement in the fishery pertains to IFQ and IPQ required to be used in the
West region, this exemption would apply only to those Class A IFQ bearing the west region designation.

The Council is currently considering a general emergency exemption from regional landing requirements
applicable to all fisheries that would be available to holders of Class A IFQ, in the event that unforeseen
circumstances prevent compliance with regional landing requirements. The specific terms of the
exemption are currently being developed. The exemption would be applicable only when an event beyond
the control of the IFQ and IPQ holders prevent compliance with regional landing requirements. Although
the measure proposed here uses similar terms (i.e., it is proposed as an “emergency exemption”), the
availability of processing capacity is clearly within the control of the IPQ holder. Although most IPQ
holders do not have shore plants in the region, floating processors (including catcher processors) could be
contracted to take delivery of landings of Class A IFQ in the West region. Given the circumstances and
the ability of PQS holders unable to participate in the fishery to choose not to apply for IPQ, the lack of
processing capacity to receive landings that has occurred to date would not seem to qualify for an
“emergency exemption”.

Since the emergency exemption provision being developed generally does not seem to apply, the question
arises as to whether an alternative provision could be developed that would fairly address the interests of
IFQ holders and IPQ holders and the region. In considering a potential exemption, the availability of
processing capacity could be argued to be beyond the control of the IFQ holder.” If this view is accepted,

2 Whether processing capacity availability is beyond the control of the IFQ holder could be debated, if the IFQ
holder did not attempt to use the arbitration system to compel an IPQ holder to receive a delivery. Since the
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it could be argued that an IFQ holder should be permitted to exercise the exemption once it is determined
that processing capacity will not be available in the region. The season for Aleutian Island golden king
crab opens August 15® and continues until May 15" the following year. Requiring processing capacity to
be available at all times during this period is clearly unnecessary, as the fishery supported fewer than 20
landings in each of the first three years. On the other hand, allowing a processor to make capacity
available at some undefined time during the season is also inappropriate, since it prevents any reasonable
planning on the part of a harvester. To allow the program to achieve its intended benefits, it is necessary
that participants in both sectors be able to plan their activities in the fishery. This planning would allow
participants to coordinate crab fishing with activity in other fisheries and minimize operating costs within
the crab fishery. Any system that is intended to apply an exemption when processing capacity is
unavailable should balance these competing needs by ensuring that processing capacity is available for a
reasonable, but not protracted, period of time.

A possible system could be to include notices among IFQ and IPQ holders for defining periods during
which processing capacity would be available. If capacity is unavailable during that time, the exemption
would be granted. For example, a requirement could be added that at the time of share matching, an IPQ
holder must notify the matching of IFQ holder of the period when capacity will be available for the
deliveries. The time requirement would need to be developed based on discussions with participants in
both sectors and could depend on the quantity of crab subject to the share matching commitment. Once
the delivery period is noticed, a processor would be obligated to provide processing capacity for
deliveries or would forfeit any privilege to the delivery through the exemption. So, an IFQ holder who
wished to make a delivery to the processor during the period would notify the processor of the delivery
date (or a window). If capacity is not available to receive the delivery during the appointed window, the
harvester would be permitted to file a statement of qualification for the exemption and make the delivery
outside of the designated region without any obligation to match to IPQ. To ensure that the IPQ holder
does not choose to make capacity unavailable in the region as a measure of convenience, a prohibition
could be included that prevents the IPQ holder (either as a plant or a buyer) from receiving the delivery
subject to the exemption. Effectively, the IPQ holder by not making capacity available would forfeit any
potential interest in the delivery and could not compete for the delivery once it chose not to use its IPQ.

The development of this exemption may not be without shortcomings. First, in the form suggested here,
the exemption would not protect the region (or communities in the region) in the event that IPQ holders
choose not process in the region. Yet, if communities in the region are not willing or able to support
processing to a level needed to draw in the holders of regionally designated IPQ, one might question the
merits of retaining those regional designations. While this may seem a callous argument, it should be
noted that the West designation provides no direct protection to any single community or to any
community at all. The requirement is that processing be conducted in a location west of 174° West
longitude simply ensuring that processing will take place in that area. Any such processing could be on a
floating platform outside of any community. Processing might be drawn to a community by the use cap
exemption for custom processing, which applies only to processing onshore or at a docking facility within
community boundaries. A second shortcoming in the exemption arises from its administrative
complexity. Making a determination of whether processing capacity is available (and whether the
exemption applies) may not be a simple. It is possible that a processor may request that a harvester wait
for a period of time to offload. Assessing when the wait is excessive to an extent that qualifies for the
exemption is a matter of judgment that will require some careful discretion. Administering an exemption
in a manner that provides clear and predictable outcomes for participants is critical its effectiveness.

arbitration system has not been used in the fishery to date, it could be argued that IFQ holders have not taken all
reasonable steps to ensure processing capacity is available.
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Additionally, it is unclear whether an exemption of this type provides additional protections to IFQ holder
interests beyond that currently available under the arbitration system. Under that system, an IFQ holder
could bring an arbitration action to compel a processor to accept deliveries within a certain time period, as
the system provides the arbitrator with authority to determine all terms of delivery. Once established, the
processor would be required to make capacity available within the terms of the agreement or compensate
the IFQ holder for any damages. An exemption would allow the IFQ holder to make delivery outside of
the region, which could prevent a portion of the TAC from going unharvested, if a processor compelled
by an arbitration finding elected to reject deliveries, instead risking a future action from the IFQ holder
for compensation. Whether an IPQ holder would risk such an action is uncertain.

Although it is possible to fashion an exemption to regionalization that might address concerns of some
participants in the fishery, it is not clear that the exemption can effectively balance the interests of IFQ
holders, IPQ holders, and stakeholders in the region. Development of a effective exemption will likely
require substantial efforts on the part of all interested parties.

Removal of processing shares from the West Aleutian Islands golden king crab fishery

An alternative to developing a provision for an emergency exemption from regional landing requirements
is a proposal to remove processing shares from the fishery. The proposal includes consideration of options
to remove processing shares from the West region only and to compensate PQS holders who lose shares
as a result of the measure. The change would be intended to allow additional flexibility to increase
efficiencies that arise from the share matching system, which could help prevent stranding of resources
that could arise, if market conditions are inadequate to support market restrictions arising from processing
shares.

Several effects of this proposed change would arise generally under any action to remove processing
shares from any of the crab fisheries. Since the Council has requested a separate discussion paper
concerning the removal of processing shares from all fisheries, to avoid redundancy, the discussion here
focuses only on issues that are unique to the Western Aleutian Islands golden king crab fishery. When
issues surface in this discussion that are common to all fisheries, reference is made to that more general

paper.

Removal of all processing shares from the Western Aleutian Islands golden king crab fishery would be
intended to ensure that IFQ holders could deliver to a processor with available capacity. Clearly, allowing
full discretion to IFQ holders to freely negotiate all terms of delivery (including the buyer and delivery
time and location) will ensure that IFQ holders have the greatest latitude to make certain that landings are
not prevented by lack of available processing capacity. In addition, the removal of IPQ landing
- requirements will increase flexibility, which should improve harvester efficiencies; however, whether
overall production efficiency will be increased is uncertain. It is possible that, at times, harvesters
considering their own efficiencies could impose terms on processors that reduce processor efficiency in
the fishery. These inefficiencies are unlikely to persist, as processors will respond through pricing
adjustments to account for the inefficiencies arising from delivery scheduling.

As suggested by the introduction of pricing to the discussion, processors will also be compelled to
compete for landings in the fishery, if IPQ are removed. This competition for landings will affect the
distribution of benefits between the harvesting and processing sectors and will affect the interests of
current PQS holders (most importantly, those who have acquired PQS since program implementation). To
address these distributional concerns, PQS holders could be compensated for the loss of their shares. To
avoid redundancy, the distributional effects (including potential PQS holder compensation) are discussed
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in the paper concerning the removal of processor shares from all fisheries that is being presented at the
same time as this paper.’

Removing all processing shares from the fisheries would also have other effects, as landings would be
free to be redistributed geographically, without regard to the current regional boundary. The effects of the
removal could draw landings to either side of the regional boundary depending on the responses of the
participants in the fisheries. Harvesters are likely to save on operating costs by delivering to plants in the
West region that are closer to the fishing grounds, but may prefer to make landings outside the
West region, as crab prices may be higher and supplies and services may be more available and cheaper.
Processor decisions of whether to operate in the West region are also likely to be affected by a variety of
factors, including conditions and limitations in other fisheries (such as the Aleutian Island cod fishery).
For example, the existing shore plant in Adak relies on both Pacific cod and crab processing to support its
facility. The viability of the plant likely depends on the availability of both species. Similarly, the
proposed shore plant in Atka, and possibly the introduction of a floating processor in area defined by the
West region, might require the processing of both species to be economically feasible. Since processing in
the West region may require a broader base of available inputs, the potential for processing to be
undertaken in the West in the absence of the regional designation may depend on the status of non-crab
fisheries that produce those other inputs.

To maintain processing in the West region, the Council could continue to apply the regional designation
to West region IFQ. Under this approach, the 50 percent of the IFQ currently allocated as West region
Class A catcher vessel IFQ would continue to be required to be landed west of 174° west longitude, but
could be marketed to any processor operating in that region. Maintaining the regional landing requirement
would be intended to ensure that communities in the West region continue to benefit from processing
activity in the fishery. Whether that benefit actually flows to communities will depend on the potential for
communities to attract landings, either through a shore based processor or through floating processors
within community boundaries. If floating processors elect to process outside of any community, it is
possible that little benefit to communities would arise from applying regional landing requirements. In
addition, if a processor undertakes processing in the West region to meet a regional landing requirement,
it is possible that it could attract landings that are not subject to the regional landing requirement by
offering a price competitive with prices offered in locations more distant from the fishing grounds.
Through this competition, it is possible that the removal of IPQ landing requirements from all IFQ in the
fishery could result in additional landings in the West region.

Although applying regional landing requirements could ensure that processing is undertaken in the West
region, some harvesters have expressed concern over applying regional landing requirements as a part of
an action to remove IPQ. These harvests believe that the absence of active processors in the West region
in recent years may persist leading to limited (or no) competition for West region landings. The potential
for competition for these landings may depend on activity in other fisheries in the West region
(particularly groundfish fisheries). If little groundfish are landed in the region, it is possible that
competition will be very limited for crab landings required to be landed in the region. A lack of
competition in the region could be very challenging for harvesters, who might be compelled to accept a
minimal price for landings and accommodate a processor’s schedule when making deliveries.

Since the lack of processor capacity is asserted to have occurred only in the West region, it has been
suggested that the Council consider an option to remove only those processor shares that are currently

3 In considering the effects of the extinguishing processor shares discussed in the companion paper, it should note
that rights of first refusal do no apply to processor shares in the Western Aleutian Island golden king crab fishery.
Consequently, issues related to rights of first refusal are not relevant here.
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designated for landing in the West region. Processor shares subject to no regional designation would
continue to be issued, along with the accompanying undesignated Class A IFQ. This proposal could be
intended to allow free marketing of West designated landings to ensure that processor capacity is
available to support landings. By removing the IPQ landing requirements from these IFQ, holders could
market landings to any processor in the West region.

Competition in the West region would likely be less under this proposal than under the proposal to
remove all processor shares from the fishery. The dampening of West region competition arises from the
restrictions on landings arising from the undesignated IPQ. Although those landings could be drawn to
the West region, by a processor willing to operate in the West and able to either acquire those IPQ or
arrange custom processing. This constraint arising from undesignated IPQ could limit the extent of
competition, as economies of scale could be limited by lack of access to those landings to processors
operating in the West region. These effects on competition could reduce harvesters’ ability to negotiate
delivery times and prices for these landings in the region.

The effect of the removal of processor share landing requirements from all West designated IFQ on
communities in the West region is uncertain. Since the West designated IFQ formerly limited by IPQ
landing requirements would be free to be landed with any processor, it is possible that the existing shore
plant in Adak, which holds little IPQ, would gain an advantage in landings. That plant received most of
landings in the West region in the first year and all of the landings in the second and third year of the
program. Yet, its need to reach agreement concerning the usage of IPQ with holders of PQS has
complicated arrangement of those landings for the plant.* Although the plant in Adak could attract
additional landings with the removal West designated IPQ, it could lose deliveries if processor shares are
removed from the fishery and other platforms choose to compete for those landings.

The Council should also consider the necessary scope of its action and the effects of the action in
determining whether to advance this proposal. Some advocates for the action suggest that any action short
of removal of all IPQ and all regional designations from the fishery would be inadequate for addressing
the problem. These participants assert that removal of IPQ and retaining West designated IFQ would
result in little or no processing competition for West designated landings. These participants contend that
processors based in the West region will have a competitive advantage over processors in other locations
that are more distant from the fishing grounds. This advantage is argued to provide West region based
processors with an opportunity to attract all processing in the fishery. Although this locational advantage
may exist, it is possible that other considerations could limit the amount of processing drawn to the
region, in the absence of regional designations. Processors outside of the region have long term
relationships with harvesters in the fishery (including relationships that extend into other fisheries). Those
relationships could outweigh any locational advantage of West region facilities. Despite these
relationships, it is possible that the locational advantage could be used to attract midseason deliveries
from harvesters wishing to avoid travel costs of making deliveries to more distant locations outside of the
West region.

4 The 30 percent cap \on processing share use has also constrained the ability of the Adak plant to receive deliveries
to date. The exemption of custom processing from the cap could facilitate additional deliveries at the plant, once that
exemption is put in place; however, custom processing arrangements will need to be entered to facilitate the use of
the IPQ at the plant.
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Conclusion

Several aspects of the Western Aleutian Island golden king crab fishery management should be
considered as the Council approaches an action to remove IPQ (or a portion of the IPQ) from the fishery
or establish an exemption from regional landing requirements. Most importantly, the potential for
elements of the program (or in the process of being introduced into the program) to address the stated
problem should be assessed prior to advancing changes. Specifically, the Council should assess the
potential of the arbitration system to address delivery complications that are said to have been an obstacle
to harvest of the TAC. Harvesters have elected not to use that system, asserting that the system will not
address their concerns (or will have too many detrimental effects to be a useful tool for addressing the
problem). These IFQ holders remain concerned that the use of the arbitration system would damage
harvester/processor relationships and possibly provoke retribution from IPQ holders. Also, the Council
undertook a previous action to exempt custom processing from processor use caps in the fishery. This
exemption could address some of the complications in harvesting the TAC that is the Council’s stated
purpose for this action. Allowing that new provision to be implemented and sufficient time to assess its
potential to address the stated problem could obviate the need for this action. In determining whether to
advance this action, the Council should consider whether it is appropriate to allow time for these elements
to operate pursuing program changes. In addition, the incentive for those supporting program changes to
resolve fishery problems with existing program elements may be reduced to the extent that they perceive
a potential willingness on the part of the Council to consider those program changes. These incentives
may exacerbate problems in the fishery, if the Council protracts its consideration of whether (or not) to
advance management changes.
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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 includes a novel allocation of
processing shares corresponding to a portion of the harvest share pool. These processor shares are
allocated as long term shares, known as processor quota shares (PQS), which annually yield individual
processing quota (IPQ) authorizing the holder to accept deliveries of the corresponding harvest shares.
This portion of the harvest share pool, which must be delivered to a processor holding unused IPQ, is
known as Class A individual fishing quota (Class A IFQ). In certain fisheries, these allocations of Class A
IFQ and IPQ are required to used in designated regions (i.e., the landing of crab and its processing must
take place within the designated region).

The processor share allocations are among the most controversial aspects of the program. Those
allocations required specific legislative authorization, as they are beyond the scope of the Council’s
general authority under the Magnuson Stevens Act.' The controversial nature of processor shares was
evident in the authorizing legislation, which prohibited any Council from considering the allocation of
processor shares in any fishery other then the Being Sea and Aleutian Island crab fisheries.

From the onset, several participants in the crab fisheries have questioned the appropriateness of limiting
harvester deliveries through processor shares. Beyond simply constraining the marketing of crab by
harvesters, processor shares are also argued to limit production efficiency gains and bias long run
production in favor of established processors and methods. Others believe that the program, as a whole,
appropriately balances the interests of all stakeholders in the fisheries without jeopardizing efficiency or
productivity goals. Given these competing claims, the Council has undertaken a process of reviews of the
program, starting with a review of certain elements after 18 months of fishing under the program and
continuing with a preliminary comprehensive review of the program after 3 years of fishing under the
program. After considering those reviews and public testimony, the Council has initiated a process to
consider whether certain changes to the program are merited. Among those considerations is whether to
modify the program by removal of all processor shares from the fisheries. To that end, the Council has
requested this paper examining the issues that would arise, were the Council to pursue an action removing
processor shares from the fisheries.

The paper begins with a background section describing elements of the program relevant to the
allocations of processor shares that is intended to frame the issues arising with the extinguishment of
processor shares. The paper then goes on to discuss those issues directly, in an attempt identify various
considerations for the Council, if it advances an action to extinguish processor shares.

Background
Prior to implementation of the rationalizataion program, the crab fisheries were managed under the

License Limitation Program (LLP). Under that program, each holder of a license endorsed for a fishery
was permitted to enter a vessel into that fishery. Fisheries were prosecuted under derby style
management, under which the season opened at a designated time with each vessel competing for a share
of the total allowable catch (TAC) in the fishery. Vessel harvests were monitored through the season, with
managers announcing a fishery closure when they estimated that the TAC was fully harvested. To address

! The program was specifically authorized by an amendment to the MSA incorporated into the Consolidated
Appropriations Act of 2004.
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efficiency, safety, and stock management concemns that arose under LLP management, the Council
adopted the rationalization program.

Under the program, eligible license holders were allocated quota share (QS), which are a revocable
privilege that allow the holder to harvest a specific percentage of the annual TAC in a fishery, based on
qualified harvest history. The annual allocations, which are expressed in pounds, are referred to as
individual fishing quota (IFQ). QS are designated as either catcher vessel QS or catcher processor QS,
depending on whether the vessel that created the privilege to the shares processed the qualifying harvests
on board. Approximately 97 percent of the QS (referred to as “owner QS”) in each program fishery were
initially allocated to license holders based on their catch histories in the fishery. The remaining 3 percent
of the QS (referred to as “C shares” or “crew QS”) were initially allocated to captains based on their catch
histories in the fishery. These C shares are intended to be held only by persons who meet fishing
participation requirements.

Catcher vessel owner IFQ are issued in two classes, Class A IFQ and Class B IFQ. Class A IFQ are
issued for 90 percent of the catcher vessel owner IFQ in a program fishery. Crab harvested using these
IFQ must be delivered to a processor holding unused individual processing quota (IPQ). In addition, most
Class A IFQ are subject to regional share designations, whereby harvests are required to be delivered
within an identified region. The delivery restrictions of Class A IFQ are intended to add stability to the
processing sector by protecting processor investment in program fisheries and to preserve the historic
distribution of landings and processing between regions. Class B IFQ are issued for the remaining 10
percent of the catcher vessel owner QS in a program fishery. Crab harvested using these Class B IFQ can
be delivered to any processor (except a catcher processor) regardless of whether the processor holds
unused IPQ. In addition, Class B IFQ are not regionally designated. The absence of delivery restrictions
on a portion of the catch is intended to provide harvesters with additional market leverage for negotiating
prices for landings of crab, as well as to increase opportunity for processor entry.

QS and IFQ are transferrable under the program, subject to limits on the amount of shares a person may
own or use. In addition, QS holders may form cooperatives to organize the harvest of their IFQ
collectively. Cooperatives and transferability of shares among eligible purchasers of QS and IFQ are
believed to promote production efficiency and coordination of landings and provides means for
compensated removal of excess harvesting capacity in the program fisheries.

The program also created processing quota shares (PQS), which are allocated to processors and are
analogous to the QS allocated to harvesters. PQS are a revocable privilege to receive deliveries of a fixed
percentage of the annual TAC from a program fishery. These annual allocations are referred to as
individual processing quota (IPQ). IPQ is issued for 90 percent of the owner IFQ pool, corresponding to
the 90 percent allocation of catcher vessel owner IFQ as Class A IFQ. As with catcher vessel owner QS
and Class A IFQ, PQS and IPQ are designated for processing in a region. These processing shares are
intended to protect processor investment in program fisheries and preserve community and regional
interests in the fisheries. Processing shares are transferable, including leasing of PQS (or equivalently, the
sale of IPQ) subject to use caps. As with harvesting shares, transferability of processing shares is intended
to promote efficiency and coordination of deliveries and facilitate compensated reduction of excess
capacity. Processors also have relied on custom processing arrangements to coordinate processing
activities and achieve efficiencies. Under these arrangements a holder of IPQ may contract with a plant
for the processing of landings supported by those IPQ. The IPQ holder remains responsible for any
payments to the delivering IFQ holder and any related taxes.
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To provide a period of general stability for processors and communities to adjust to the program, a 2-year
“‘cooling off period’’ was established during which most processing shares could not be relocated from
the community where the historical processing occurred that led to the allocation (the community of
origin). In addition, a right of first refusal was granted to community groups and CDQ groups from
communities with significant crab processing history on the sale of any processing shares for use outside
of the community of origin. Exceptions to the right allow a company to consolidate operations among
several commonly owned plants to achieve intra-company efficiencies and the temporary lease of shares
outside of the community of origin.

The allocation to regions is accomplished by regionally designating Class A harvest shares and all
corresponding processing shares. In most program fisheries, regionalized shares are either North or South,
with North shares designated for delivery in areas on the Bering Sea north of 56° 20" north latitude and
South shares designated for any other areas, including Kodiak and other areas on the Gulf of Alaska. In
the Western Aleutian Islands (Adak) golden king crab fishery, the designation is based on an east/west
line to accommodate a different distribution of activity in that fishery. Regional designations (with the
exception of the east/west designation) are based on the historic location of the landings and processing
that gave rise to the shares and require the crab harvested with the corresponding shares to be landed
within the designated region.
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Table 1 shows the distribution of processor shares by region and community protected by the right of first
refusal. In most fisheries subject to right of refusal requirements, in excess of 95 percent of the PQS are
subject to those rights. The exception is the St. Matthew Island blue king crab fishery, in which most
qualified historical processing occurred on floating processors outside of community boundaries. As a
result, over 65 percent of the PQS are not subject to community rights of first refusal.
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Table 1 Distribution of rights of first refusal by community (2008-2009).

. Number
. Right of first Percentage of
Fishery Region  refusal boundary P35 PQS pool
None 1 0.0
No st Pau 2 25
Akutan 1 19.7
False Pass 1 37
Bristol Bay red king crab King Cove 1 7.4
South Kodiak 2 0.2
None 6 122
Port Moller 3 35
Unalaska 8 50.7
None 5 107
Noth o pau_ 7 363
Akutan 1 9.7
Bering Sea C. opdio King Cove 1 6.3
South Kodlak 3 0.0
None 5 2.0
Unalaska 10 35.0
" Akutan 1 1.0
Ec;s;ern Aleutian Islands golden king South None 2 7.8
Unalaska 8 91.2
%ﬁw ﬁﬁ ea - ai i m e w
one 0.3
Noth o Pau 5 67.3
. Akutan 1 1.2
Pribilof red and blue king crab South King Cove 1 ag
u Kodiak 4 2.9
Unalaska 4 246
None 5 646
Noth &t pau 4 13.8
St Matthew Island blue king crab sout Q‘:‘;agov . ! 2
Y None 1 0.0
Unalaska 4 176
Western Aleutian Islands golden king  _bndesignated None 8 _ 50.0
crab _ _ West None_ 7 50.0
A Aleutian Islands re None 100.
Western Bering Sea C. bairdi None None 21 100.0

Source: RAM PQS data 2008-2009.

Rights of first refusal lapse, if IPQ are used outside of a community by the holder for three consecutive
years. The limitations of the ‘cooling off’ provision prevented the movement of most IPQ subject to the
right of first refusal from the community of origin in the first two years of the program. Consequently,
only in the third and fourth years of the program was any notable portion of the IPQ permitted to be
moved. As a result, rights of first refusal on PQS are believed to have lapsed in only a few instances.
Most notably, the right has lapsed with respect to shares arising from historic processing in St. George.
The St. George harbor and its entrance were damaged by a storm in 2004. In the first two years of the
program, that damage was found to have prevented processing in St. George, as otherwise would have
been required by the ‘cooling off’ period limitations. As a consequence, the right of first refusal lapsed on
shares for which the Aleutian Pribilof Island Community Development Association (APICDA) holds
rights of first refusal on behalf of St. George. To protect the interests of St. George, APICDA has
acquired a portion of the PQS on which it held a right of first refusal and has entered into other
agreements (which are confidential) with respect to the remainder that PQS. Other than the rights
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formerly protecting St. George, rights with respect to less than 1 percent of the PQS in any fishery are
known to have lapsed.” In four additional cases, the holder of the right has acquired PQS formerly subject
to a right of first refusal to ensure the associated processing remains in the community. These acquisitions
suggest that the rights have contributed to protecting community interests.

Given the market limitations created by the Class A IFQ/IPQ issuances, the program includes an
arbitration system for negotiating terms of delivery, including prices. Under the system, holders of Class
A TFQ without PQS holder affiliations may arbitrate the terms of any landing under a last, best offer
arbitration proceeding. The arbitrator is directed to establish a price that preserves the historic division of
first wholesale revenues between the harvester and processor. In addition, the system mandates the
production of a non-binding price formula by an independent analyst (based on the same standard). This
formula is intended to guide negotiations among participants in the fisheries to limit the number of
arbitration proceedings. Some participants believe the use of this non-binding formula has effectively
prevented price disputes, as fewer than ten binding proceedings have taken place to date.

The arbitration system also defines a system of matching commitments of Class A IFQ and IPQ. That
share matching process establishes delivery and acceptance commitments between share holders, and is
the starting point for establishing the terms of delivery. This early season commitment of delivery
quantities is believed by some participants to be important to planning and scheduling operations in the
fisheries. The matching of Class A IFQ and IPQ is also a critical step in the arbitration system, as it is
used to define eligibility for, and the parties to, any binding arbitration proceedings.

Removal of processor shares
Several considerations arise if the Council undertakes a process to remove processor shares from the

program. As suggested in public testimony, prior deliberations, and committee discussions, the removal
of processor shares will allow harvesters greater flexibility in marketing their catches. This flexibility
could increase production efficiency in the fishery by allowing harvesters to choose markets they believe
are most beneficial. In making this calculus, a harvester will consider not only crab prices, but also any
harvest cost differential that may arise from factors such as delivery location and time. These choices
should lead to greater production efficiency, as choices will allow harvesters to pursue the greatest net
return from their catches. While it is possible that some loss of processing efficiency could arise,
particularly if independent actions of harvesters cause some loss of coordination in landings that impose
costs on processors. Cooperatives (and other collective bargaining) can be beneficial in reducing these
production efficiency losses by coordinating harvests and deliveries. Harvesters will have an incentive to
engage in this coordination, as improved processor production efficiency should allow for a higher ex
vessel price.

In addition to program changes, the Council will also need to consider the process for amending the
program. The Council should consider whether extinguishing processor shares effectively creates a new
limited access privilege program that must be adopted under the procedure defined for those programs in

2 Monitoring of the lapse of community rights of first refusal is challenging. Electronic landings data do not include
the location of processing, for deliveries that are made to floating processors. Instead these landings are reported as
“at sea”. As aresult, it is possible that rights could lapse without knowledge of the community. Once the lapse of the
right is established, a community would have no standing to intervene in any subsequent sales of the PQS. NOAA
Fisheries maintains a record of known instances of the lapse of rights of first refusal, but reporting the lapse is not
required. Efforts are currently under way to rectify this reporting need.
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the reauthorized Magnuson Stevens Act.’ In other words, the program change brought on by the
elimination of processor shares could be argued to so fundamental to the program that it effectively
creates a new management program. In favor of this view, extinguishing processor shares would directly
modify several aspects of the program identified as fundamental to the program by the Council.!
Processor shares (together with the arbitration system) define the distribution of benefits between
harvesters and processors. The relationships driven by processor shares also affect the prosecution of the
fishery, including timing of landings and location of deliveries. It can be argued that the extinguishment
of processor shares will change the fishing practices through these indirect effects. Compounding this
argument, other elements of the program are dependent on the processor share allocations. Most
specifically, the community rights of first refusal apply to processor shares. Without these allocations
communities with historic crab processing would have no direct protection of their interests in that
processing activity. Based on these arguments, it could be asserted that removal of processor shares from
the fishery effectively creates a new limited access privilege program. To adopt a new program the
Council will be required to follow the procedure defined by the Magnuson Stevens Act as reauthorized.
This includes respecification of the goals of the program, reconsideration of allocations (including
allocations to small owner-operated vessels, fishing communities, and set asides for entry, captains, and
crew), and the consideration of the auction of shares and the collection of royalties in the fisheries.

An alternative view suggests that extinguishment of processor shares does not create a new program.
Persons supporting this view are likely to note that the removal of processor shares will not remove the
existing allocations of QS and IFQ. Those harvest share allocations give the program its identity as a
limited access privilege program and therefore its identity as an existing program. Absent any reissuance
of QS and IFQ, it could be argued that the program is not a new program. Even if the program is not
identified as a new limited access privilege program, it is not altogether clear whether changes to the
program would need to be adopted under the procedure identified in the Magnuson Stevens Act as
reauthorized. The transition rules adopted in the reauthorization state that the rules in effect prior to the
reauthorization apply to limited access privilege programs adopted within 6 months after the
reauthorization, but that Council’s can incorporate criteria from the reauthorized act into any such
program. Clearly, any elements of such a program as originally adopted would be subject to the Act in
effect prior to the reauthorization and that a Council, at its discretion, could include provisions from the
reauthorized Act in the original program or amendment. Amendments to the program, however, might
need to be adopted in accordance with applicable procedures defined in the reauthorized Act.
Alternatively, the Council would arguably be limited only by Section 303(d) as in effect prior to
reauthorization. That section provides a limited framework for the adoption of individual fishing quota
programs (see Appendix A).

Although this uncertainty concerning authorizing legislation creates some uncertainty concerning
procedural matters, the basis for proceeding with an action should be the Council’s opinion of other
aspects of the action to remove processor shares from the program.

* A limited access privilege program is defined as a program under which persons are allocated fishing privileges
that authorize the harvest of a portion of the total allowable catch of a stock. An IFQ is defined as a limited access
ivilege.
See Summaries of the Bering Sea and Aleutian Islands crab rationalization program, submitted to the U.S.
Congress, August 2002 and May 2003.
5 Although that section provides a limited framework for the Council action, the Council would arguably be bound
by National Standards, which provide more general considerations that apply to any Council action.
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Processor share holder considerations

Removal of processor shares will most directly affect the marketing of landings by IFQ holders. This
change in marketing is likely to affect both the distribution of landings among processors and ex vessel
pricing. Implicit in any changes in distribution of landings among processors and ex vessel prices arising
from the extinguishing of processor shares are detrimental effects on the holders of processor shares. If
extinguished, holders of processor shares will lose the certainty of landings and any price and delivery
term negotiating leverage that arises through those shares.’ This change, in the absence of any
compensating measure, would shift the distribution of benefits established by the current program. PQS
holders would lose the benefit derived from their shares, while QS holders would gain an added benefit
from the marketing flexibility. In addition to the effects on the distribution of benefits under the initial
allocations in the program, recipients of QS and PQS by transfer would also be affected. Persons who
acquired QS would receive an added benefit beyond that expected at the time of their acquisition, while
persons who acquired PQS would lose the benefits associated with their purchase.” In considering a
change in the program, the Council should assess whether holders of processor shares should be
compensated for any loss of interest arising from extinguishing those processor shares. Of particular
concern are those persons who acquired PQS since implementation of the program®, who have invested in
processing in the fisheries in reliance of the programs attributes.

To be clear, the Council should note that under the authorizing legislation, it is under no obligation to
compensate for the removal of processor shares. That legislation provides:

An individual processing quota issued under the Program shall be considered a
permit...and may be revoked or limited at any time in accordance with this Act. Issuance
of an individual processing quota under the program shall not confer any right of
compensation to the holder of such individual processing quota if it is revoked or limited
and shall not create, or be construed to create, any right, title, or interest in or to any fish
before the fish is purchased from an individual fishing quota holder.®

Yet, the absence of an obligation to compensate should not be construed as justifying a possible
inequitable outcome, should the Council find that removal of processor shares is unfair to their holders.

It is helpful to examine the exchange of processor shares since program implementation, when
considering whether some form of compensation is appropriate on their extinguishment. A substantial
portion of the PQS pools in the various fisheries have changed hands in the first four years of the
program. Transfers have brought new entrants to the processing sector, as well as increased the holdings
of some existing processors (see Table 2). While these changes in holdings suggest an active market for
PQS, the degree of market activity is both overrepresented and underrepresented in these records. In some
instances, changes in holdings are simply changes in named holder, which reflect minor structural

¢ The arbitration system has limited the leverage that may be asserted by processing share holders. Yet, the shares

provide some leverage by limiting the ability of harvesters to freely market landings of crab harvested with Class A

IFQ. Also, processors can gain certainty in landings, but that certainty will come at the cost of a higher ex vessel
ice paid to induce a harvester to provide that certainty.

To the extent that a change in the program was anticipated at the time of a transfer, it is possible that prices of QS
and PQS might have been adjusted to reflect the potential for change. Clearly, Council agendas suggest that change
is possible, so such a price adjustment is also possible. The degree of any such price adjustment is not known.

8 The Council might also consider PQS investments made prior to program implementation. It is likely that some
transactions preceding implementation of the program were founded on the upcoming allocations of PQS. Future
PQS allocations likely formed the basis of and determined the price of these transactions.

% See MSA Section 313()(7).
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changes in the underlying holder’s ownership. In other cases, substantial changes in underlying ownership
of the holder have occurred with no corresponding change in the named holder. Despite these
uncertainties, it is clear that transfer activity has occurred in all fisheries. Any extinguishment of
processor shares would not only be disruptive to business arrangements structured around the current
processor share regulatory structure, but would also deprive all holders of PQS (including those shares
acquired since the program’s implementation) of the value of those shares. These changes in share
holdings should be considered when determining whether it is equitable to compensate PQS holders, if
those shares are extinguished.

If the Council elects to proceed with an action to remove processor shares from the program and to
compensate PQS holders for the loss of their shares, it would need to identify a mechanism for making
that compensation. In prior deliberations, the Council has considered attempting to develop a means for
financial compensation. The Council abandoned those discussions, as financial compensation would
likely require Congressional authorization and appropriations. An alternative to financial payments could
be compensation by transferring a portion of the QS pool to PQS holders. This mechanism is currently
under consideration in a separate action that could reduce annual IPQ allocations by converting owner
QS, which yield Class A IFQ and Class B IFQ, to crew QS, which are not subject to that IFQ share
division. The compensation by conversion of extinguished PQS to harvester QS is clearly within the
authority of the Council. To date, these are the only suggested means of compensating PQS holders for
extinguishing all or portion of the processor share pool, should the Council determine to extinguish
processor shares and that compensation is appropriate. '’

Table 2. Number of new PQS holders and PQS holders that have increase their holdings since
implementation of the program.

pgs
New PQS holder in | New PQS holderin | PQS holders that
Number the fishery all fisheries increased holdings
Fishery ho:c)!fers Number | Percent of| Number | Percent of| Number Percent of

of QS pool of Qs pool of QS pool

entrants | acquired | entrants | acquired | holders acquired
Bristol Bay red king crab 16 6 227 5 220 6 227
Bering Sea C. opilio 20 5 19.7 4 19.6 6 19.7
Eastern Aleutian Islands gotden king crab 10 5 21.7 4 20.7 ] 217
Eastern Bering Sea C. bairdi 21 5 11.5 4 11.5 7 11.9
Pribililof red and blue king crab 13 2 16.3 1 25 2 16.3
St. Matthew Island blue king crab 10 4 13.9 3 5.9 4 13.9
Western Aleutian Islands golden king crab 10 4 53.0 3 52.6 4 53.0
Western Aleutian Islands red king crab 8 3 62.5 2 354 3 62.5
Western Bering Sea C. bairdi 21 5 11.5 4 11.5 7 11.9

Source: RAM PQS database.

1% If the Council elects to compensate holders of processor shares that are extinguished with QS, it will need to
determine the magnitude of that compensation. Neither values of QS nor PQS are well established. Estimates of the
relationship between these values can be derived for use by the Council in determining appropriate compensation.
But these estimates will rely on price information that is considered relatively unreliable. In addition, any estimated
QS value will be the value of the QS under the existing program. Extinguishment of processor shares will change
QS values. This change in QS value will need to be considered in determining the appropriate level compensation,
if the Council decides to compensate PQS holders with QS. Shortcomings of these type are often present in the
Council’s policy making process. The shortcomings should be considered, but should not prevent the Council from
advance with an action otherwise deemed appropriate.
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Regional landing requirements

The current distribution of landings in the fisheries is greatly influenced by the regional landing
requirements associated with Class A IFQ and IPQ. In the three of the six fisheries open last year,
approximately 80 percent of the annual allocation of IFQ (including catcher processor IFQ and crew IFQ)
was subject to a regional landing requirement (see Table 3)."" In a fourth, the Western Aleutian Island
golden king crab fishery, half of the annual catcher vessel owner IFQ allocation (or almost 25 percent of
the total annual IFQ) are subject to regional landing requirements. In addition, regional landing
requirements will apply to the Pribilof red and blue king crab, St. Matthew Island blue king crab, and
Western Aleutian Island red king crab fisheries, all of which have been closed in recent years. In those
three fisheries, substantial majorities of the total IFQ allocations will be subject to regional landing
requirements.

The importance of regional landing requirements differs greatly across fisheries and regions. The Pribilof
Island communities depend greatly on landings from the Bering Sea C. opilio fishery for revenues and
economic activity. Community representatives maintain that North region landing requirements are vital
to the both of the Pribilof Island communities. Likewise, West region landing requirements in the
Western Aleutian Island golden king crab fishery are supported by Adak representatives, who maintain
that landings from that fishery that are supported by the regional landing requirement are vital to
maintaining a shore-based plant in the community. Regional landing requirements for South communities
(specifically, Akutan, King Cove, and Unalaska/Dutch Harbor) are arguably less important, as most of
those communities have a greater diversity of landings activities.

The importance of regional landing requirements likely varies year-to-year with total allowable catches
(TACs) and conditions in the fisheries. For example, in years with high TACs and little ice, North region
processors might draw more landings from the Bering Sea C. opilio fishery, if regional landing
requirements did not require landings to be made in the South region. Regional landing requirements,
however, add stability by ensuring the region will receive a portion of landings in every year. Although
most beneficial to remote regions that could lose landings to locations that provide better access to goods
and services, the application of regional landing requirements to less remote areas provide stability to
those locations and prevent a large shifts in the distribution of landings across time.

Table 3. IFQ subject to regional landing requirements by fishery (2008-2009 season).

. Percent of
Fishery Region Pounds total pounds®
. . North 387,853 2.1
Bristol Bay red king crab South 14,886,834 812
- North 19,382,290 36.8
Beri . opilio v
ering Sea C. op South 22,250,814 42.2
Eastern Aleutian islands golden king crab South 2,355,261 83.1
Western Aleutian Islands golden king crab West 599,474 235

Source: RAM IFQ database.
* Including catcher processor allocations

I Approximately 10 percent of the annual catcher owner IFQ allocation is Class B IFQ not subject to regional
landing requirements; approximately 3 percent of the annual catcher vessel allocation of IFQ is allocated as crew
IFQ not subject to regional landing requirements; all catcher processor IFQ is exempt from regional landing
requirements; and all or a portion of the Class A IFQ allocations in the Eastern Bering Sea C. bairdi, Westem
Bering Sea C. bairdi, and Western Aleutian Islands golden king crab fisheries are exempt from regionalization.
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If the Council elects to advance an action extinguishing processor shares from the fisheries, it could
choose to retain regional landing requirements to protect regional interests in the fisheries. Retaining
regional landing requirements will have an offsetting effect on the overall freeing of markets for IFQ
holders, by limiting potential markets to those within specific geographic areas. If the current distribution
of processing facilities is maintained, it is possible that in remote regions a holder of regionally
designated IFQ could have only one or two markets to choose from. This constraint on markets has led
some harvest sector participants to suggest that the arbitration system should be retained, if the Council
elects to maintain regional landing requirements. To retain an arbitration system in the program without
IPQ will require substantial restructuring of that system. The arbitration system relies on the matching of
Class A IFQ and IPQ to define the parties to an arbitration proceeding. In the absence of this share
matching, a system will need to be developed by which a processor commits to accept a delivery from
IFQ holder. Each commitment would then define the parties to a potential arbitration proceeding. These
modifications of the arbitration system would likely require substantial industry discussion, similar to the
committee discussions used in the initial development of the arbitration system. If the Council elects to
proceed with a modified arbitration system, it should also develop a process for the development of those
modifications.

In deciding whether to include an arbitration system in any action to remove processor shares from the
fisheries, the Council will need to assess whether the use of an arbitration system is consistent with its
purpose for considering the action to extinguish processor shares. Specifically, to the extent that the
Council is considering removal of processor shares as a means to simplify the program and remove
market constraints for landings, the adaptation of the arbitration system to the program would reintroduce
complexity and could lead to additional constraints on landing markets (depending on the structure of IFQ
and processor delivery commitments that support the arbitration system). The Council will need to
reconcile these tensions between the its purpose for extinguishing processing shares and the added
complexity that would arise, if the arbitration system is retained.

In any case, the Council will need to determine whether regional landing requirements should be retained
in the absence of processor shares, if they elect to proceed with this action. If regional landing
requirements are retained, the Council will then need to determine whether to complement IFQ
constrained by those requirements with an arbitration system to ensure that IFQ holders have an adequate
negotiating position.

Rights of first refusal considerations

Under the current management, community interests are protected, in part, through rights of first refusal
on processor shares. Since these rights apply to processor shares, the extinguishment of processor shares
would erase those rights by removing their subject. Consequently, in considering whether to advance an
action to extinguish processor shares, the Council will need to consider the importance of those rights to
protection of community interests in the fisheries. If the Council chooses to move forward, it could either
extinguish those rights with the processor shares or develop alternative forms of protection for community
interests.

The portion of the processor share pool subject to rights of first refusal varies by fishery. Over 85 percent
of the processor shares in the Bristol Bay red king crab and the Bering Sea C. opilio fisheries are subject
to these rights; over 90 percent of the processor shares in the Eastern Aleutian Islands golden king crab
and the Pribilof red and blue king crab fisheries are subject to these rights; and slightly more than 35
percent of the processor shares in the St. Matthew Island blue king crab fishery are subject to these rights.
The two Western Aleutian Island king crab fisheries and the two Bering Sea C. bairdi fisheries are
exempt from rights of first refusal.
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Rights of first refusal have been a controversial element of the program for several reasons. Applying
rights of first refusal to any assets is known to reduce its value in transfer. To the extent that processor
shares are intended to compensate historic processors who choose to exit the fishery, the right can reduce
the amount of that compensation. On the other hand, several structural aspects of the rights of first refusal
protect share holder interests in processing activity undertaken using processor shares. A processor share
holder has the latitude to move processing between communities without triggering the right. If the holder
uses the shares outside the community for three consecutive years, the right lapses. The right applies to
any transaction that includes a transfer of the shares, on the terms of the transaction. So, to exercise its
right a community must accept all terms of the transaction including assets other than the shares and a
purchase price that may be inflated by those other items. These structural aspects of the right provide
flexibility for processors to use their shares and receive the expected compensation for a sale that includes
the shares, but they also limit the accessibility of the right to community representatives. The Council is
considering an action to strengthen community rights, but it remains unclear whether that action will (or
can) address all of these issues.

Although the structure of the right of first refusal provides ample opportunity for processor share holders
to circumvent community interests, to date, processor share holders have shown a reluctance to exploit
those opportunities. In three instances, share holders negotiated agreements for the transfer of processor
shares to community representatives without the exercise of rights. These share holders likely could have
avoided triggering the rights or could have prevented the exercise of rights by structuring their
transactions in a manner that discourages that exercise. These negotiated transfers are arguably a better
outcome than the exercise of a right by a community representative, as they provide an agreed (and
planned) transition of interests from processor share holders to communities, which is likely less
disruptive to business operations and reduces risk to community representatives that may take on far
greater risk, if confronted with the all-or-nothing proposition of intervening in a transaction through the
exercise of the right.

The negotiating leverage the right provides communities and these negotiated arrangements also provide
protection to communities. On its face, the right of first refusal provides community representatives with
a mechanism for acquiring processor shares that are being transferred for use outside the community. Yet,
no cases of the right being triggered or exercised under its structure are known to have occurred. Instead,
the effect of the right has been to provide community representatives with a platform for negotiations with
PQS holders that are considering share transfers. The development of these negotiations has likely
improved the position of community representatives, especially those that lack the wherewithal to
exercise a right of first refusal on large transaction that includes assets other than processor shares. In
addition, negotiated transactions (as leveraged by the right) have led processors to consider community
interests when considering a transfer of share holdings that is likely to affect the community. Overall, the
rights of first refusal have had the effect of providing community representatives with negotiating
leverage with respect to processing shares originating from their community.

In considering whether to initiate an action to extinguish processor shares, the Council should recognize
that rights of first refusal applying to those processor shares would also be eliminated. The Council will
need to consider whether a substitute protection is merited. The form of that protection could take several
forms and would depend on the Council’s objectives in protecting community interests in the fisheries.
Under the Magnuson Stevens Act as recently reauthorized, Councils may consider applying regional and
port specific landing requirements to IFQ.'> These requirements would be similar to current regional

12 See MSA 303A(c)(5)(B)(i)
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designations on IFQ, but could be more specific. For example, a QS holder could be required to always
(or for some subset of years) land yielded IFQ in a particularly community. These port specific landing
requirements could resurrect other issues and complications. First, QS holders who assert that regional
landing requirements limit markets to an extent that arbitration is required are certain to assert the
arbitration system will be necessary, if port landing requirements are adopted. As under a program with
regional landing requirements and no processor shares, the arbitration system will need to be adapted as
processor shares are currently used for identifying commitments and parties to arbitration proceedings.
Modification of the arbitration program would likely require substantial discussion by harvesting and
processing sector representatives and the Council, as the procedural structure of that system can greatly
affect the relative bargaining positions of participants. Second, IFQ usage and its tracking by both
cooperatives and NOAA Fisheries administrators will be substantially more complicated, as each pound
of IFQ held by a cooperative will need to be tracked by its applicable port designation. Current systems of
recording landings do not adequately track landings for this purpose. As a result, fish ticket and catch
accounting modifications would likely need to be developed. In considering whether port specific landing
requirements are an appropriate measure to protect community interests, the Council should consider
whether these added complexities are consistent with its overall objectives for considering an action to
extinguish processor shares from the fisheries.

Other measures to address community interests could be considered. For example, the Magnuson Stevens
Act as reauthorized allows for the allocation of harvest shares to communities. Several considerations
could affect the Council’s decision of whether to proceed with a harvest share allocation to communities.
Harvest share allocations would provide a different interest to the community than the processing interest
represented by rights of first refusal. In addition, CDQ groups already receive substantial allocations in
these fisheries. Additional community allocations are likely to be controversial and provoke objections
from historic private participants who may view the allocations as eroding their fishery investments.
These arguments may be more difficult to overcome, if the Council elects to compensate PQS holders for
the extinguishment of processing shares with an allocation of QS, as that would further erode current QS
holdings. Although other approaches to protecting community interests under the program might be
possible, the Magnuson Stevens Act suggests only these two measures for the protection of communities
in the development of limited access privilege programs.

Conclusion

Processor shares (and the associated arbitration system) define the harvester/processor relationships under
the rationalization program. Any action to eliminate processor shares from the program would cause
fundamental changes in that relationship. Negotiation of pricing and all delivery terms will be affected. If
the Council elects to proceed with an action to eliminate processor shares, it will need to assess these
changes and determine whether offsetting program elements are necessary. Beyond balancing negotiating
leverage between the sectors, elements could be considered to provide for stability within the sectors and
in harvester/processor relationships.

Extinguishment of processor shares will require the Council to revisit not only the distribution of interests
between the sectors, but also consider revisions to other aspects of the rationalization program. The
processor share component of the program is a lynchpin that supports other program defining elements —
most importantly community and regional protections. If processor shares are removed from the fisheries,
the effects on these aspects of the program should be considered. Regional requirements on IFQ could be
continued, but may require consideration of a revised arbitration system. Rights of first refusal on
processor shares cannot be maintained, but other community protections could be substituted. The MSA
as revised suggests two possible measures to protect community interests - port landing requirements and
community allocations. Either of these measures will have effects on other aspects of the program.
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Community allocations would further erode the owner harvest share pool allocations. Port landing
requirements would further complicate administration of the program and would further constrain
harvester markets increasing the need to develop revisions to the arbitration system.
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Appendix A
Section 303(d) as in effect October 11, 1996

303(d) INDIVIDUAL FISHING QUOTAS.--

(1) (A) A Council may not submit and the Secretary may not approve or implement before October 1,
2000, any fishery management plan, plan amendment, or regulation under this Act which creates a new
individual fishing quota program.

(B) Any fishery management plan, plan amendment, or regulation approved by the Secretary on or after
January 4, 1995, which creates any new individual fishing quota program shall be repealed and
immediately returned by the Secretary to the appropriate Council and shall not be resubmitted,
reapproved, or implemented during the moratorium set forth in subparagraph (A).

(2) (A) No provision of law shall be construed to limit the authority of a Council to submit and the
Secretary to approve the termination or limitation, without compensation to holders of any limited access
system permits, of a fishery management plan, plan amendment, or regulation that provides for a limited
access system, including an individual fishing quota program.

(B) This subsection shall not be construed to prohibit a Council from submitting, or the Secretary from
approving and implementing, amendments to the North Pacific halibut and sablefish, South Atlantic
wreckfish, or Mid-Atlantic surf clam and ocean (including mahogany) quahog individual fishing quota
programs.

(3) An individual fishing quota or other limited access system authorization--
(A) shall be considered a permit for the purposes of sections 307, 308, and 309;
(B) may be revoked or limited at any time in accordance with this Act;

(C) shall not confer 'any right of compensation to the holder of such individual fishing quota or other such
limited access system authorization if it is revoked or limited; and

(D) shall not create, or be construed to create, any right, title, or interest in or to any fish before the fish is
harvested.

(4) (A) A Council may submit, and the Secretary may approve and implement, a program which reserves
up to 25 percent of any fees collected from a fishery under section 304(d)(2) to be used, pursuant to
section 1104A(a)(7) of the Merchant Marine Act, 1936 (46 U.S.C. App. 1274(a)(7)), to issue obligations
that aid in financing the--

(i) purchase of individual fishing quotas in that fishery by fishermen who fish from small vessels; and
(ii) first-time purchase of individual fishing quotas in that fishery by entry level fishermen.
(B) A Council making a submission under subparagraph (A) shall recommend criteria, consistent with the

provisions of this Act, that a fisherman must meet to qualify for guarantees under clauses (i) and (ii) of
subparagraph (A) and the portion of funds to be allocated for guarantees under each clause.
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(5) In submitting and approving any new individual fishing quota program on or after October 1, 2000,
the Councils and the Secretary shall consider the report of the National Academy of Sciences required
under section 108(f) of the Sustainable Fisheries Act, and any recommendations contained in such report,
and shall ensure that any such program--

(A) establishes procedures and requirements for the review and revision of the terms of any such program
(including any revisions that may be necessary once a national policy with respect to individual fishing
quota programs is implemented), and, if appropriate, for the renewal, reallocation, or reissuance of
individual fishing quotas;

(B) provides for the effective enforcement and management of any such program, including adequate
observer coverage, and for fees under section 304(d)(2) to recover actual costs directly related to such
enforcement and management; and

(C) provides for a fair and equitable initial allocation of individual fishing quotas, prevents any person
from acquiring an excessive share of the individual fishing quotas issued, and considers the allocation of a
portion of the annual harvest in the fishery for entry-level fishermen, small vessel owners, and crew
members who do not hold or qualify for individual fishing quotas.
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Leasing practices in North Pacific fisheries
Bering Sea and Aleutian Island crab fisheries
North Pacific Fishery Management Council
June 2009

In August of 2005, fishing began under the rationalization program developed by the North Pacific
Fishery Management Council for the Bering Sea and Aleutian Islands crab fisheries. In the years leading
up to implementation of the program, in excess of 200 vessels typically participated in the Bristol Bay red
king crab fishery, while over 150 vessels typically participated in the Bering Sea C. opilio fishery. Under
the new program, fewer than 100 vessels participated in either of these fisheries in any year. This
consolidation has affected crews in the fisheries in several ways. While some changes may be viewed as
benefiting crew, many crew have lost positions in the fisheries; others have seen their incomes affected by
deduction of lease payments from the vessel revenues prior to computation of crew shares. These
concerns have drawn the continuing attention of the Council, since implementation of the program. To
begin the process of addressing these concerns the Council has taken several steps. The Council has
defined alternatives to amend the program that include options to increase the portion of the harvest share
pool that must be held by persons active on vessels in the fisheries. In addition, the Council adopted the
following motion, requesting a discussion paper examining the effects of leasing on crew in fisheries,
including the crab fisheries:

Leasing restrictions: A paper addressing factors affecting lease rates in the Bristol Bay red king
crab and Bering Sea C. opilio fisheries. Include a discussion of how the extraction of rents by
quota holders through lease payments has changed payments to crew under the crab
rationalization program. Provide examples from other programs of provisions that limit leasing
activity and suggestions of how to achieve some reductions in either the extent of leasing activity
or the lease rate in these two rationalized crab fisheries.

This paper is the staff response to the Council’s request. The paper begins with a discussion of the
defining of “leasing” citing pitfalls that might arise in trying to curtail undesirable practices, if a narrow
definition of leasing is used. The discussion of a leasing definition is followed by a section examining the
leasing and transfer practices in the Bristol Bay red king crab and Bering Sea C. opilio fisheries (the
major crab fisheries) and the effects of those practices on crew. The paper then examines transfers and
consolidation in the halibut and sablefish IFQ fisheries and the American Fisheries Act Bering Sea
pollock cooperative program, the other fisheries in the North Pacific governed by share-based
management programs from which lessons may be drawn.' The paper concludes with a discussion of
possible measures (including both management measures and private measures that could be adopted by
crews) to mitigate against the negative effects of leasing practices in the crab fisheries. In all cases, the
discussion focuses on catcher vessels. Limited information is available and can be released concerning the
catcher processors in the crab fisheries and other fisheries considered in this paper. In addition,
compensation of catcher processor crews tends to be more complex and varied as some crew work as
vessel crew and in processing.

What’s a lease?

Prior to implementation of the rationalization program, the major crab fisheries were managed under the
License Limitation Program (LLP). With the transition to the rationalization program, licenses holders in
the crab fisheries were allocated quota shares (QS) that annually yield individual fishing quota (IFQ) that

! Although the Central Gulf of Alaska rockfish fishery and the Bering Sea non-pollock catcher processor fleets are
governed by share-based management, those programs are relatively new and provide limited insight into the effects
of transfers on crew.
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allow the holder to harvest a portion of the total allowable catch. These transferable shares allowed
former license holders to realize a return from the fishery without participation. QS holders could either
divest of their interest in the fisheries by transferring those shares to others or transfer their IFQ on an
annual basis to others who entered a vessel in the fishery. Annual transfers of interests can be through
direct leases of IFQ? or through transfers among members of a cooperative. In addition, QS holders could
form partnerships (or jointly owned corporations) with other QS holders to enter a single vessel in the
fisheries to fish their combined share holdings. NOAA Fisheries documents only transfers of QS and
simple leases of IFQ among their holders. Many transfers escape documentation because of the share
holding structure of the program and the business practices of share holders. For example, exchanges of
IFQ among members of the same cooperative are not recorded, as IFQ are allocated to the cooperative
and fished collectively by the members. In addition, transactions that appear to be transfers may not be
transfers at all, but are merely restructuring of interests. For example, two QS holders may agree to form a
partnership to hold their QS, while maintaining their proportional interests in the QS under a partnership
agreement. These shares may be fished off a single vessel without leasing. This variety of transfers is
problematic for any examination of the effects of ‘leasing.’ The examination requires a definition of a
‘lease’ and records for distinguishing leases from other forms of transfer activity. By developing a
definition, transactions of interest (which may have the same effect as transactions that are defined as a
lease) may be excluded from consideration.

The Council’s purpose for examining ‘leasing’ is to determine how leasing under the rationalization
program has affected crew and to develop measures to prevent adverse effects of that leasing. Given this
purpose and the potential for omitting transactions that are important contributors to crew effects, this
paper looks more broadly at share use and consolidation in the fisheries and their effects on crew and
possible mitigation of any adverse effects. This broader approach will ensure that share use (including use
that might otherwise not be defined as a lease) that carries with it adverse consequences will be
considered. This broader approach is also justified by data available for examining crew effects. These
data include catch, ex vessel revenues, and crew payments. The diversity of crew contracts and their
terms of compensation across the fleet prevent any back calculation of crew shares using lease rates. As a
result, a broader consideration of crew effects that includes consideration of the array of transactions that
contribute to consolidation seems merited. Also, rules in other fisheries that may shed light on the
potential for management measures to protect crew prevent transactions that might be characterized as
‘leases’ under a traditional definition. In some cases, participants in these other fisheries have achieved
consolidation despite these leasing prohibitions. To understand whether a management measure will
protect crew from detrimental effects arising from transfers, it is therefore important to broadly consider
the effects of share use and consolidation.

Leasing practices in the Bristol Bay red king crab and Bering Sea C. opilio fisheries
Prior to implementation of the rationalization program, a holder of a license endorsed for one or both of

the major fisheries needed to enter a vessel into the fisheries to realize any return. As a consequence,
license holders (particularly those who had invested in a vessel to use in the fisheries and carried
mortgage obligations) are reported to have been compelled to participate in the fisheries, regardless of
whether returns were expected to be substantial (or even cover the full costs of participation). With
relatively high participation rates, crew positions were readily available particularly for good, experienced
crew. Although financial pressures might have otherwise limited the ability of vessel owners to
compensate crew, the large number of vessels simultaneously participating in the fisheries provided
persons willing to work on vessels with substantial leverage in any negotiation for a position.

This leverage was likely manifest in two ways. First, crew shares likely reflected some of this additional

2 These direct leases will be prohibited for IFQ holders other than cooperatives after the 5% year of the program.
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leverage. Most crew were paid on a share system, under which payment is a percentage of vessel
revenues after deduction of specified costs (most frequently food, fuel and bait). In individual cases, some
crew may have been able to negotiate a more senior position and higher share for themselves, if a vessel
needed to fill that more senior position. In addition, crewmembers on average might have received a
higher share percentage for their work, than would have been paid in a more competitive labor market.
This market power may be evident as share percentages in the crab fisheries are similar to share
percentages paid in other fisheries (such as pot fishing for Pacific cod) despite substantially higher daily
revenues from the crab fisheries. Admittedly crab fishing introduces greater risks than cod fishing, which
should provide for a premium for crab fishing.? Yet, it is unlikely that any vessel owner who attempted to
reduce crew shares in the fishery to a level that would compensate crew at a daily rate similar to that in
other pot fisheries would have been able to retain a good crew. The magnitude of the difference in daily
revenues suggests that crew may have received extraordinary shares (and pay) in the crab fisheries under
the LLP.

The leverage of crew in these negotiations also shows in the payment of late (or last minute) hires in the
fisheries. It was not uncommon for some vessel owners to make hires to fill out their crews in the last few
days before the season opened. Crew hired for these positions were typically hired at the same share they
would have received had they been hired earlier, a few weeks or a month prior to the opening. These late
hires would have done little gear and boat work prior to the opening, but received a share comparable to
other crew, as they were needed by both the vessel owner and the other crew for the vessel to participate
in the fishery. These late hires clearly exploited their leverage with both vessel owners and other crew.

In the first season under the rationalization program, former license holders used their new ability as share
holders to consolidate fishing on fewer vessels. Examining data from the first three years of the program
shows a substantial reduction in the fleets in the two major fisheries (Table 1). The figures reveal initial
precipitous declines that, as expected, slowed over time. Prior to the implementation of the rationalization
program, between 167 and 251 vessels participated annually in each of the two largest fisheries, the
Bristol Bay red king crab and Bering Sea C. opilio fisheries. In the Bristol Bay red king crab fishery, the
fleet contracted to less than one-third its pre-rationalization size. In the Bering Sea C. opilio fishery the
fleet contracted to levels similar to those in the Bristol Bay red king crab fishery, but the contraction was
of smaller magnitude because this fleet had contracted to some degree prior to implementation of the
program, as GHLs in the fishery were at historic lows in the years preceding the program. Consolidation
in the fisheries took place to the degree but more quickly than most predicted.

3 These risks include not only safety risks arising from the nature of the crab fishery, but also financial risk, as crew
payments depend on the performance of the vessel. Crewmembers on a vessel that had a poor season, due to
unsuccessful fishing or breakdown, would receive little pay.
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Table 1. Catch, number of vessels, and season length in the Bristol Bay red king crab and Bering Sea C. opilio
fisheries (2001 to 2007-2008).

Number of vessels
Season
participating length (in
catcher catcher _ allunique | 9ays)
Fishery Season Catch vessels __processors vessels
2002 29,609,702 182 9 190 24
2003 25,410,122 185 5 190 10
2004 21,939,493 183 6 189 8
Bering Sea C. opilio 2005 22,655,777 161 6 167 5
2005 - 2006 | 33,248,009 76 4 78
2006 - 2007 | 32,699,911 66 4 70 212/228*
2007 - 2008 | 56,722,400 74 4 78
2001 7,681,106 224 8 230 3
2002 8,770,348 234 9 241 3
2003 14,237,375 242 8 250 5
Bristol Bay red king crab 2004 13,889,047 243 8 251 3
2005 - 2006 | 16,472,400 88 4 89
2006 - 2007 | 13,887,531 79 3 81 92
2007 - 2008 | 18,324,046 72 3 74

Sources: ADFG fishtickets and NMFS RAM catch data (for 2005-2006, 2008-2007, and 2007-2008)

For 2005-2006, 2006-2007, and 2007-2008 catcher processor vessel count include all vessels harvesting catcher
processor shares.

* The Eastern area closes 16 days prior to the Western area in this fishery.

A few factors likely contributed to the substantial consolidation that occurred in the first years of the
program. The short seasons and low catches (relative to historic highs) created an environment ripe for
consolidation. In addition, industry participants maintain that many of the vessels that departed in the first
year of the program would have been retired from the fishery earlier, but for the prospect of the
rationalization program. This lingering capacity led to a far more precipitous drop in the first year of the
program. Consolidation was also stimulated by the cooperative structure under the program. Cooperatives
created the framework and led to the development of harvesting associations, improving relationships and
easing consolidation. Exempting cooperative participants from vessel use caps (set at 1 percent of the
owner IFQ for vessels harvesting individually held IFQ) both increased the incentive for cooperative
membership and effectively annulling any vessel use cap.

Comparing vessel activities before and after implementation of the program brings to light further
changes in the fleet dynamics in the fisheries (see Table 2 and Table 3). Considerable consolidation
occurred in the first year of the program. In the Bristol Bay red king crab fishery, the fleet contracted to
slightly more than one-third its pre-rationalization size. While quota was consolidated on the active
vessels, other vessels sat idle and owners collected lease royalties). Most active vessels substantially
increased their catch after rationalization. Under the rationalization program, both the median and largest
harvests have been more than double their prerationalization levels in pounds and as a percent of the total
catch. The mean and median vessel harvest in the fishery has grown consistently in the first three years of
the program, but the largest harvests have fluctuated, both in pounds and as a percent of the total harvests.
In the first year of the program in Bering Sea C. opilio fishery, the fleet contracted to levels similar to
those in the Bristol Bay red king crab fishery, but the contraction was of smaller magnitude because this
fleet had contracted to some degree prior to implementation of the program. The relatively fewer vessels
in the Bering Sea C. opilio fishery prior to the 2005-2006 season likely occurred because GHLs in that
fishery were at historic lows leading up to implementation of the program. From 1997 through 1999, the
average vessel harvest was approximately 617,000, substantially higher than the average vessel harvest in
the 2005-2006 season. In the first year of the program, the harvests of the largest vessels in the fleet
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- greatly exceeded the largest pre-rationalization harvests. '

Table 2. Simple statistics of the fleet participating in the Bristol Bay red king crab fishery.

Average vessel harvest Median vessel harvest Average of highest four
. vessel harvests
Season Number of vessals in Tota! Catch
the fishery
as percent of in as percentof | . as percent of .
" pounds . in pounds total in pounds
total allocation total allocation allocation
2001 230 7,681,108 0.43 33,388 0.37 28,747 1.28 98,202
2002 . 241 8,770,348 0.41 36,391 0.40 35,316 0.82 71,911
2003 250 14,237,375 0.40 56,950 0.33 47,540 1.40 198,892
2004 251 13,889,047 0.40 55,335 0.38 52,780 0.86 119,599
2005-2006 89 16,472,400 1.12 185,120 0.85 140,698 3.90 643,007
2006-2007 81 13,887,531 1.23 170,268 1.05 146,374 3.27 453,476
2007-2008 74 18,324,046 1.35 247,343 1.22 222,838 3.57 654,402
Table 3. Simple statistics of the fleet participating in the Bering Sea C. opilio fishery.
Average vessel harvest Median vessel harvest Average of highest four
Number of vessels in as percent of
Season the fishery Total Catch tas’.alpe;'lcent.t.:f in pounds as pe;'lcent 'of in pounds total in pounds
otal allocation| total allocation allocation
2001 207 22,940,704 0.48 110,825 0.38 86,479 2.59 593,306
2002 190 29,609,702 0.53 155,841 0.50 147,730 1.44 425,538
2003 190 25,410,122 0.53 133,737 0.49 125,655 1.07 271,901
M 2004 189 21,839,493 0.583 116,082 049 106,781 1.30 284,844
2005 167 22,655,777 0.60 135,683 0.57 128,122 1.21 273,237
2005-2006 78 33,248,009 1.27 423,485 1.08 349,851 3.59 1,192,020
2006-2007 70 32,699,911 1.42 463,589 1.19 389,008 4.14 1,352,638
2007-2008 78 56,722,400 1.28 727,105 1.08 611,366 3.27 1,853,105

This consolidation brought led the greatest effect on crew arising from the rationalization program, the
loss of crew positions in the fisheries. Crew sizes are generally unchanged since implementation of the
program, so vessel participation provides a direct estimate of the number of crew that have left the
fisheries. Data from Crab Economic Data Reports (see Table 4 below), as well as anecdotal reports,
indicate that crew sizes have changed minimally (at most one person per vessel) since implementation of
the program. In some instances, vessels are reported to have added crew to reduce the burden of deck
labor in the fisheries. Absent improved data, the removal of vessels from the fisheries provides a direct
estimate of the number of crew jobs lost. Assuming approximately six crew members per vessel,
approximately 975 fewer crew (including captains) were employed in the Bristol Bay red king crab
fishery on average in the first three years of the rationalization program, in comparison to the 2000 to
2004 season average; approximately 675 fewer crew were employed in the Bering Sea C. opilio fishery
on average in the first three years of the program, when compared to the 2001 to 2005 season average.’

4 The four largest vessels in the fishery in 2001 harvested a substantially greater share than the four largest harvests
in any other year. This likely occurred because some catcher processors did not acknowledge a catcher vessel strike
in the fishery that year.
5 Note that these estimates are based on an assumption of 6 persons per crew (including captain). Crab Economic
Data Reports suggest that average crews are approximately 5 persons; however, these surveys may have some
-~ biases. For years prior to implementation of the program, the surveys requested average crew size. Subsequent to the

. implementation the survey requests the number of paid crew per fishery. Both suggest that average crews are less

than 6 persons. Further estimates of crew sizes could be derived using E-landings data, if time allowed.
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Although these job losses are substantial, one must also consider the terms of employment in the
prerationalization fisheries in assessing the magnitude of the loss. Few crab deck jobs, particularly in the
two large fisheries, fully supported a crewmember. Because of the small size of the fisheries in years
leading up to the rationalization program, most crew worked only a month or so in the crab fisheries.
Crew typically worked other jobs (including crew jobs in other fisheries) throughout the remainder of the
year. In addition, since pay was based on performance in the derby, pay was subject to risk. Although
high end of that spectrum The relatively short tenure of crab crew jobs was attractive to many crew, since
they were able to negotiate (or take) short periods away from other employment to fish crab.
Notwithstanding the relatively short term of these jobs, for many deck crew, their crab fishing jobs were
reported to have provided important contributions to annual income. Particularly in the case of crew from
remote communities with few job opportunities, replacing income from lost crab crew jobs is reported to
be problematic.

Crab Economic Data Reports provide some indication of crew pay effects arising from the rationalization
program. These data, however, should be interpreted as only providing a general reflection of conditions,
as many respondents are believed to have misinterpreted questions concerning crew compensation (see
Table 4). Specifically, captain and crew payment questions requested the actual amount paid to crew, not
their payment before "shared expenses" (such as food, fuel, or bait) were "deducted". The following
question distinguishes "deductions," which are shared expenses removed from vessel revenues prior to
calculation of the crew share, from "charges," which are crew borne expenses removed after the
calculation of crew shares. Most respondents are believed to have included the amount paid to crew in
settlement checks without distinguishing whether "charges" might be removed before making that
payment. As a result, we are uncertain of whether charges were removed by respondants, although the
instructions direct a respondent to remove only deductions (not charges). The discrepancy could be
significant, particularly in pre-rationalization years, when crew payments were substantially lower dollar
amounts. For example, a $1,000 plane ticket to Dutch Harbor may be the difference between a $5,000
season and a $6,000 season in the Bering Sea C. opilio 2001 season. In addition, although data are
collected for most of the items deducted or charged, much of those data are of poor quality. In
combination, these issues limit the ability to fully and accurately understand crew or captain pay. Despite
these shortcomings, it is believed that these data provide a general understanding of the direction and
gross scale of changes in crew compensation under the program. Interpreting these data also requires one
to consider the circumstances in the fisheries. For example, in 1998, the Bering Sea C. opilio harvests
exceeded 240 million pounds, more than four times the 2007 catch and more than seven times the catch
for any other year covered by the data collection. Such circumstances are important to interpreting
changes in crew compensation that have occurred.

Crew shares and payments reflect the course of changes that arose in the crab fisheries under the
rationalization program, including these changes in deductions and charges. Fleet consolidation (together
with some contribution from generally higher TACs) increased the average vessel harvest substantially
from the years immediately preceding the program. In the Bering Sea C. opilio fishery, the 1998 TAC
greatly exceeded the TAC in any subsequent year. As a result, average vessel catch in that year exceeds
average vessel catch in any year since program implementation. In years with comparable TACs, average
vessel catches in the rationalized fishery were approximately triple the pre-rationalization levels. This
consolidation, and the means by which it occurred, greatly increased the catches that are the basis for
crew shares.

Since crew compensation arrangements vary across the fleet, changes in crew share payments can be best
assessed by examining the change in the percentage of gross vessel revenues paid to crew before and after
the implementation of the program. Available data suggest that mean and median crew payments as a
percentage of vessel revenues declined by approximately one-third under the rationalization program (see
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Table 4). Although this decline is substantial, on average, the increase in revenues from consolidation
(i.e., increase in average vessel harvest) more than compensated for additional deductions, charges, and
decrease share percentages. In general, this additional compensation came at the cost of greater crew
efforts harvesting those additional pounds. :

In reviewing crew compensation on a fishery basis, two seasons in the Bering Sea C. opilio fishery stand
out. In 1998, the extremely large total catch supported a very high average vessel harvest — more than
twice the average vessel harvest any other year for which Economic Data Reporting data are available.
This high vessel harvest level, supported a very high crew compensation. Despite the high vessel catches
in that 1998, in 2007 (the second year of the rationalization program), crew compensation in the fishery
approached the 1998 level. This relatively high compensation arose because of a relatively high price for
crab in 2007 ($1.71 per pound based on Economic Data Reporting data) compared to 1998 ($0.57 per
pound based on Economic Data Reporting data) and despite the lower percent of gross vessel revenues
paid to crew. The 2006 year in the fishery shows an opposite price effect. In that year, crew compensation
increase only slightly from levels seen in the years immediately preceding implementation of the
program. In that year, crab prices dropped by more than one-third (to $1.11 in 2006 from $2.03 in 2004
and $1.80 in 2005 based on Economic Data Reporting data). As a result of this price drop (and the
changes in deductions, charges, and crew shares), crew compensation increased only slightly, despite a
substantial increase in average vessel harvests.

Table 4. Crew size, harvest, captain pay, crew pay, and percentage of gross vessel revenues paid to crew in
the Bristol Bay red king crab and Bering Sea C. opilio fisheries by fishery (1998, 2001, 2004-2007).

Percent of gross
Number Mean Captain pay Meancrew | Crewmember pay | vessel revenues paid
Fishery Year of Mean | vessel (63 pay 6] to crew (including
vessels | W size| harvest (excluding captain)
(pounds) captain) ($)
Mean Median Mean Median Mean Median
1988 185 6.2 56,089 17,543 16,4989 35,862 6,921 8,179 354 35.3
2001 180 4.8 38,279 21,359 18,668 40,172 8,395 6,996 35.5 35.3
Bristol Bayred | 2004 218 5.3 58,822 31,483 29,865 66,482 12417 11,588 35.7 35.7
king crab 2005 83 49 194,812 | 63,3687 53,910 120,058 24,112 21,375 25.0 227
2006 77 4.9 202,058 | 50,384 46,818 99,381 19,898 19,423 23.7 23.1
2007 7=01 5.0 269,194 | 75,771 88,155 150,526 29,640 27,007 228 21.5
1998 159 6.0 |1,093,034] 74,434 | 70,120 | 150,025 25,349 23392 | 363 355
2001 158 54 110,497 | 18,620 15,624 37,714 6,758 5,597 316 31.8
Bering Sea C. 2004 1685 4.9 124,336 | 29,692 26,807 58,954 11,897 10,768 35.2 35.2
opilio 2005 146 4.7 158,660 | 31,715 31,421 60,482 12,879 12,311 34.5 35.4
2008 73 5.1 463,546 | 38,256 | 32,219 72,145 13,933 12,594 237 22.0
2007 62 5.2 498,398 | 60,129 55,125 127,238 23,945 22,724 244 22.8
Source: Crab Economic Data Reporting.

Notes: Mean crew size is a count of all crew paid shares excluding the captain. Excludes any vessels on which crew were paid in excess of 75 percent of the
vessel's gross revenuss,

Examining compensation on vessels that participate in both the Bristol Bay red king crab and Bering Sea
C. opilio fisheries provides a more complete view of compensation on vessels that used in both fisheries.
In 2006, when Bering Sea C. opilio prices were particularly low, the average crew earned substantially
greater compensation than in the years preceding rationalization, with the exception of 1998, when
harvests from the Bering Sea C. opilio fishery were substantially greater than for any other year for which
data are available. Despite these reinforcing factors, the average crew on a vessel that participated in both
fisheries received comparable compensation in 1998 and 2006.
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Table 5. Harvest, captain pay, crew pay, and percentage of gross vessel revenues paid to crew by vessels
participating in both the Bristol Bay red king crab and Bering Sea C. opilio fisheries (1998, 2001, 2004, 2006-

2007).

Percent of gross to

Number Crew pay

Year of Vessel revenues Captain pay (excluding captain) crew (inc!uding
vessels captain)
Mean | Median | Mean | Median Mean Median | Mean | Median _

1998 146 783,000 745,&2 93,457 88,913 189,765 176,540 36.0 353
2001 141 356,687 | 302,509 | 41,413 35,854 80,032 71,8685 34.2 345
2004 160 548,336 | 517,380 | 63,883 61,549 130,808 120,434 35.7 35.6
2006 57 1,280,876 1,184,463] 93,453 89,864 183,899 169,903 242 245
2007 55 2,136,080] 1,892,917| 139,586 | 141,269 | 288,535 267,431 23.0 21.9
Source: Crab Economic Data Reporting.
Notes: 2005 omitted, as Bering Sea C. opifio fishery prosecuted as limited entry derby and Bristo!l Bay red king crab prosecuted as
share-based fishery. Excludes any vessels on which crew were paid in excess of 75 percent of the vessel's
gross revenues.

Although catch consolidation has benefited remaining, a competing effect arose from deductions or
charges against crew shares or direct reductions in crew share percentages, through which the quota costs
of consolidation are effectively shared with crew. One potential means of changing crew compensation
under the rationalization program is a change in deductions and charges. Although the amounts any of
deductions and charges may be inaccurate in the Economic Data Reports, whether an item is deductioned
and charged to crew is believed to be accurately captured. These data suggest that with respect to vessel
operating expenses, the percentage of the fleet imposing deductions and charges has remained relatively
constant through the transition to the rationalization program.

Table 6. Number of vessels deducting or charging vessel operating expenses from crew compensation (1998,
2001, 2004-2007).

Year Fuel —Food T Bait

Deducted [Charged] Neither | Unreported| Deducted | Charged| Neither [Unreported| Deducted |Charged] Neither |Unreported
1988 m 12 37 13 67 138 15 13 176 10 37 10
2001 176 11 32 9 63 140 15 10 180 9 34 5
2004 193 8 38 10 72 152 18 7 200 6 37 6
2006 80 4 18 0 21 69 12 0 80 4 18 0
2007 69 4 13 1 20 60 7 0 69 4 13 1
Year —Observers I Gear I Fish taxes

Deducted | Charged] Neither [Unreported| Deducted |Charged| Neither [ Unrepcrted] Deducted |Charged| Neither | Unreported
1998 48 0 97 88 38 8 160 27 199 6 15 13
2001 57 0 91 80 31 8 164 25 203 6 9 10
2004 65 0 92 92 40 10 169 30 216_ 9 13 11
2006 28 0 M 29 10 3 74 13 96 1 5 0
2007 22 0 17 48 0 0 5 0 82 2 2 1

Scurce: Crab EDR data
Notes: Travel costs are omitted as those data were not collected prior to implementation of the program. Freight costs are omitted, as few vessels have

deducted or charged those costs in any year.
Unreported includes responses of unapplicable, uncertain, and multiple responses suggesting different treatment in different fisheries.

While the treatment of most vessel operating expenses has remained relatively constant, a notable change
in deductions and charges since program implementation is the additional deduction of quota expenses.
Prior to program implementation, a small portion of the fleet deducted CDQ quota expenses prior to the
payment of crew compensation. Since implementation of the program, most of the fleet deducts IFQ
quota expenses. As noted earlier, the magnitude of deductions on any vessel are not consistently reported.
In addition, the number of vessels and percentage of the fleet deducting CDQ quota expenses has
increased substantially. It is not known at this time whether this change has arisen from the redistribution
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of CDQ quota among more vessels, or if the change is caused by shifting of additional expenses to crew.
These additional charges are believed to be largely responsible for the decrease in the percentage of gross
vessel revenues paid to crew.

Table 7. Number of vessels deducting or charging expenses for acquired quota from crew compensation
(1998, 2001, 2004-2007).

Year CDQ | IFQ

Deducted |Charged| Neither |Unreported| Deducted |Charged] Neither | Unreported
1998 18 0 88 127
2001 19 0 83 126
2004 24 0 89 136
2006 k%) 0 18 46 78 1 15 8
2007 28 0 7 52 67 1 12 7

Source: Crab EDR data

Unreported includes responses of unapplicable, uncertain, and multiple responses suggesting different
{reatment in different fisheries. One vessel is reported to have deducted IPQ costs in both years, but the
nature of that cost is unknown.

Anecdotal reports reinforce this conclusion, as most participants assert that these changes are applied
simply to reflect the change in vessel owner revenues arising from the costly acquisition of shares to
harvest. Many crew are said to have received full crew share on IFQ owned by the vessel owner. In most
cases, shares paid on leased IFQ fished by a vessel were computed after deduction of any lease payments
to the IFQ owner. Consequently, the base revenues used to compute a crew payment for catch of leased
IFQ were reduced by as much as 65 to 70 percent in the Bristol Bay red king crab fishery and as much as
45 to 50 percent in the Bering Sea C. opilio fishery. As a result, sellers of quota (either through leases or
sales of QS) receive a large portion of the revenues from their shares. In the transfer of quota received in
the initial allocation, these revenues may be used to pay outstanding vessel mortgages or other vessel
related costs (if the vessel is maintained for use in other fisheries). Any remaining amounts are profits to
the share holder. Revenues from transfers after the initial allocation would be used, in part, to cover the
holder’s cost of acquiring that quota.

Although most changes in deductions, charges, and crew share percentages are to cover quota costs,
anecdotal reports suggest that in some cases these changes have arisen from opportunistic vessel owners
exerting negotiating leverage on crew. In these later cases, vessel owners have been able to exploit fleet
contraction (and the surplus of available crew) to reduce crew compensation. The extent of these
practices, however, is not known.

Examining changes in crew compensation with changes in pounds of harvests suggests that quota costs
are the primary determinant of percentage of gross vessel revenues paid to crew (see Table 8). It may be
expected that vessels that harvest greater amounts of crab will incur greater quota costs. The deduction of
these costs prior to payment of crew will effectively reduce the percentage of gross vessel revenues paid
to crew. Prior to implementation of the rationalization program, crews received a relatively similar share
of gross vessel revenues regardless of a vessel’s catch. Vessel harvests varied greatly, with crew on
vessels harvesting in the highest quartile harvesting and earning between two and three times the amount
harvested and earned by crew on vessels in the lowest quartile. Since implementation of the program, two
changes in these relationships are notable. First, vessel harvests vary more greatly across the fleet. In the
Bristol Bay red king crab fishery, average harvests of vessels in the highest quartile are now between four
and five times the average harvest of vessels in the lowest quartile, while in the Bering Sea C. opilio
fishery, average harvests of vessels in the highest quartile are between five and six times the average
harvests of vessels in the lowest quartile. While catch is more consolidated in all quartiles, vessels in the
highest quartile are able to amass a substantially greater portion of the total catch through quota transfers
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than could be amassed under the competition of the pre-rationalization derby fisheries.

The second effect is a change in the percentage of gross vessel revenues paid to crew. In the quartile with
the lowest harvests, crews in the Bering Sea C. opilio fishery received a comparable percentage of gross
vessel revenues before and after implementation of the rationalization program. In the Bristol Bay red
king crab fishery, crews in the lowest harvesting quartile have received slightly less of the gross vessel
revenues than received prior to the rationalization program, but continue to receive in excess of 30
percent of the gross vessel revenues. The absence of a noticeable change in the percent of gross vessel
revenues paid to crew since implementation of the program suggests that most of the quota harvested on
these vessels are fished without deduction or charge of quota fees or an adjustment in crew share
payments. In the second quartile of harvests in both fisheries, vessel harvests are approximately double
those in the first quartile. Crew on these vessels are paid a lower percentage of gross vessel revenues (in
the mid-20s on average). The combination of additional harvests and a lower percentage of gross vessel
revenues results in an increase in compensation of approximately one-third over the lowest quartile. In
general, this relationship continues. Vessel harvests generally increase by between 50 percent and 100
percent with each successive quartile. In addition, average crewmember compensation increases by
approximately one-third on average. As a result, average crewmember pay on vessels in the highest
harvesting quartile are more than double that of crew in the lowest quartile, while harvests in the highest
quartile are between three and five times the harvests in the lowest quartile. Crew pay as a percentage of
gross vessel revenues also declines in each successive quartile, suggesting that quota fees take an
increasing share of vessel revenues as a vessel acquires additional quota to harvest. These declines result
in pay to crew being over 30 percent of gross vessel revenues on vessels in the quartile harvesting the
least crab and 20 percent or less of gross vessel revenues on the vessels in the quartile harvesting the most
crab. Overall, these data suggest that as a vessel consolidates catch, a greater share of its harvests is
subject to quota fees. The increase in catch supplements crew incomes, but at a lower rate than the
vessel’s initial allocation quota, which are fished with no (or lower) quota fees.

Table 8. Crewmember pay and percent of gross vessel revenues paid to crew by quartile of pounds harvested
in the Bristol Bay red king crab and Bering Sea C. opilio fisheries (1998, 2001, 2004-2007).

First quartile of pounds harvested Second quartile of pounds harvested
Number of Percent of Percent of
Fishery Year vesselg per Mean pounds Mg;an to gross to Mean pounds Mgan to gross to
quartile harvested single crew harvested single crew
crewmember] (including crewmember| (including
captain) captain)
1998 46 24 336 3,330 341 42,386 5,450 36.2
2001 45 14,294 3,564 333 25315 6,271 36.5
Bristol Bay red | 2004 54/55 27624 6,145 35.5 47,322 10,526 344
king crab 2005 20/21 61,177 13,352 328 111,565 20,884 286
2006 19/20 67,866 12,101 305 126,775 17.640 26.6
2007 17/18 98,619 20,079 329 192,984 26,205 22.8
e e ———————rrey e e ==$=#=g=
1998 39/40 533,558 14,754 377 925,200 21,632 35.6
2001 39 45,411 2,510 274 77,238 4722 30.5
Bering Sea C. 2004 41/42 65,903 6477 342 96,395 9,663 34.7
opilio 2005 36 84,930 7,502 324 122,265 11,330 36.1
2006 18/19 152,887 7.726 30.8 308,944 10,731 224
2007 15116 185,828 15,082 32.8 351,032 20,301 24.4
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Table 8, Cont.

Third quartile of pounds harvested Fourth quartile of pounds harvested
) Percent of Percent of
Fishery Year Mean Mean to lgross to crew| Mean Mean to gross to crew
jpounds single 1% ciuding | POUNds | single %o ging
arvested | crewmember captain) harvested | crewmember captain)

1998 60,576 7,347 35.0 96,188 11,459 36.1
2001 35,584 8,482 36.5 69,924 15,263 356
Bristol Bayred | 2004 62,559 13,330 36.7 97,283 19,568 36.3
king crab 2005 209,205 26,434 215 390,937 35,266 17.3
2006 209,534 21,693 20.7 393,957 27,748 17.2
2007 294,186 32,097 18.9 482,900 39,784 16.1
1998 | 1,214,389 27,480 35.1 1,685,001 37,263 36.9
2001 114,553 7,099 340 204,786 12,703 345
Bering Sea C. 2004 128,889 13,027 36.3 204,208 18,266 354
opilio 2005 155,342 14,165 35.7 270,019 18,408 338
2006 480,274 15,223 218 850,049 21,625 20.1
2007 506,536 24619 21.3 931,170 35,267 19.5

L e

Source: Crab Economic Data Reporting.
Notes: Pay to single crewmember is based on count of all crew paid shares excluding the captain. Excludes any
vessels on which crew were paid in excess of 75 percent of the vessel's gross revenues.

While generally, the effects of the change to the rationalization program on crew have been driven by
consolidation and related quota charges, it is important to recognize the effects differ across the fleet. In
the most common case, crew are reported to have received historic share payments for quota received in
the initial allocation by the vessel owner, supplemented with shares from the discounted base revenues on
acquired quota; however, other circumstances are said to exist, which are not revealed by aggregated data.
In some instances, vessel owners received little quota in the initial allocation. In these instances, crew
received virtually all share payments from the discounted revenue base (i.e., after deduction of quota
fees). In addition, in some instances vessel owners are reported to have charged quota fees on quota
received in the initial allocation, lowering the base on which shares are calculated for all quota fished on
the vessel. Depending on the level of quota fees, crew could receive substantially reduced payments from
the historic shares, despite a vessel fishing mostly quota received in the initial allocation. Although some
instances of crew compensation moving away from a traditional crew share format to a wage labor or
salary format were reported in the first year of the program, it is believe that the most (if not all) crew in
the fisheries are currently paid on a traditional crew share basis.

Overall, data and anecdotal reports suggest that remaining crew positions in the fisheries are more stable
and better paying under the rationalization program. Crew typically know the amount of quota that will be
harvested and terms of payment prior to beginning fishing, allowing them to project income for a season.
Prior to implementation of the rationalization program, compensation hinged entirely on success in the
limited access derby fishery. The consolidation of catch under the rationalization program has reportedly
allowed some crew to rely exclusively on crab fishing for their incomes. Other crew are reported to work
on the crab vessel in other fisheries or tendering, relying on employment from their crab fishing vessels
for all of their income. Vessel owners hiring crew generally give priority to crew willing to work in all
crab fisheries that the vessel participates in (and non-crab fisheries or tendering, if the vessel engages in
those activities). These preferences have led to changes in crew composition, as some former participants
are unwilling to give up other employment to work exclusively for a crab vessel. Maintaining a steady
crew, however, can greatly simplify vessel management, reduce hiring costs arising from high turnover,
and improve efficiency and safety, as crew become more familiar with the vessel’s operation and fellow
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crew. Although these benefits arise for crew remaining in the fishery, many crew have lost the relatively
high paying, short term work in the crab fisheries since implementation of the program.

Leasing (and transfers) in the halibut and sablefish IFQ program

The halibut and sablefish IFQ program contains a general prohibition on leasing (or the transfer of unused
IFQ). To allow for a transition, leasing was permitted during the first three years of the program. In
addition, leasing continues to be permitted for freezer vessel IFQ (or effectively, catcher processor IFQ),
and, for a limited period, by survivors on the death of a QS holder. With the exception of the freezer
vessel fleet, the leasing prohibition could be argued to have prevented leasing from affecting crew, but
consolidation through other means permitted by the program can affect crew in the fisheries in a manner
similar to leasing. For example, QS holders outside of Southeast who received an initial allocation can use
a ‘hired skippers’ to fish, provided the QS holder owns at least a 20 percent interest in the harvesting
vessel. In some cases, QS holders are said to have joined interests to jointly own a vessel to consolidate
catch on a single vessel, effectively removing a vessel from the fishery and reducing crew employment. In
cases in which one owner has a minimal involvement in the management of the vessel, these
arrangements are functionally leasing arrangements. In other cases, purchasers of QS have deducted
mortgage payments from gross revenues prior to compensating crew, effectively reducing their crew
payments, in a manner similar to a quota fee charged against leased quota.

The halibut and sablefish [FQ program includes two types of share caps to limit the extent of
consolidation. These individual use caps are intended, in part, to ensure that investment in fishery
resources is spread among a minimum number of persons in each management area. The second type of
cap is a vessel use cap, which prevents a vessel from fishing in excess of specified amounts of [FQ. The
vessel use cap is intended, in part, to ensure that a minimum number of vessels participate in the fishery
in each year. In the IFQ program, the two types of caps are generally set at the same levels. In the
sablefish fishery, no individual may hold or use (and no vessel may harvest) more than 1 percent of the
combine QS in all areas. In addition, no individual may hold or use (and no vessel may harvest) more
than one percent of the combine QS in Southeast Alaska (i.e., for harvest east of 140°W longitude) the
most sought after QS in the fishery. In the halibut fishery, individual use caps prohibit an individual from
holding or using (and a vessel from harvesting) in excess of one-half of one percent of the combined
quota in two separate groupings of management areas (2C, 3A, and 3B is one grouping and 4A, 4B, 4C,
4D, and 4E is the other). In addition, no individual may hold or use (and no vessel may harvest) more
than one percent of the QS in the eastern most management area (area 2C), where QS is most sought.

In addition to share caps, the ‘block program’ is also intended to ensure that the market for shares remains
fluid and open to newcomers. Under the block program, small initial allocations of quota (which would
yield less than 20,000 pounds of fish at the 1994 TAC level) are not divisible and no person is permitted
to hold in excess of two blocks or one block and any other amount of unblocked quota. An exception
allowed persons to “sweep up” or consolidate extremely small allocations into a single block, as long as
the resulting block would yield less than 1,000 pounds of halibut or 3,000 pounds of sablefish based on
the 1994 TACs.

A unique influence on crew and their treatment in the halibut and sablefish fisheries is the Deep Sea
Fishermen’s Union. The union, which was founded in early 1900s, has maintained a negotiated crew
agreement with the Fishing Vessel Owners Association, an organization of halibut and sablefish vessel
owners. Although a large portion of the fleet and crews operate independently of the union and the vessel
owners association, the union contract has served as the starting point for many crew agreements
throughout the fisheries. The agreement has influenced both the structure of crew contracts and the
amount of compensation. Yet, in recent years, fewer vessels are said to abide fully by the union contract.
As a result, most crew are believed to be compensated at a rate lower than reflected by the union contract.
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