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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+4

MARCH/APRIL 2007
MEMORANDUM
TO: Council and AP Members
A
FROM: ChrisOler - 2% ESTIMATED TIME
g ) 6 HOURS
Executive Director
DATE: March 17, 2007

SUBJECT: Crab Management

ACTION REQUIRED

() 18 month review of the crab rationalization program
®) Report on Economic Data Reporting confidentiality and data quality protocols

BACKGROUND
a) 18 month review of the crab rationalization program

As a part of the crab rationalization program, the Council requested an analysis to be delivered 18 months after
implementation of the program examining two aspects of the program: a) the distribution of benefits between
harvesters and processors arising under the harvest share/processor share allocations and arbitration system,
and b) the distribution of landings of different harvest share types. Specifically, the Council requested:

The analysis is to examine the effects of the 90/10 A share/B share split and the binding
arbitration program on the distribution of benefits between harvesters and processors. After
receiving the analysis, the Council will consider whether the A share/B share split and the
arbitration program are having their intended effects and, if not, whether some other A share/B
share split is appropriate. In addition, staff shall the prepare an analysis of the application of
the 90/10 Class A/Class B split and regionalization to captain and crew shares (C shares) for
consideration by the Council 18 months after fishing begins under the program. The analysis is
to examine the landings patterns of B and C shares to determine whether the distribution of
landings among processors and communities of B and C shares differs from the distribution of
landings of the general harvest share pool. After receiving the analysis, the Council will
consider whether to remove the 90/10 Class A/Class B split from C shares, which is scheduled
to take effect three years after the beginning of fishing under the program.

The attached paper (Item C-4(a)(1)) is staff’s response to that request. The first part of the paper examines the
10/10 A share/B share split and binding arbitration program. That portion of the paper examines several
aspects of the program, including:

o  The arbitration organizations that administered the program in the first two years of the program
@9

e  The market reports prepared by the market analysts in the first two years of the program (pp. 10-
12)



The price formulas generated by the formula arbitrators in the first two years of the program (pp.
12-16)
Application of the arbitration standard by the formula arbitrator (pp. 16-20)
Process used to develop the market report and price formula (pp. 20-1)
Share matching and initiation of arbitration (pp. 21-25)
- Timing of TAC announcements, share matching, and arbitration initiation (pp. 22-4)
- Multiple arbitration proceedings per processor under the lengthy season approach (pp. 24-5)
- Notification of transfers for share matching (p. 25)
Application of the arbitration standard in binding arbitration (pp. 26-8)
Process used for binding arbitration (pp. 28-32)
- Selection of the contract arbitrator (pp. 28-9)
Scope of the arbitrator’s authority (pp. 29-30)
Arbitration process (including arbitrator opinions and judicial review) (pp. 30-32)
Publication of contract arbitration outcomes (p. 32)
- Immunity for market analysts, arbitrators, and arbitration organizations (p. 32)
B share allocations (pp. 32-5)
- Use of B shares for negotiating leverage (pp. 32-4)
- Use of B shares to develop new markets (p. 34)
- Use of B shares to facilitate processor entry (pp. 34-5)
Delivery timing issues (pp. 35-6)
Harvester strikes (pp. 36-7)
Formula pricing and its effects on incentives and risk distribution (pp. 37-8)
Market information (p. 38)
Complexity of the program (pp. 39-40)
Costs of the arbitration program (pp. 40-1)

The second part of the paper compares the delivery patterns of A shares, B shares, and C shares in the first year
of the program. The comparison is intended to assist the Council in determining whether the application of the
90/10 A share/B share split is necessary to protect processor and community interests.

Also attached is a brief discussion paper (Item C-4(2)(2)) written by John Sackton, who has acted as market
analyst and formula arbitrator for most fisheries since the program’s inception. That paper assesses the
performance of the system from the market analyst/formula arbitrator perspective.

After consideration of testimony, the Council may develop some areas of concern with certain aspects of the
rationalization program. Depending on the nature and severity of those concerns, the Council could choose to
act in one of several ways. First, for issues that are minor and likely to resolve themselves through negotiation
and adaptation of participants, it could be most expedient for the Council to take no action. Second, for issues
of interpretation the Council could assist participants by clarifying its intent concerning the program. For these
issues (which would relate only to nuances of the arbitration program), it is possible that Council could clarify
its intent, provided that intent is consistent with regulations and prior Council actions. Third, certain issues
could be addressed through amendment. In considering whether to develop an amendment package for
analysis, the Council should consider whether the system can be responsive to the problem without Council
action. When developing the arbitration system, the Council purposefully chose not to fully specify certain
aspects of the system. The Council adopted this approach to allow the system to be more flexible, allowing
industry to respond to concerns without resorting to the Council system. Using this flexibility, participants
could adapt contracts establishing the arbitration system to address system shortcomings. The Council,
however, should note that the participants will be able to exercise this flexibility only to the extent permitted by
the regulations. Specificity in the regulations could prevent the participants from addressing some
shortcomings without Council action. If an issue appears likely to resolve itself over time, the Council could
develop a plan to take action at a future time, if appropriate and necessary. As part of this approach, the
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Council could request staff to specifically examine the issue in the three year review. If an aspect of the
program appears to be unlikely to resolve itself over time, the Council could develop a purpose and need
statement and alternatives to initiate an amendment package.

If the Council elects to consider amendments, particularly to the arbitration system, it should keep in mind that
the complexity of that structure establishes a specific balance of power in negotiations between participants in
the harvesting and processing sectors. While an amendment on its face may appear to be a benign measure that
will resolve an issue in a straightforward manner, it is possible that the relative negotiating position of
participants in the two sectors could be affected. The redistributive effects of a potential action on negotiating
leverage should be considered, even for changes that appear to be simple administrative measures.

b) Report on Economic Data Reporting confidentiality and data quality protocols

At its December 2006 meeting, the Council passed a motion directing staff to develop protocols concerning
data collected under crab rationalization Economic Data Reporting program. The protocols would apply to two
general areas, maintaining data confidentiality and assessing the quality of the data to ensure accuracy. To
maintain confidentiality, the Council directed staff to develop protocols for Council review specifying
aggregation requirements to avoid revealing proprietary data of fishery participants. The direction concerning
data quality included several areas of interest to the Council. First, the Council recommended that staff
develop descriptions of data, their quality, deficiencies, and variability. These descriptions, in turn, would be
used to draft protocols specifying appropriate scope of use for the data. In addition, descriptions would be used
to determine appropriate revisions to the EDR questionnaires.

The attached discussion paper (Item C-4(b)) describes a process for the development of data protocols
requested by the Council. That process would begin with the development of draft protocols by staff, including
a review of data practices of NOAA Fisheries and other agencies. These draft protocols and supporting
information would be made publicly available, after which staff would conduct public workshops with industry
to discuss the draft protocols and industry concems. After these meetings, the protocols would be revised, as
appropriate, and presented to the Council for its review.



AGENDA C-4(a)(1)
APRIL 2007

18-month review
Bering Sea and Aleutian Islands crab management

As a part of the crab rationalization program, the Council requested an analysis to be delivered 18 months
after implementation of the program examining two aspects of the program, a) the distribution of benefits
between harvesters and processors arising under the harvest share/processor share allocations and
arbitration system and b) the distribution of landings of different harvest share types. Specifically, the
Council requested:

The analysis is to examine the effects of the 90/10 A share/B share split and the binding
arbitration program on the distribution of benefits between harvesters and processors. After
receiving the analysis, the Council will consider whether the A share/B share split and the
arbitration program are having their intended effects and, if not, whether some other A share/B
share split is appropriate. In addition, staff shall the prepare an analysis of the application of the
90/10 Class A/Class B split and regionalization to captain and crew shares (C shares) for
consideration by the Council 18 months after fishing begins under the program. The analysis is to
examine the landings patterns of B and C shares to determine whether the distribution of
landings among processors and communities of B and C shares differs from the distribution of
landings of the general harvest share pool. After receiving the analysis, the Council will consider
whether to remove the 90/10 Class A/Class B split from C shares, which is scheduled to take
effect three years after the beginning of fishing under the program.

This paper is staff’s response to that request. Since these two aspects of the rationalization program are
generally unrelated, the paper treats each discretely; with the arbitration and 90/10 A share/B share split
discussion first, followed by the discussion of B share and C share landing patterns and the application of
90/10 A share/B share split to those shares after 3 years. Both aspects, however, must be considered in the
context of the overall program. This paper first describes that structure, followed by analyses of the two
issues identified by the Council.

Only 18 months have passed since the implementation of the rationalization program. As a result, less
than two full seasons of fishing has occurred and less than two full cycles of the complex arbitration
program have transpired under the program. As with any complex system, participants are likely to
develop a better understanding of the system, learning and adapting their participation over time. In
addition, the operation of certain aspects of the arbitration system could become more predictable over
time. Adequately assessing the performance of the system prior to allowing the system to operate for
several seasons is difficult, since participants have had little time to adapt. Also, little information or data
are available for study. As a consequence, most conclusions in this paper should be viewed as
preliminary.

The Council should also bear in mind that the change to any share-based management system requires
participants to modify their behavior. For example, in the derby fisheries landings were made during and
after the compact seasons. One of benefits expected to arise from a share-based management program is
that participants will time their activities to achieve the greatest market benefit from fisheries, extending
their fishing over a notably longer period of time. This extension of fishing over a longer period alone can
be expected to complicate scheduling of deliveries. In assessing various program components, the
Council should be careful to consider the extent to which the change to a share-based management
program might have contributed to those difficulties.
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Through this paper and public testimony, the Council may develop some areas of concern with certain
aspects of the rationalization program. Depending on the nature and severity of those concerns, the
Council could choose to act in one of several ways. First, for issues that are minor and likely to resolve
themselves through negotiation and adaptation of participants, it could be most expedient for the Council
to take no action. Second, for issues of interpretation the Council could assist participants by clarifying its
intent concerning the program. For these issues (which would relate only to nuances of the arbitration
program), it is possible that Council could clarify its intent, provided that intent is consistent with
regulations and prior Council actions. Third, certain issues could be addressed through amendment. In
considering whether to develop an amendment package for analysis, the Council should consider whether
the system can be responsive to the problem without Council action. When developing the arbitration
system, the Council purposefully chose not to fully specify certain aspects of the system. The Council
adopted this approach to allow the system to be more flexible, allowing industry to respond to concerns
without resorting to the Council system. Using this flexibility, participants could adapt contracts
establishing the arbitration system to address system shortcomings. The Council, however, should note
that the participants will be able to exercise this flexibility only to the extent permitted by the regulations.
Specificity in the regulations could prevent the participants from addressing some shortcomings without
Council action.' If an issue appears likely to resolve itself over time, the Council could develop a plan to
take action at a future time, if appropriate and necessary. As part of this approach, the Council could
request staff to specifically examine the issue in the three year review. If an aspect of the program appears
to be unlikely to resolve itself over time, the Council could develop a purpose and need statement and
alternatives to initiate an amendment package.

For this paper to be effective it must be complex. One purpose of the paper is to provide the Council with
information for assessing the success of certain aspects of the crab rationalization program. One factor
that affects success is complexity. The ability of harvesters and processors to effectively participate in the
program can be diminished by program complexities. For the Council to understand the challenges faced
by participants, aspects of the program must be described in detail. A second possible use of this paper
could be for the Council to determine whether amendment to the program is needed and, if so, to initiate
an amendment package to address perceived shortcomings. To develop provisions to resolve
shortcomings, the Council must understand the issues in detail.

If the Council elects to consider amendments, particularly to the arbitration system, it should keep in mind
that the complexity of that structure establishes a specific balance of power in negotiations between
participants in the harvesting and processing sectors. While an amendment on its face may appear to be a
benign measure that will resolve an issue in a straightforward manner, it is possible that the relative
negotiating position of participants in the two sectors could be affected. Careful consideration of the
redistributive effects of a potential action on negotiating leverage should be considered even for changes
that appear to be simple administrative measures.

Summary of the rationalization program

Under the program, eligible LLP license holders were issued quota shares (QS), which are long term
shares, based on their qualifying harvest histories. These QS annually yield individual fishing quota
(IFQ), which are privileges to harvest a particular amount of crab in pounds in a given season. The size of
each annual IFQ allocation is based on the amount of QS held in relation to the QS pool in the fishery. So,
a person holding 1 percent of the QS pool would receive IFQ to harvest 1 percent of the annual TAC in
the fishery. Ninety percent of the IFQ are issued as “A shares” or “Class A IFQ,” which must be delivered

! In some instances, participants may believe that the specificity of the regulation in some respects could prevent
modifying the arbitration process without risking liability. The Council will need to assess these concems in
deciding whether amendments are necessary to make modifications to the program.
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to a processor holding unused individual processor quota (IPQ).2 The remaining 10 percent of the annual
IFQ are issued as “B shares” or “Class B IFQ,” which may be delivered to any processor.’ Processor
quota shares (PQS) are long term shares issued to processors. These PQS yield annual IPQ, which
represent a privilege to receive a certain amount of crab harvested with Class A IFQ. IPQ are issued for
90 percent of the TAC, creating a one-to-one correspondence between Class A IFQ and IPQ.*

The A share/B share allocation structure has the effect of limiting market choices of participants, since
only the 10 percent allocation of B shares are free to be sold to any buyer. Under this structure, the 90
percent A share allocation (with corresponding IPQ) is intended primarily to add stability to the
processing sector and provide a means for compensated removal of processing capacity from the
fisheries. The 10 percent B share allocation is intended to provide negotiating leverage to harvesters, an
opportunity for entry to the processing sector, and a check on the processing market (by providing a
negotiated market price)’. To aid participants in resolving price disputes, the Council developed a binding
arbitration program. The first part of this review examines the 90 /10 division A share/ B share division
and the arbitration system.

Three percent of the initial allocation of QS were issued to captains as “C shares”, based on their harvest
histories. The Council applied an owner-on-board provision and leasing prohibition to these shares, to
ensure that C shares would benefit active captains and crew. The Council recognized that logistical
complications would likely arise early in the program, as a result of the interaction of owner-on-board
requirements, leasing prohibitions, fleet contraction, and the landing requirements on A shares. To
facilitate fleet coordination, the Council exempted C shares from the landing requirements of A shares
and prohibitions on leasing for the first three seasons under the program. In addition, the Council showed
a willingness to consider whether application of the 90/10 A share/B share split to C shares is appropriate.
As a starting point, the Council tasked staff to analyze whether the distribution of C share landings among
processors differs from the distribution of shares in the general harvest pool. The second section of this
analysis more fully describes the management of C share allocations under the program and the
distribution of landings using those shares.

Analysis of the 90/10 A share/B share division and the arbitration
program

The Council has requested that staff analyze whether the 90/10 A share/B share split and the arbitration
program have the intended effect, or whether some other A share/B share ratio is appropriate. The
Council’s problem statement used in the development of the crab rationalization program provides insight
into the Council’s intent concerning the share allocation and arbitration system. The problem statement
specifically called for a program that “...maintains healthy harvesting and processing sectors...” and

2 Currently, the C shares issued to captains are an exception to this generalization. Those shares are not subject to
IPQ landing privileges during the first three years of the program. During that period, the IPQ corresponding to the
C share allocations are withheld.

* The terms “A share” and “Class A IFQ” are used interchangeably in this paper, as are the terms “B share” and
“Class B IFQ”.

4 Although 90 percent of IFQ issued each year are issued as A shares, individual allocations can vary from 90
percent. Holders of PQS and their affiliates receive their entire IFQ allocations as A shares (and are not allocated B
shares). The rationale for issuing only A shares to PQS holders and their affiliates is that these persons do not need
the extra negotiating leverage derived from B shares. To maintain 10 percent of the IFQ pool as B shares requires
that unaffiliated QS holders receive more than 10 percent of their allocation as B shares (and less than 90 percent A
shares).

5 It should be noted that the limitation on the market resulting from the 90 percent A share/IPQ allocation dampens
the market for B share landings by limiting the size of the open market for landings. So, the B share price (while
providing an indication of the free market price) may not reflect the price that would exist in the absence of the A
share/IPQ allocations.
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“...and seeks to achieve equity between harvesting and processing sectors, including healthy, stable, and
competitive markets.” In the development of the program, the Council must have recognized the
conflicting goals expressed in this statement. Competition in markets typically contributes to instability,
as participants work to secure their position. Recognition of this tension is shown in the Council’s
statement of intent (expressed at the time the program was adopted), which states, in part, that:

Share allocations to harvesters and processors...are intended to increase efficiencies,
provide economic stability and facilitate compensated reduction of excess capacities in
both harvesting and processing sectors. The binding arbitration is intended to resolve
price disputes between harvesters and processes, which in the past have delayed

fishing....

The Council believes that the crab fisheries in the BSAI require this innovative,
comprehensive management approach to adequately recognize and protect the interests
of all participants. It recognizes all components of the fishery as a balanced, inextricably
linked system, rather than individual, competing components (NPFMC, 2004).

To address these conflicting interests, the Council developed a program that it perceived as appropriately
balancing those interests. Given this conflict, one cannot simply look to a general problem statement to
assess whether a program is operating as intended. Instead, one can consider whether the outcome of the
program is one that was anticipated at the time it was adopted. The examination of the 90/10 A share/B
share split and arbitration program that follows adopts this latter approach — and considers whether the
effects were anticipated at the time the Council adopted the program. This paper also examines perceived
problems in the harvester and processor share allocations and the arbitration system, whether such
problems were anticipated.

A description of the arbitration system

The arbitration system serves several important purposes in the program. It coordinates the matching of A
share IFQ held by harvesters with IPQ held by processors. For a 5-day period starting when IFQ and IPQ
are issued, shares are matched only by mutual agreement of share holders. After that period has expired,
shares may be matched either by agreement or by unilateral commitment of the IFQ holder. Throughout,
holders of unused IPQ are required to report the amount of unused shares held to holders of unused IFQ
(updating that report within 24 hours of any change). Although this share matching process may aid in
establishing commitments to deliver and receive A share IFQ landings, the terms of those transactions
may be disputed. The arbitration system defines a procedure intended to assist participants in coming to
reasonable terms for those deliveries. If the parties are unable to negotiate a settlement, an arbitration
procedure may be used to resolve those terms.

The arbitration process begins with the two sectors (harvesters and processors) jointly selecting a “market
analyst” who produces a market report, a “formula arbitrator,” who develops a price formula specifying
an ex vessel price as a portion of the first wholesale price, and a pool of “contract arbitrators,” who
preside over any binding arbitration proceedings. The market report and formula price are required to be
released at least 50 days prior to the season opening. The market analyst and formula arbitrator (who may
be the same person) generate the market report and formula price, respectively, based on any relevant
information, which may include information received from IFQ holders and IPQ holders. Neither the
market report nor the formula price has any binding effect. Instead, they are intended to provide baseline
information concerning the market and a signal of a reasonable price.

An IFQ holder that is not able to resolve all terms of delivery with a processor to whom it has committed
deliveries may unilaterally initiate an arbitration proceeding. The window for initiating arbitration is 10
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days long, beginning 5 days after the allocation of IFQ and IPQ.® The starting point for initiating
arbitration coincides with the start of the period during which harvesters may unilaterally commit IFQ to a
processor. Once initiated, any holder of IFQ that has committed shares to the IPQ holder may join the
arbitration proceeding. This ability to join is critical because the system limits each processor to a single
arbitration proceeding. A last opportunity to make use of arbitration is available for harvesters that choose
not to join a proceeding. After arbitration is completed, any holder of uncommitted IFQ can bind the IPQ
holder to the terms of the proceeding by committing deliveries to the IPQ holder. Binding arbitration
proceedings are conducted on a “last best offer” basis. Under this system, each party to the proceeding
submits a “last best offer”. The role of the arbiter is to select one offer from each of the two competing
offers. Since several harvesters may be involved in a single proceeding, in binding arbitration involving
two or more harvesters, each harvester may either submit an independent offer or join a collective offer
(as part of an Fishery Collective Marketing Act cooperative). The processor submits a single offer. For
each harvester offer, the arbiter’s role is to select either that harvester’s offer or the processor’s offer
(which applies to all harvesters).

Since the full effects of the program on the timing of fishing and marketing activities were not
predictable, the arbitration system included a flexible component, allowing participants to modify the
arbitration timeline. This ‘lengthy season’ approach to arbitration allows IFQ and IPQ holders that have
committed deliveries to negotiate a modified schedule for arbitration. If the parties are unable to agree on
the lengthy season approach, they may arbitrate whether to adopt that approach and the timing of the
proceeding. Agreements to use the length season approach to arbitration must be entered prior to the
opening of a fishery.

An important aspect of the arbitration system is the flow of information among the parties. To effectively
participate in the program, holders of uncommitted IFQ need timely updates on the availability of unused
IPQ, the initiation of arbitration proceedings, and the outcome of arbitration proceedings. Equally (or
more) important are the limitations on flow of information, which are intended to prevent potential
collusive behavior. Allowing this price and share holdings information, which is necessary for IFQ
holders to participate in the system, to flow to IPQ holders could enable some IPQ holders to unfairly
leverage their position in the limited landings market.

The arbitration program is administered through a series of contracts among share holders and arbitration
organizations, which are formed by share holders in the fisheries. These organizations are responsible for
establishing the administrative aspects of the arbitration system, including selecting arbitrators,
coordinating the dissemination of information concerning uncommitted shares among the participants,
ensuring confidentiality of sensitive information, and collecting payments to disburse program costs. All
share holders from both sectors are required to join an arbitration organization.” Separate organizations
are required for harvest share holders and processing share holders. Holders of harvest shares that are
affiliated with holders of processing shares are required to join an arbitration organization for purposes of
facilitating share matching and administration. Due to antitrust concerns, these “affiliated harvesters” are
not permitted to join an organization that includes unaffiliated harvesters and are not permitted to use a
binding arbitration proceeding to settle terms of delivery.

® As originally developed, this period was intended to begin 25 days prior to the season opening and end 15 days
prior to the season opening. This timing was found to be incompatible with the TAC announcement and issuance of
IFQ and IPQ, which will typically occur approximately 15 days prior to the season opening in the Bristol Bay red
king crab and Bering Sea C. opilio fisheries. To address this inconsistency, the Council amended the program
revising the timing of share matching and initiation of arbitration.

7 Holders of catcher processor shares are exempt from the requirement of arbitration organization membership, since
they are not subject to the processor landing requirements. In addition, C share holders are exempt from the
requirement for the first three years of the program, when the processor landing requirements to not apply to C
shares.
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Under the regulation, harvest share holders and processing share holders jointly select a pool of arbiters to
preside over any binding arbitration proceedings. Once a proceeding is initiated, harvesters that are party
to the proceeding select an arbiter from the pool to preside over the specific proceeding.

Perhaps the most important factor for determining price and delivery terms is the arbitration standard. The
specific standard is set out twice in the regulations, once for the formula arbitrator (who develops the pre-
season, non-binding price formula) and once for contract arbitrators (who decide specific cases, binding
participating IFQ and IPQ holders to terms of delivery). The specific standards applicable to the two
different arbitrators follow (with substantive differences bolded)®:

(2) The contract with the Formula Arbitrator must specify that:

(i) The Formula Arbitrator will conduct a single annual fleet-wide analysis of the markets for crab to
establish a Non-Binding Price Formula under which a fraction of the welghted average first
wholesale prices for crab products from the fishery may be used to set an ex-vessel price; and

(i) The Non-Binding Price Formula shall:

(A) Be based on the historical distribution of first wholesale revenues between fishermen and processors in
the aggregate based on arm’s length first wholesale prices and ex-vessel prices, taking into
consideration the size of the harvest in each year; and

(B) Establish a price that preserves the historical division of revenues in the fishery while considering the
following:

(1) Current ex-vessel prices, including ex-vessel prices received for crab harvested under Class A,
Class B, and CVC IFQ permits;

(2) Consumer and wholesale product prices for the processing sector and the participants in arbitrations
(recognizing the impact of sales to affiliates on wholesale pricing);

(3) Innovations and developments of the harvesting and processing sectors and the participants in
arbitrations (including new product forms);

(4) Efficiency and productivity of the harvesting and processing sectors (recognizing the limitations on
efficiency and productivity arising out of the management program structure);

(5) Quality (including quality standards of markets served by the fishery and recognizing the influence of
harvest strategies on the quality of landings);

(6) The interest of maintaining financially healthy and stable harvesting and processing sectors;

(7) Safety and expenditures for ensuring adequate safety;

(8) Timing and location of deliveries; and

(9) The cost of harvesting and processing less than the full IFQ or IPQ allocation (underages) to avoid
penalties for overharvesting IFQ and a mechanism for reasonably accounting for deadloss.

(C) Include identification of various relevant factors such as product form, delivery time, and
delivery location.

(D) Consider the “highest arbitrated price” for the fishery from the previous crab fishing season,
where the “highest arbitrated price” means the highest arbitrated price for arbitrations of IPQ
and Arbitration IFQ which represent a minimum of at least 7 percent of the IPQ resulting from
the PQS In that fishery. For purposes of this process, the Formula Arbitrator may aggregate up
to three arbitration findings to collectively equal a minimum of 7 percent of the IPQ. When
arbitration findings are aggregated with 2 or more entities, the lesser of the arbitrated prices of
the arbitrated entities included to attain the 7 percent minimum be considered for the highest
arbitrated price. 80 CFR 680.20(g)(2)

(4) Basis for the Arbitration Decision.
The contract with the Contract Arbitrator shall specify that the Contract Arbitrator will be subject to the
following provisions when deciding which last best offer to select.
(i) The Contract Arbitrator’s decision shall:

% Note that in the regulation, “Arbitration IFQ” refers to Class A IFQ held by harvesters that are not affiliated with a
PQS holder. These “Arbitration IFQ” are the only IFQ for which delivery terms may be arbitrated.
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(A) Be based on the historical distribution of first wholesale revenues between fishermen and processors in the
aggregate based on arm’s length first wholesale prices and ex-vessel prices, taking into consideration the
size of the harvest in each year; and

(B) Establish a price that preserves the historical division of revenues in the fishery while considering the
following:

(1) Current ex-vessel prices, including ex-vessel prices received for crab harvested under Class A IFQ,
Class B IFQ, and CVC IFQ permits;

(2) Consumer and wholesale product prices for the processing sector and the participants in the arbitration
(recognizing the impact of sales to affiliates on wholesale pricing),

(3) Innovations and developments of the harvesting and processing sectors and the partcipants in the
arbitration (including new product forms);

(4) Efficiency and productivity of the harvesting and processing sectors (recognizing the limitations on
efficiency and productivity arising out of the management program structure);

(5) Quality (including quality standards of markets served by the fishery and recognizing the influence of
harvest strategies on the quality of landings);

(6) The interest of maintaining financially healthy and stable harvesting and processing sectors;

(7) Safety and expenditures for ensuring adequate safety;

(8) Timing and location of deliveries; and

(9) The cost of harvesting and processing less than the full IFQ or IPQ allocation (underages) to avoid
penalties for overharvesting IFQ and a mechanism for reasonably accounting for deadloss.

(C) Consider the Non-Binding Price Formula established in the fishery by the Formula Arbitrator. 80
CFR 680.21(h)(4)

As set out, the standard is generally intended to “establish a price that preserves the historical division of
revenues in the fishery” while considering several factors. The decision should be based on the historical
division of “first wholesale revenues between fishermen and processors in the aggregate based on arm’s
length first wholesale prices and ex-vessel prices, taking into consideration the size of the harvest each
year.” Within the context of this primary standard, the arbitrator is directed to take into account the listed
factors.

The differences between the standards applicable to the formula arbitrator’s non-binding formula and the
contract arbitrator’s last best offer finding are not extensive and do not appear to substantively change the
general approach to be applied. The formula arbitrator is also required to identify relevant factors,
including product form, delivery time, and location. The inclusion of this direction suggests that the
arbitrator has the latitude to distinguish among product forms, delivery locations, and delivery times in
the pricing formula, if appropriate. The Formula Arbitrator is also directed to consider the “highest
arbitrated price” from the previous season. To ensure that the price is a generally applicable price, the
price must apply to at least 7 percent of the IPQ in the fishery. The Contract Arbitrator is required to
consider the non-binding price formula produced by the Formula Arbitrator in deciding a contract in a last
best offer proceeding. These two provisions seem to create a feedback between the non-binding
arbitration of the Formula Arbitrator and the binding arbitration of the Contract Arbitrator. The nature of
that feedback is explored later in this paper.

Both arbitrators are directed to consider any relevant information presented by the parties. In this context,
the standard appears to provide the arbitrators with direction to establish a price that preserves the
historical division of first wholesale revenues, at the same time allowing latitude to consider other
relevant information, including information relevant to the listed considerations.

Application of the 90/10 A share/B share allocations and the arbitration
system
To date, one full year and one partial year of fishing have occurred under the crab rationalization

program. This section briefly describes the operation of the arbitration system during that time. Prices for
red king crab, C. opilio crab, and golden king crab products have been considerably lower than in recent
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years. During this time period, the relatively poor market for crab has stressed all participants in the
fisheries, contributing to contentious price negotiations and lowered returns to all participants. In addition,
historically high fuel prices have increased the challenge by driving up operating costs. The Bering Sea C.
opilio fishery has faced a few specific challenges, including heavy ice in January 2006 that disrupted
fishing and deliveries of landings to the Pribilofs and a fire on a processing platform in January of 2007
that disabled that facility for approximately one month. Both of these events have contributed to
contention between the fleet and processors.

Table 1and Table 2 show the allocations of A shares, B shares, and C shares (IFQ) in the different
fisheries in the first two years of the program, respectively. Although this paper only concerns catcher
vessel issues, catcher processor allocations are shown for completeness. Since A shares are allocated for a
large majority of the TAC, this paper begins with a discussion of the system of arbitration that guides
both delivery negotiations and price formation for landings of A shares. After the discussion of A share
price settlements, the paper discusses B share landings and distributional issues related to the use of those
shares. Where relevant, the interactive effects of the two different share types on the distribution of
benefits between sectors are discussed. Separation of the discussion of price setting and delivery terms for
A shares from the discussion with respect to B shares is justified by the statutory limitation on processors
using IPQ to leverage B share deliveries. That specific provision states:

If the Secretary determines that a processor has leveraged its Individual Processing Quota shares
to acquire a harvester(']s open-delivery ‘B shares’, the processor’s Individual Processor Quota
shares shall be forfeited.

Given this limitation, negotiations of the terms of delivery are likely to be separated to avoid potential
enforcement of the prohibition on using IPQ to negotiate B shares. This separation of negotiations allows
for the consideration of the negotiation and settlement of delivery terms for the two share types
separately. The section concludes with some observations and discussion of issues from the first two
years of the program.

Table 1. IFQ allocation by share type (2005-2006).

Catcher vessel ~Catcher processor
Owner Captain/ Owner Captain/ Total

Fishery Class A Class B crew crew
Bristol Bay red king crab 13,776,637 1,613,451 480,493 729,366 17,380 16,517,327
Bering Sea C. opilio 26,545,558 2,948,640 966,892 2,967,441 59,366 33,487,897
Waestern Bering Sea C. bairdi 1,186,924 131,870 39,956 95,628 3,608 1,457,986
Eastern Aleutian Islands golden king crab 2,243,081 249,230 80,996 126,663 0 2,699,970
Waestern Aleutian Islands golden king crab 1,140,787 126,752 41,915 1,089,563 30,989 2,430,006

Source: NMFS Restricted Access Management FQ database, crab fishing year 2005-2006.

Table 2. IFQ allocation by share type (2006-2007).

Catcher vessel “CalCher processor
Owner Captain/ Owner Captain/ Total

Fishery Class A Class B crew crew
Bristol Bay red king crab 11,647,090 1,294,110 402,768 615,655 14,669 13,974,292
Bering Sea C. opilio 26,121,324 2,802,364 929,338 2,898,453 57,982 32,809,461
Eastern Bering Sea C. bairdi 1,374,311 152,697 46,358 109,989 4,146 1,687,501
Western Bering Sea C. bairdi 801,857 89,097 27,047 64,175 2,419 884,595
Eastern Aleutian Islands golden king crab 2,245,212 249,468 80,075 125,227 0 2,699,982
Western Aleutian Istands go!den king crab 1,140,787 126,752 41,914 1,089,563 30,989 2,430,005

Source: NMFS Restricted Access Management IFQ database, crab fishing year 2006-2007.
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Arbitration Organizations

Certain aspects of the arbitration system operate regardless of whether participants in the fisheries use the
system to directly resolve terms of delivery. All share holders are required to join an arbitration
organization. These organizations are parties to the contracts that define and govern the share matching
and arbitration system. In the first year of the program, QS and PQS allocations were made in the early
summer. Anticipating this timing of the share issuance, NOAA Fisheries set a July 1 deadline by which
all share holders were required to be members of an arbitration organization. Since QS and PQS
allocations are fixed after the first year, the annual deadline for arbitration organization membership after
the first year is May 1. In the first year of the program, two unaffiliated organizations formed. One
organization concentrated on the Aleutian Islands golden king crab — the other organization dominated the
Bristol Bay red king crab, Bering Sea C. opilio and the Western Bering Sea C. bairdi fisheries. In the
second year of the program, all harvesters have joined a single organization. In the first two years, a
single organization formed for processors and a single organization formed for processor-affiliated
harvesters. Since the arbitration organizations serve primarily an administrative function, share holders
are able to achieve efficiencies through joining a common organization without compromising their
competitive position or operational aspects of their business.

The Market Report and Formula Price

Annually, a market report and pricing formula are required to be generated for each fishery. The market
analyst and formula arbitrator who prepare these documents are selected by mutual agreement of
arbitration organizations representing at least S0 percent of the non-affiliated QS holders and at least 50
percent of the PQS holders in a fishery. The report and formula for a fishery are required to be prepared at
least 50 days prior to the opening of the season.

In the first two years of the program, the person (or team) that prepared the market report for a fishery
also prepared the non-binding price formula. Participants in the fishery generally believe that using a
single source for both of these reports has reduced costs — both direct costs of the report and time costs of
providing information to the analysts. In the first year of the program the market report and price formula
for the Aleutian Island golden king crab fisheries were prepared by one team of analysts, while the market
report and price formula for the Bristol Bay red king crab, Bering Sea C. opilio and the Bering Sea C.
bairdi fisheries were prepared by another analyst. In the second year, a single analyst prepared all market
reports and price formulas.

In the first year of the program, the relatively late issuance of QS and PQS and the need for participants to
organize into arbitration organizations and select an analyst contributed to the market reports and price
formulas for the various fisheries being prepared on a very short timeline. In the second year of the
program, participants and analysts were able to follow the regulatory schedule for developing these
reports. In one critical sense, the market report and price formula have the met expectations of the
Council — these reports have generally served as the starting point for price negotiations (see NPFMC,
2004). While meeting this purpose, the formula price has caused some concern among processors who
believe that the formula has restricted flexibility in pricing, effectively driving all participants toward a
single price.

The issuance of these reports is slightly complicated by the uncertainty concerning whether reports are
required for all fisheries (see 50 CFR 680.20(f)(1)). Under the current regulation, no provision is made to
exempt fisheries unlikely to open from the requirement for a market report and non-binding formula.
Development of a process to omit this requirement for fisheries unlikely to open would simplify
administration of the program for participants.
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An additional issue concerns the timing of the market report for the Aleutian Islands golden king crab
fisheries. That report is required to be finalized 50 days prior the season opening (50 CFR
680.20(f)(4)(i)). Since the golden king crab fisheries open in mid- August, the reports are due in late June.
At this time, data from the prior season are typically not fully compiled. A slight delay in the delivery of
this report could accommodate the inclusion of more complete information from the previous season.

The market report

The market report is intended to provide participants with a transparent view of market conditions to form
the basis for negotiations. The scope of the analysis should include ex vessel prices, first wholesale prices,
as well as downstream prices in consumer markets. Although crab price volatility is recognized as
preventing this preseason analysis from being a good tool for setting a single, dollar ex vessel price for
landings, it was thought that a unbiased review of markets could assist participants in negotiating prices
and settling delivery terms (RIR, p. 400). The report is based on both publicly available market
information and information provided to the analyst by participants in the fisheries. Processors are
required to communicate with the analyst independently. Harvesters that are unaffiliated with processors
can communicate with the analyst collectively, only as a part of a Fishermen’s Collective Marketing Act
(FCMA) cooperative. In the first two years of the program, many harvester share holders participated
collectively in this process using an FCMA cooperative, which included members of several of the
harvest cooperatives formed under the program.” This FCMA cooperative (known as the “Inter-
Cooperative Exchange” or “ICE”) represents holders of approximately 70 percent of the unaffiliated
harvesters in the fisheries.

Some participants have questioned the utility of the market report. The market report is required to be
released at least 50 days prior to the season opening. Furthermore, any price information contained in the
report is required to be at least 3 months old at the time of release. Because of the timing of the report and
the limitations on information it may contain, most participants in the fisheries believe that the
information in the reports is stale by the time it would be useful for negotiations. The usefulness of the
report is certainly questionable in the case of the Bering Sea C. opilio fishery. Although the fishery opens
in October, simultaneously with the opening of the Bristol Bay red king crab fishery, participants have
elected not to fish until after January 1%, when the fishery was traditionally prosecuted under the License
Limitation Program (LLP). By the time of fishing begins, the market report itself is four months old,
while the information it contains is approximately seven months old.

If the Council perceives a staleness problem with the market reports, that problem could be addressed in a
few different ways. One option is to simply dispose of the market report requirement through an
amendment to the program. Alternatively (and likely more simply), the arbitration organizations could
choose to minimize the market report requirement in the contract with the market analyst/formula
arbitrator. To date, in each fishery, the same person (or team) has prepared the market report and price
formula. Through the terms of the contract, the organizations could minimally satisfy the requirements for
a market report contained in the regulations at minimal cost (see 80 CFR 680.20(f)), since the person
preparing the report would also be preparing the price formula report. Dispensing with the market report
requirement could be appropriate, if the Council perceives that participants are able to gather adequate
market information through other means and a common, unbiased source of market information is not
useful for negotiations. The answer to these questions is not obvious. Processors, in the business of selling

® Under the rationalization program, IFQ holders may form “harvest cooperatives” that serve the exclusive purpose
of coordinating catch of the allocations of their members. Under antitrust law, harvesters that intended to negotiate
landings prices collectively must comply with the requirements of the FCMA. Because of their different purposes,
the limitations on and requirements for forming cooperatives under the FCMA differ from those of the
rationalization program. As a result, IFQ holders in different harvest cooperatives have been able to organize under
the FCMA to collectively negotiate prices by meeting the requirements of the FCMA.
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into crab markets, should have reasonable access to information on market conditions, as do the many
harvesters that have developed the means to access market information through the Inter-Cooperative
Exchange. Non-members of that cooperative, however, may have less (or more costly access to that
information). In addition, the contentious price negotiations in the crab fisheries in recent years, suggest
that an unbiased source of market information (even though not timely) may be beneficial as a reasonable
starting point for price negotiations.

If the Council believes that the market report provides useful information to participants, it could amend
the market report requirements to improve the timeliness information in the report. This could be
accomplished by changing the nature of the information contained in the report. Currently, reports are
limited to historical information to prevent the distribution of market data that could be used in an
anticompetitive manner (see Arnold & Porter, 21-22). If the report utilizes only publicly available
information, the report would pose no such risk. Two different approaches could be used to address this
shortcoming. One would be to allow a timely supplement to the market report. Allowing this supplement
would likely require a regulation change, since the current regulation prohibits interim or additional
reports or supplements (see 80 CFR 680.20(f)(2)(vii) and (viii)). The supplement could be authorized,
provided that only publicly available information is permitted to be contained the report. The use ofa
supplement would allow participants to be updated on information midseason, as would likely be
necessary to receive pertinent and timely information concerning market conditions for the Bering Sea C.
opilio fishery. Altermatively, the timeline for the report could be modified, so that the report is issued at a
later time. This second approach, however, has pitfalls. Postponing the report in its entirety could increase
the costs, since to date the report has been integrated with the formula price report. Combining the reports
in a single package also provides a comprehensive analysis of market conditions and the price that would
be generated by those conditions under the arbitration standard. This integrated package is likely of
greater use to participants than two separate reports. One way to maintain the integrated package would
be to delay the price formula report. Delaying that formula, however, could limit its usefulness in
negotiations, which already are subject to time pressures under the schedule for share matching and
initiation of arbitration. If the Council believes that this problem should be addressed, its choice of
solutions should be based on preferences of the participants, who derive any benefit of the market report
in their negotiations.

Another approach to providing market information to participants, suggested by the harvester arbitration
organization, would be to simply make available up to date, publicly available market information to
participants in both sectors from a common source. The source would not analyze markets or make any
projections, but would only provide information on current market conditions. The specific sources from
which information would be drawn could be agreed by the arbitration organizations.

In general, the market reports in the various fisheries have identified market volatility as a major
impediment to forecasting prices. As a consequence, the reports have chosen to identify factors most
likely to influence prices and gauge the possible effects of those factors in the coming year. The market
report for red king crab in the first year of the program identified Japanese demand, U.S. demand, and
Russian production as the strongest influences on price for red king crab. The report predicted a slight
decline in the red king crab market from previous year based on a predicted slight increase in Russian
supply. The second year report noted that the supply increased substantially, pushing prices down
substantially. The second year’s report identified the continuation of this supply as a major factor putting
downward pressure on prices, suggesting further price drops. Since the report came out, a drop in Russian
production has buoyed prices of red king crab.

In the first C. opilio season, the market report noted volatility in C. opilio (snow crab) markets in recent
years. The report predicted declining prices due to poor demand in both the Japanese and U.S. markets.
The decline was greater than predicted in the report, which was based on information that was 6 months
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old at the time the fishery was prosecuted. The second year’s market report predicted a rebound in prices
stimulated in part by demand from buyers drawn to the snow crab market by the low prices in the
preceding year. To date, this projection seems to be accurate. The market report for the significantly
smaller C. bairdi fishery is integrated into the market report for the C. opilio fishery. That report suggests
that C. bairdi will continue to draw its historic premium over C. opilio.

In the first year of the program, the Aleutian Islands golden king crab market report predicted prices in
that fishery using a regression based on published prices of red king crab products. Based on the analysis,
the report predicted weakening prices for golden king crab. The second year market report examined the
influence of several factors on golden king crab prices, most importantly small sized red king crab
imports, in concluding that the fishery would again experience weakening prices. To date, both reports
appear to have proven generally correct. In the first year of the program market prices were weak, in large
part due to an influx of red king crab from Russia. In the beginning of the second year of the program,
prices continued downward, but appear to be recovering recently.

The price formula

The price formula is likely the more important of the preseason reports, since this formula is intended to
inform negotiations and the binding arbitration process. Many participants view the formula as the
starting point for negotiations and also the driver of delivery terms for A shares in the fisheries. The
different reports, however, reveal some differences in interpretation of the arbitration standard.

In the first year of the program, the price formula report for Aleutian Islands golden king crab
recommended a staged price setting process. Under this approach, harvesters would receive an advance,
guaranteed minimum price at the time of landing based on prevailing market prices at the time of the
report. At the end of the season, an adjustment would be made based on average first wholesale prices for
the year. This formulation is intended to put market risk on processors, who were said to be more capable
of absorbing that risk than harvesters because of the relative scales of their operations. The starting price
is intended to present a risk of loss to processors only in years of very poor market conditions. The
formula generally applied the average historic division of first wholesale revenues based on price
information from 1990 to 2004.'° The final formula would provide harvesters with 81.5 percent of the
first wholesale price per round pound. The analysts assumed a constant recovery rate of 60 percent to
reach this formulation. Since this results in a linear formulation, the ex vessel price per round pound is
effectively 48.9 percent of the first wholesale price per processed pound. In the second year of the
program, the non-binding price formula relied on data from 1985 to 2005, relating average ex vessel
prices to average first wholesale processed product prices. The analyst surmised that the portion of the
first wholesale value paid to fishermen varies depending on the market price. Considering the third of
historic years with the lowest ex vessel prices and the third of historic years of low first wholesale prices,
the analyst concluded that an ex vessel price between 44.4 percent and 46.6 percentage of the first
wholesale price preserves the historic division of first wholesale revenues. The analyst included a
discussion of all relevant criteria under the standard (e.g., efficiency, financial stability), but chose not to
adjust the formula in response to those considerations.

In the first year of the program, the non-binding price formula for both Bristol Bay red king crab and
Bering Sea C. opilio noted that the ex vessel price as a percentage of first wholesale price has varied over
time and has been somewhat unpredictable. The analyst, however, noted that the movement of the
percentage year to year was related to the direction of the market. The analyst used the preceding year’s
relationship, applying an adjustment based on the direction of the market. Using this relationship

' The analysis suggests that the standard is intended to require the formula to preserve the historic division of
profits between the sectors. The analysts chose to apply the historic division of first wholesale revenues primarily
because of data shortfalls.
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(together with a minor adjustment for high fuel costs), the analyst concluded that the ex vessel price
should be 50.25 percent of the first wholesale price for Bristol Bay red king crab and 41.03 percent of the
first wholesale price for Bering Sea C. opilio. In the Bering Sea C. bairdi fishery, the analyst cited the
closure of the fishery in recent years as a cause of considerable uncertainty conceming the market and the
appropriate formula. To overcome this uncertainty, the formula was based on the C. opilio formula, with
adjustments that could be applied in the event of unexpectedly low first wholesale prices or lower than
expected price premiums relative to C. opilio. The baseline price formula concluded that ex vessel prices
should be 40.56 percent of the first wholesale price.

In the second year of the program (with considerably more time available to develop the formula), the
analyst focused on demonstrating a relationship between the historic average first wholesale prices and
average ex vessel prices. In the Bristol Bay red king crab fishery, a simple linear regression was adopted
with ex vessel price as a function of first wholesale price. Based on this regression, with first wholesale
prices ranging from $5.10 to $10.00, ex vessel prices would range from approximately 52.5 percent to
51.25 percent of the first wholesale price."

In the C. opilio fishery, similar formulas were developed. However, separate formulas were developed for
North region deliveries, South region deliveries, and all deliveries combined. The basis for the different
regional estimations is controversial within industry, as there is debate over whether prices have
historically differed across the two regions. The generated ex vessel prices in the North differ from those
in the South by as much as $0.09. At relatively low ex vessel prices, prices in the North tend to be lower
than South prices; at higher ex vessel prices, prices in the North tend to be higher than South prices. This
pattern is consistent with the observation in the report that TACs could affect any price differential, as
prices in the North may be lower relative to South prices in low TAC years (when the operational
advantage of delivering to the North is lower). As expected, the price generated by combining landings
from both regions falls between the two region-based estimates, but is typically closer to the North
estimate.'? Under the various formulations, applying a range of reasonable first wholesale prices, ex
vessel prices range from approximately 33 percent to 46 percent of the first wholesale price. An
additional consideration, in the price formulation was the arbitrated prices from the preceding season.
Under the arbitration standard, the arbitrator is required to consider the highest arbitrated price that
applies to greater than 7 percent of the fleet. Since the harvesters prevailed in the arbitration, the
arbitrated price increased the ex vessel price generated by the price formula. The exact methodology by
which the arbitrated price was considered is unclear from the report. The C. bairdi report also relied on a
regression to determine the historic relationship between first wholesale prices and ex vessel prices.
Applying the regression, ex vessel prices range from approximately 45 percent to 48 percent of the first
wholesale price.”

Table 4, and Table 5 show the first wholesale prices and ex vessel prices from the Bristol Bay red king
crab, Bering Sea C. opilio, and the Aleutian Islands golden king crab fisheries, respectively, from 1997 to
2005. Ex vessel prices are reported from both Commercial Operator’s Annual Reports (COAR) and fish
tickets. Fish tickets typically show payments at the time of landing. COAR data should include any post-
landing bonuses. In the COAR database, the location of the processor that purchased the fish is recorded
by ADFG regulatory area, but harvest location is not recorded. Crab harvested in one regulatory area

' The specific formulation in the red king crab fishery concluded that ex vessel price should equal 0.536 times the
first wholesale price less 0.12.

12 The North C. opilio formula is that the ex vessel price should equal 0.5391 times the first wholesale price less
0.4159; the South C. opilio formula is that the ex vessel price should equal 0.4889 times the first wholesale price
less 0.2311; and the combined C. opilio formula is that the ex vessel price should equal 0.541 times the first
wholesale price less 0.416.

13 The C. bairdi formula is that the ex vessel price should equal 0.503 times the first wholesale price less 0.137.
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may be sold to a processor in another area. For most crab fisheries, this means that it is not possible to
calculate wholesale and ex-vessel prices at the fishery level. For example, crab harvested in Bristol Bay
may be delivered to a processor in Kodiak. Prices are calculated including all observations in the COAR
database. For golden king crab and red king crab, this approach includes deliveries from the Norton
Sound red king crab fishery and relatively small fisheries in southeast Alaska. The Bering Sea C. opilio is
fishery is the only C. opilio fishery in the state, so those data are solely from the Bering Sea fishery. The
tables also show the ex vessel price as a percentage of first wholesale price generated by the formula
arbitrator. The percentages calculated in these tables differ from those of the formula arbitrator in only
one instance in the Aleutian Islands golden king crab fishery in 2000. Given that the percentage in that
year in the formula arbitrator’s report differs substantially from the percentage in other years, the
percentage should be reviewed in the next report. The tables examine only first wholesale prices for
shellfish sections, the methodology followed by the formula arbitrator. Depending on the preferences of
participants in the program and the availability of information, prices for additional products could be
incorporated into a future analysis. Adding other products to the estimates would likely complicate
calculations because of differences in recovery rates.

Table 3. First wholesale prices and ex vessel prices in the Bristol Bay red king crab fishery (1997-2005).

Fish ticket ex Percentage
First COAR ex vessel :
y s COAR ex Fish ticket ex vessel percentage| from formula
Fishery Season GHLITAC who!essle vessal price® p;’::'gt:ag: ofng;st vessel price’  of first wholesale | arbitrator's
price P price report
Bristol Bay 1997 7.0 6.18 3.27 53.0% 3.26 52.7% 53.1%
Red King Crab 1998 15.8 5.52 263 47.7% 2.81 47.3% 47.6%
1999 10.1 11.25 6.25 55.6% 6.26 §6.7% 55.7%
2000 77 9.11 4.74 52.0% 4.81 52.8% 52.7%
2001 6.6 8.93 4.83 54.0% 477 63.4% 55.1%
2002 8.6 11.58 6.21 54.0% 6.11 52.8% 53.5%
2003 14.5 9.82 5.14 52.0% 5.04 51.3% 52.5%
2004 14.3 9.25 4.69 50.7% 467 50.5% 51.4%
2005 16.5 8.52 4.50 53.0% 4.39 51.5% 53.3%

® Guidetine Harvest Level (Total Allowable Catch from 2005 forward) in millions of pounds for Bristol Bay fishery only.

® Source: ADFG Commercial Operator's Annual Reports. Wholesale price is reported for shelifish sections and
includes all Red King Crab fisheries because COAR reports do not indicate harvest location.

° Source: ADFG Commaercial Operator's Annual Reports. Prices are for all RKC fisheries combined because COAR
reports do not indicate harvest tocation.

9 Source: ADFG Figh Tickets. Prices do not include end of seascn bonuses or adjustments.

Table 4. First wholesale prices and ex vessel prices in the Bering Sea C. opilio fishery (1997-2005).

Fish ticket ex Percentage
First COAR ex vessel "
Fishery Season GHLTAC® | wholesate COAR ?x . percentage of first Fish neke} e:,( vessel percentage ftom_ formula
. b | vessel price wholesale price vessel price®  of first wholesale arbitrator's
price price report
Bering Sea 1997 117.0 213 0.79 37.2% 0.79 36.9% 37.1%
C. opilio 1998 2269 2.03 0.57 27.9% 0.56 27.7% 28.1%
1999 186.2 2.92 0.98 33.7% 0.88 30.2% 33.6%
2000 26.4 4.16 1.85 44.5% 1.85 44.4% 44 5%
2001 25.3 3.73 1.55 41.6% 1.52 40.9% 41.3%
2002 28.5 3.58 1.39 38.9% 1.37 38.3% 38.6%
2003 237 4.40 1.85 42.0% ©1.81 41.2% 42.0%
2004 19.3 4.79 207 43.1% 2.04 42.6% 43.2%
2005 19.4 3.85 1.81 47.0% 1.79 46.6% 47.0%

* Guidetine Harvest Leve! (Total Allowable Catch from 2005 forward) in millions of pounds.

® Seurce: ADFG Commercial Operator's Annual Reports. Wholaesale price is reported for shellfish sections.
¢ Source: ADFG Commercial Operator's Annual Reports.

4 Source: ADFG Fish Tickets. Prices do not include end of season bonuses or adjustments,
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Table 5. First wholesale prices and ex vessel prices in the Aleutian Islands golden king crab fisheries (1997-

2005).
First COAR ex vessel ] Fish ticket ex Percentage
Fishery Season GHL/TAC? | wholesale COAR §x . percentage of first Fish tzcke.t e: vessel percentage from_ formula
price® vessel price” " 1 ocale price vessel price”  of first mlesale arbitrator's
price report
Al Golden 1997 5.9 4.79 2.26 47.1% 222 46.2% 46.9%
King Crab 1998 5.7 4.24 1.97 46.5% 1.80 44.8% 45.0%
1999 5.7 6.89 3.15 45.8% 3.19 46.3% 46.6%
2000 57 7.20° 3.31 46.0% 3.29 45.6% 58.9%
2001 57 6.95 3.37 48.4% 3.22 46.3% 48.1%
2002 5.7 7.58 3.46 45.6% 3.38 44.6% 46.2%
2003 6.7 7.89 3.62 45.9% 3.45 43.7% 45.7%
2004 5.7 6.02 3.15 52.3% 3.14 52.1% 52.2%
2005 5.7 6.00 2.89 48.2% 242 40.3% 46.4%

* Guideline Harvest Level (Total Allowable Catch from 2005 forward) in millions of pounds for E. and W. Aleutian Istands.
® Source: ADFG Commercial Operator's Annual Reports. Wholesale price is reported for shellfish sections and includes
all Golden King Crab fisheries, because COAR Reports do not indicate harvest location.
°Source; ADFG Commercial Operator's Annual Reports. Includes all GKC fisheries, because COAR reports do not indicate harvest location.
9 Source: ADFG Fish Tickets. Prices do not include end of season bonuses or adjustments and are calculated for the GKC season
(e.g., 1997-1998) rather than by calendar year.
* Note discrepancy with price in Sackton (2006).

Table 6 and Table 7 show the first wholesale prices and ex vessel prices in the Bering Sea C. opilio
Northern and Southern regions, respectively, from 1997 to 2005. The tables use only COAR data, as fish
ticket data were not available by region to compute these estimates. The data show some variation across
the two regions, with Southern region prices slightly higher in some years. Whether these price variations
are significant (an worthy of differentiating prices in the formula) is a matter that could be considered by

the arbitrator.

Table 6. First wholesale prices and ex vessel prices in the Northern region of the
Bering Sea C. opilio fishery (1997-2005).

Percentage
First COAR ex vessel
Fishery Season GHLITAC® | wholesate| E* VeS8l orcontage of first | O formula
rice® price wholesale price | 2rPirators
p report
Bering Sea 1997 117.0 2.24 0.78 34.8% 34.8%
C. opilio 1998 225.9 2.0 0.56 27.9% 27.9%
Northem® Region 1999 186.2 2.94 0.97 33.1% 33.0%
2000 264 4.29 1.85 43.0% 43.1%
2001 25.3 3.68 1.55 42.0% 42.1%
2002 28.5 3.79 1.40 37.0% 36.9%
2003 23.7 448 1.84 41.1% 41.1%
2004 193 4.84 2.05 42.5% 42.4%
2005 19.4 3.85 1.81 47.0% 47.0%

2 Guideline Harvest Leve! (Total Allowable Catch from 2005 forward) in millions of pounds.
b Source: ADFG Commercial Operator's Annual Reports. Wholesale price is reported for shellfish sections.
¢ Source: ADFG Commercial Operator's Annual Reports.
9 For purposes of price calculations, Northern District includes COAR processor areas Q, T, and W

(Pribilof Islands, St. Matthew's Island, Bristol Bay, Kuskokwim).
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Table 7. First wholesale prices and ex vessel prices in the Southern region of the
Bering Sea C. opilio fishery (1997-2005).

. Percentage
First COAR ex vessel
Fishery Season GHLITAC® | wholesale| EXVeSSel o ntage of first | OM formula
price® price wholesale price arbitrator's
report
Bering Sea 1997 117.0 2.1 0.82 38.7% 38.9%
C. opilio 1998 225.9 2.04 0.57 28.1% 27.9%
Southem’Region 1999  186.2 2.89 1.00 34.7% 34.6%
2000 26.4 4.10 1.86 45.3% 45.4%
2001 25.3 3.75 1.54 41.1% 41.1%
2002 28.5 347 1.38 39.9% 39.8%
2003 23.7 4.36 1.85 42.5% 42.4%
2004 19.3 4.77 2.07 43.5% 43.4%
2005 194 3.85 1.81 47.0% 47.0%

® Guideline Harvest Leve! (Total Allowable Catch from 2005 forward) in millions of pounds.

® Source: ADFG Commercial Operator's Annual Reports. Wholesale price is reported for shellfish sections.

¢ Source: ADFG Commercial Operator's Annual Reports.

9 For purposes of price calculations, Southern District includes COAR processor areas E, F, H, K, L, M, and O
(Gulf of Ataska from Prince William Sound west).

Application of the arbitration standard in development of the price formula™

Some confusion appears to have arisen in the formula arbitrators conceming interpretation of the
arbitration standard. In the first year of the program, the formula arbitrators for the Aleutian Islands
golden king crab fishery interpreted the standard as requiring the development of a price that preserves
the historic division of profits in the fishery."’ The formula arbitrator for all fisheries in the second year of
the program interpreted the standard as requiring the development of a price that preserves the historic
division of first wholesale revenues in the fishery (see Sackton, 2006b and Sackton, 2006¢).

The arbitration standard applicable to the development of the price formula has four general components
to it. First, the arbitrator is requested to establish a price that preserves the historic division of first
wholesale revenues between harvesters and processors. Second, in developing this price (which preserves
the division of revenues) the arbitrator should consider several factors, including current ex vessel,
consumer, and wholesale prices, innovations and developments, efficiency and productivity, quality, and
financial health and stability. Third, the arbitrator is required to identify factors relevant to price
determination, including delivery timing and location. Although these factors are required to be identified
under this component, the arbitrator is not required to consider these factors in setting the price except to
the extent required by the first component of the standard. Fourth, the arbitrator is required to consider the
“highest arbitrated price” from the previous season. Given the variety of competing considerations that an

" As noted above, the standard for the formula arbitrator and contract arbitrator differ in only that each is required to
consider the actions of the other. Given this limited difference, much of the discussion of the application of the
standard by the formula arbitrator also applies to the application of the standard by the contract arbitrator.

5 The report states that the requirement that the formula that preserve the historical division of revenues in the
fishery suggests a “historic division of revenues standard” but raises concern that the requirement to “consider”
efficiency and productivity in harvesting and processing and to “consider” the interest of maintaining financially
healthy and stable harvesting and processing sectors” implies that costs and profitability should be a consideration.
Based on this consideration, the report concludes that the intent is to preserve “historic profit shares”. Data
shortfalls, however, led to relying on a historic division of revenues standard (see NEI, p. 35).
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arbitrator is required to incorporate into his formulation, it is not surprising that some level of confusion
has arisen in the interpretation and application of the standard.

Analyzing the structure of the standard and revisiting the record from its development sheds some light on
the intended interpretation of the standard. The standard directs the arbitrator to gstablish a price that
preserves the historic division of revenues while considering several factors. Under such a structure, the
factors to be considered seem subordinate to the division of revenues. The Council motion supports this
interpretation, in that it provides that “the primary role of the arbitrator is to determine a price that
preserves the historic division of first wholesale revenues while considering relevant factors”, including
those enumerated in the regulation (NPFMC, June 2004).

A review of the record from development of the standard supports interpreting the historic division of
revenues as predominant relative to the listed factors. At the time the Council chose the standard, it also
considered a standard that would allow an arbitrator to identify a price based on all relevant factors,
including historic ex vessel prices and division of first wholesale revenues. The Council instead identified
the primary role of the arbitrator as determining a price that preserves the historic division of revenues in
the fishery (see options in NMFS/NPFMC, 2004b). The primacy of the historic division of first wholesale
revenues is also suggested by the EIS, which states that:

Assuming no change in the total benefits derived from the fishery, this standard would
preserve the historic distribution of benefits for A share landings (NPFMC/NMFS,
(2004a) at 4-162).

The EIS also suggests that, under the standard, improvements in returns from the fishery should be shared
according to the contribution to those changes:

If processed product revenues are improved through product improvements or
developments (capturing greater rents), both sectors could share those additional rents.
The arbitration standard would likely provide for the sharing of these revenues between
the sectors with the division influenced by the contribution of the parties to the product
developments and improvements (NPFMC/NMFS, (2004a) at 4-162).

The report of the committee that developed the arbitration program also supports this conclusion. That
report states that the abstract and complicated nature of determining a competitive price or a division of
rents would be extremely challenging. Instead, the committee supported the preferred standard, which
would preserve the historic division of revenues, while considering other relevant factors. The report
states:

[The preferred standard] provides additional definition by directing the arbitrator to
decide a price that maintains the historical division of revenues in the fishery, while
considering other relevant factors. These additional factors would include product
developments and efficiency gains, the benefits of which should generally be distributed
to each sector based on the contribution of the sector to those benefits. The committee
favors [the preferred standard] because of the additional guidance the historical division
of revenues provides to the arbitrator. Retaining the historical division of revenues is
thought to be a fair method of preserving the balance of interests of the two sectors in the
fisheries (Workgroup on Binding Arbitration, 2002a).

The committee report suggests that adjustments from the price that preserves the historic division of
revenues would be made to allow the different sectors to receive the benefit of their respective
contributions to improvements in the fishery. So, under the standard, harvesters (or processors) that
March 2007 — (3/19/07) 17

18-Month Review
Bering Sea and Aleutian Islands crab fisheries



modify their behavior to allow for product improvements could be compensated for their contribution to
product improvements. This interpretation of the standard suggests that future changes in the fishery
cannot be predicted, but that the arbitrator could be justified in adjusting the price from the historic
division of revenues on equity grounds under some circumstances. Under this approach, an arbitrator
would establish a price that would preserve the historic division of revenues, adjusting the price to
accommodate changes in the fishery and its production that arise after implementation of the program.'®

Assuming that one accepts that the standard is generally intended to establish a price that preserves the
historic division of revenues in the fisheries, one must still determine the years of history to consider in
applying that standard. The workgroup generally agreed that the years 1994-2002 were representative
years that should be used for applying the standard for the Bristol Bay red king crab and Bering Sea C.
opilio fisheries. The Council took no action to identify historical years. Some justification could be
advanced for expanding the years to be considered beyond those suggested by the committee. For
example, the Bristol Bay fishery was closed in 1994 and 1995. Since the standard is intended to preserve
pricing relationships at levels observed prior to the implementation of the program, prices subsequent to
implementation of the program should not be considered for purposes of determining the historic division
of revenues."”

If the arbitrator is to establish a price that preserves the historic division of first wholesale revenues, the
question arises concerning the implications of other relevant factors (including those listed in the
standard). First, as suggested by the analysis and committee report referenced above, factors that change
under the rationalization program could be reflected in the arbitrated price. Second, in the first clause of
the standard, the arbitrator is directed to consider the size of the annual harvest in determining the historic
division of revenues. Third, the committee minutes suggested without reaching conclusion that ex vessel
prices may have varied by port (Workgroup on Binding Arbitration (2002b)). The analysis of the standard
suggests that these three factors plus others could influence the historic division of revenues: N

The division of revenues is likely to be sensitive to the production levels of specific
products, with harvesters receiving a greater share of revenues for some products than
others. Market changes are also likely to have influence[d] the share of revenues. For
example, harvesters may have received a different share of the revenues in years of high
process than low prices. In addition, the revenue share received by harvesters is also
likely to have sensitive to changes in total harvest. Location[s] of landings are also likely
to influence the division of revenues. Prices for landings in different communities have
historically varied. The arbitrator will need to accommodate these variations in applying
the arbitration standard. NPFMC/NMFS, (2004b) at 385).

This suggests the identified factors could be considered in assessing historical prices under the standard.
For example, the arbitrator could consider whether the division of revenues varied with TACs in a fishery
and incorporate any observed variation into the formula. If such variation occurred, its incorporation into
the formula would be necessary to preserve the relative positions of the two sectors as intended by the
formula. Similarly, variations across landing locations could be assessed by the arbitrator and
incorporated in the formula, if deemed necessary to preserve the historic division of revenues.

' To apply a division of revenues standard requires one or more sources of revenue data. Both the analysis and the

arbitration workgroup expressed concern over the adequacy of existing data sources and the need to consider any

relevant, verifiable price data, including data from public sources and data presented by the parties (see, Workgroup

on Binding Arbitration (2002b) and NPFMC/NMEFS (2004b) at 386).

7 It should be noted that price information for the period subsequent to the implementation of the program may be

relevant, but not for the primary purpose of determining the historic division of revenues. f‘.\
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Application of the last component to be considered by the arbitrator — the “highest arbitrated price” from
the previous season — also requires some interpretation. This “highest arbitrated price” will have been
derived from binding arbitration proceeding between a specific harvester (or group of harvesters) and a
specific processor in the previous season. The arbitrated price will likely depend on several factors,
including not only the historic division of revenues, but also the specific circumstances and terms of
delivery. As such, the price should not necessarily be viewed as a reflection of the overall conditions in
the fishery and markets. This limitation is evident in the evolution of this provision. As first proposed, the
provision would have applied the highest arbitrated price to all arbitrated deliveries in a fishery. Although
never agreed upon, the arbitration workgroup considered a modification that would have applied the
highest price to all arbitrated deliveries with an adjustment, if needed, to accommodate specific terms of
delivery. The analysis of the provision noted this shortcoming and its potential to complicate (or frustrate)
realization of the intended benefit of applying the highest price to all deliveries. To arrive at fair price for
each arbitrated delivery could require revisiting each decision, considering the conditions of the delivery
and determining an appropriate adjustment to the arbitration outcome (sce NPFMC/NMFS (2004b) at
395-6). In addition, application of an arbitrated price to deliveries of others would be patently unfair,
since the persons involved in the delivery would not have been a party to the arbitration proceeding. In
finalizing the arbitration program, the Council chose not to adopt a system that would apply the highest
arbitrated price to other deliveries, instead electing to modify the provision to require consideration of the
highest arbitrated price the following year in development of the price formula by the formula arbitrator.
This lower emphasis recognizes the potential for a highest arbitrated price to reveal changing trends in the
market or fishery, while also recognizing its potential to be inappropriate (or unfair) to simply apply the
price to all deliveries.

As with most indicators, consideration of the highest arbitrated price by the formula arbitrator requires
discretion and should be in the context of the delivery and the arbitration program, including the
arbitration standard. As noted earlier, the binding arbitration proceedings are conducted on a “last, best
offer” basis, under which the arbitrator is limited to choosing one of the offers of the competing parties.
Under this structure, it is likely that the decision of the contract arbitrator is not the “best” price, but is
only the better of the two offered prices. Taking the decision out of the context of its competing offer (and
the circumstances surrounding the dispute) would seem to give inappropriate weight to the decision.
Given these limitations, it seems appropriate for the formula arbitrator to be given adequate information
concerning the issues in a proceeding and the opportunity to consider whether the outcome of the dispute
should affect the application of the standard to landings in the fishery, as a whole.'®

So, if the highest arbitrated price is an indicator of a trend that should be considered under the standard,
then the formula arbitrator may be right to grant extra weight to that price in development of the formula.
For example, if the highest arbitrated price is based on a product or market development that is known
and available to all participants in a fishery, it may be appropriate to adjust the formula price upwards. On
the other hand, if the highest arbitrated price arises from an effort by a processor to time deliveries to
serve a specific limited market, which increases harvest costs for the harvester, it may be inappropriate to
make any adjustment to the price formula based on the highest arbitrated price.

Confidentiality requirements for arbitration results also complicate consideration of the highest arbitrated
price. Under the terms of the program, parties to an arbitration proceeding and arbitrators are generally
prohibited from revealing the information and terms of any arbitration to others (see 80 CFR 680.20(g)).

¥ Having the formula arbitrator consider the ‘highest arbitrated price’ in context of the standard should also relieve
possible pressures on contract arbitrators to consider the situation of persons that are not party to the specific binding
proceeding when making their decisions. A contract arbitrator that knows his decision will affect all pricesin a
fishery in the following year may feel some duty to come to a decision that is appropriate for all landings, as
opposed to a decision that is appropriate for the parties to the dispute.
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In light of this prohibition, incorporation of the highest arbitrated price into the price formula cannot be
explained on its own terms. Instead, the justification for an adjustment must be explained in general terms
with reference to the standard. In addition, if the price formula is intended to provide stability by
maintaining the relative distribution of revenues between the harvesting and processing sectors, the
justification for any price adjustment should be made in the context of the broader standard. Unexplained
adjustments to the formula would only add uncertainty, which could decrease predictability of the
arbitration system for participants and lead to more contentious negotiations.

Overall, the arbitration workgroup viewed the standard as contributing to stability by effectively
“preserving the balance of interests” between the harvesting and processing sectors (Workgroup on
Binding Arbitration, 2002). Achieving this balance requires the consideration of factors that historically
affected the division of revenues. Once this balance is established, changes in fisheries and production
that evolve after implementation of the program can be accommodated through equitable division of the
benefits arising from those changes. Given the complexity of the standard, the modification of the price
formula in the first two years of the program is not surprising. Over time, the formula should be expected
to stabilize, as both the method and result of the arbitrator’s application of the standard become
acceptable to the parties. In this evolution, it should be expected that several issues are considered. A few
examples include contentions that ex vessel prices should be lower in the North region and the extent to
which a single ex vessel price should apply to all deliveries in a fishery. Given the breadth of the standard
(which allows the consideration of delivery location, stability of the participants, and efficiency and
productivity of participants), the resolution of such issues seems properly left to the arbitrators after
consideration of the contentions of the parties and relevant evidence.

Procedure for development of the market report and of the price formula

The second aspect of the market report and price formula that should be considered in assessing its
effectiveness is the process by which they are developed. Some participants have expressed concern over
this process. To produce these reports, the analyst/arbitrator communicates with and considers
information submitted by participants in the different sectors. The process for these submissions is not
specified in regulation (although certain limitations on the sharing of information are specified).”” As a
result, on their own initiative, participants from both sides have informally contacted the arbitrator to
provide their perspective on the market and appropriate terms of the price formula. The informality of this
process has led to suspicion among participants over access to the arbitrator, with both sectors fearing that
the other sector somehow has greater access to or influence over the arbitrator.

This perceived imbalance in input arises from the lack of a more formal process for providing input to the
arbitrator. A few methods of resolving this could be considered. Without Council involvement, the
arbitrator could specify a process for submission of comments and interaction with the arbitrator. This
process could be developed in consultation with participants from both sectors. Since the regulations do
not specify a process for the development of the market report and price formula, a regulatory amendment
will not be necessary for the arbitrator to develop the process. If the agreement on a process for
submission of information to the arbitrator becomes contentious, it could complicate the selection of the
arbitrator.

One way to structure input from industry to the analyst/formula arbitrator is to allow the analyst to issue
questions or request for comments on possible conclusions to industry members. Although the questions
or request would likely telegraph certain aspects of the final report, it could improve information available
to the arbitrator and improve transparency of the report and process. The questions or request would not

'* For example, the arbitrator/analyst is not permitted to disclose non-public information or the source of that
information. In addition, information must be on activities that occurred at least 3 months prior to submission 80
CFR 680.20(¢) and (f).
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reveal any confidential information. In the long run, such a process could benefit both sectors by
decreasing the time necessary for the development of a more stable, trusted, and reliable formula. Such a
system for input could effectively provide for multiple iterations of the process in a single year. For
example, if the formula arbitrator were to provide industry with suggested rationale for arriving at a
certain division of first wholesale prices, industry responses could be considered prior to issuance of a
final report for the fishery. Without this interactive process, participants must wait until the following
year to respond to the arbitrator’s rationale.

An alternative approach to establishing a process for input to the formula arbitrator would be for the
Council to develop that process through an amendment to the program. The development of an
amendment could reduce conflict during the annual process of selecting arbitrators and preparing the
reports. On the other hand, an amendment would prevent participants from revising the process in
response to unanticipated concerns that might arise or as circumstances and needs change over time. If the
historic division of revenues becomes well-established, it is possible that the formula could become less
contentious and require little in the way of industry input in the future.

In addition to general information submitted by industry participants, the formula arbitrator must also
have access to the previous year’s binding arbitration outcomes to consider the “highest arbitrated price”
in developing the formula. In the first year of the program, the formula arbitrator received only the two
bids and the contract arbitrator’s decision, which simply identified the winning offer. These documents
alone provide the formula arbitrator with little information with which to discern the justification for the
decision. To enable the formula arbitrator to put reasonable and appropriate weight on the decision, the
formula arbitrator likely requires additional information conceming the proceedings. To address this
shortcoming, NOAA Fisheries has agreed to provide the formula arbitrator with all arbitration submittals
of the parties. These submittals contain all supporting arguments advanced by the participants and should
enable the formula arbitrator to understand the terms at issue and the circumstances surrounding the
dispute, compare the two offers, and understand the arguments advanced by the parties in support of those
arguments.?® Providing the formula arbitrator with this information has the advantage of adding a check
on the contract arbitration process, putting that decision in context to ensure that it is given appropriate
weight (in light of the broader standard) in the following year’s formula.

Share matching and initiation of binding arbitration

A critical aspect of the Class A IFQ/IPQ system is the process by which shares are matched and binding
arbitration proceedings are initiated. The one-to-one relationship between A shares and IPQ raises the
importance of making available information concerning uncommitted shares and establishing an efficient
system for matching those shares and initiating arbitration, in the event a negotiated settlement of delivery
terms cannot be reached. This section describes the operation of the system for matching shares and
initiating arbitration under the program.

The system of negotiated and unilaterally matching shares is intended to facilitate the orderly
commitment of Class A IFQ deliveries to processors holding IPQ. Coordinated with share matching is the
process for initiating a binding arbitration proceeding. The regulatory process for matching Class A IFQ
to IPQ begins on the issuance of those shares. For the first 5 days after shares are received, holders of
Class A IFQ can, by negotiated agreement, commit their shares to holders of unused IPQ. A commitment
need not settle all terms of delivery, but prevents either share holder from committing their shares to a
different person. After this period of negotiated commitments, holders of Class A IFQ may unilaterally

20 NOAA Fisheries has suggested that administrative complexity could be reduced if the formula arbitrator is
provided these submittals by the arbitration organizations. If the Council elects to develop an amendment package
for this program, NOAA Fisheries would likely suggest that the package include an amendment to address this
administrative issue.
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commit their shares to the holder of uncommitted IPQ. In addition, at any time during the first 10 days
after the period of negotiated commitments, a holder of Class A IFQ that has committed those shares to
an IPQ holder may unilaterally initiate an arbitration proceeding to settle outstanding terms of delivery.”!
Alternatively, the parties may agree to take a ‘lengthy season approach’ to arbitration, under which any
arbitration proceeding is delayed until a specific time during the season.?? The lengthy season approach
must be adopted prior to the season opening (which under the current timelines for some fisheries occurs
prior to the end of the period for initiating arbitration). By the end of the 10-day period, if a holder of
Class A [FQ has not either initiated a proceeding or adopted the ‘lengthy season approach,’ the ability to
access the arbitration system is effectively forfeited.?

Several issues have arisen because of the compact time period during which shares must be matched and
arbitration actions initiated. Table 8 shows the timing of various aspects of share matching and arbitration
in the fisheries in the second year of the program.”* The table shows the compressed time frame under
which share holders are required to either negotiate terms of deliveries or arbitrate those terms. Under the
standard arbitration timeline, harvesters and processors were compelled to match shares and either settle
terms of delivery for those landings or commence arbitration for all Class A IFQ and IPQ in the two
primary fisheries (the Bristol Bay red king crab and Bering Sea C. opilio fisheries) and one small
secondary fishery (the Western Bering Sea C. bairdi fishery).? In considering these time pressures, it
should be borne in mind that most of the fishing and processing activity in the Bristol Bay red king crab
has occurred in late October and November. So, not only must participants concern themselves with share
matching and negotiations, but they also must prepare facilities, vessels, gear, processing lines and
position vessels and crews for that fishery. It should also be considered that two minor fisheries (the St.
Matthews blue king crab and the Pribilof red and blue king crab fisheries) have not been open since the
program was implemented. If these fisheries were to open, their TAC announcements and IFQ/IPQ
issuance would coincide with the TAC announcement and share issuances in the Bristol Bay red king crab -~

2 It should be noted that this structure, under which a harvester may unilaterally commit deliveries and initiate
arbitration, effectively allow a Class A IFQ holder to compel an IPQ holder to accept deliveries at the arbitrated
price. IPQ holders have no to power to compel an IFQ holder to commit to deliveries, in the absence of that
commitment by a harvester.

2 1t should be noted that, if the processor does not agree to the ‘lengthy season approach,’ a harvester may arbitrate
that issue.

 During the first year of the program, a timing inconsistency between the regulation and the allocation of IFQ and
IPQ prevented participants in the fishery from using the share matching and binding arbitration aspects of the
arbitration system as intended. In the original regulation, the timeline for share matching and initiation of arbitration
proceedings were relative to the season opening. Holders of A share IFQ could unilaterally commit landings to a
holder of uncommitted IPQ any time less than 25 days prior to the season opening. In addition, IFQ holders were
required to initiate binding arbitration between 25 days and 15 days of the season opening in a fishery. To allow the
incorporation of annual survey data to be incorporated into the annual stock assessment and TAC setting processes,
the TAC announcements in the Bristol Bay red king crab and Bering Sea C. opilio fishery were made fewer than 15
days prior to the season opening. This late issuance of IFQ and IPQ for the fisheries prevented participants from
share matching and initiating arbitration within the specified time periods in the first year of the program. In the first
year of the program, IFQ holders and IPQ holders addressed this shortcoming by consensual agreement to allow
added time for share matching and initiation of arbitration under the “lengthy season approach” to arbitration,
agreeing to delay the arbitration process beyond the regulatory deadlines. By the end of the first year, the Council
had amended the timeline to allow unilateral share matching any time more than 5 days after the issuance of IFQ
and IPQ and to permit initiation of arbitration any time more than 5 days and less than 15 days after the issuance of
IFQ and IPQ.

* The timing of these actions in the first year is irrelevant and omitted because of the timing inconsistency between
the regulation and TAC issuances, which the Council rectified with an amendment.

* Bering Sea C. bairdi fishery is divided into two fisheries, one east of 166° W longitude (the Eastern Bering Sea
C.bairdi fishery) and one west of 166° W longitude (the Western Bering Sea C. bairdi fishery). m
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and Bering Sea C. opilio fisheries, adding further time pressures to share holders wishing to rely on the
arbitration system.

Table 8. Critical dates for share matching and arbitration (2006-2007).

2006-2007
End -
negotiated Season
IFQ/IPQ commitments/S opening - End -
Dus Date for Issuance/Start - tart-unilateral  period to End -
Market Report TAC arbitration
Fishery N negotiated IFQ agree to
and Price Announcement initiation
Formula commitment commitments/S lengthy period
period tart - initiation season
of arbitration approach
actions
Bristol Bay red king crab August 26 September 29 October 6 October 11 October 15 October 21
Bering Sea C. opiiio August 26 September 29 October 6 October 11 October 15 October 21
Eastern Bering Sea C. bairdi August 26 September 29 October 6 October 11 October 15 October 21
Waestern Bering Sea C. bairdi August 26 September 29 October 6 October 11 October 15 October 21
Aleutian Islands golden king crab June 26 July 18 August 6 August 11 August 15 August 21

The timeline for share matching and arbitration was initially keyed off the season opening. Recognizing
the necessity of share matching and the importance of market timing, the workgroup that developed the
arbitration system sought to have a system that would have delivery terms (including prices) decided prior
to or early in the season. So the system would meet that objective, the workgroup’s system needed to
include share matching, negotiation, and the initiation of arbitration all in the preseason. The starting
point for share matching and negotiations is, by necessity, the issuance of IFQ and IPQ. Without the IFQ
and IPQ issuance, parties are unable to match shares.”® Since the IFQ and IPQ issuance cannot be made
without the TAC, the TAC announcement constrains the time for share matching and negotiations. The
simplest (but likely infeasible) means to relieve the time pressure would be to make TAC announcements
earlier, allowing for earlier issuance of IFQ and IPQ. This would allow the periods for negotiation, share
commitment, and arbitration initiation to be extended back from the seasoning opening. However, TAC
announcements likely cannot be made sufficiently earlier than their current dates. Annual stock surveys
are conducted in the late summer of each year. Under the current schedule, analysts who produce stock
assessments and TACs have little time to complete modeling needed for the fall fisheries. Given the
timing of the survey and the need to complete models based on the most recent survey data, earlier TAC
announcements are not feasible. A few other means of accommodating the need for additional time for
negotiations are possible.

One way to alleviate some of the time pressure would be to move back the season opening for the Bering
Sea C. opilio and the Western Bering Sea C. bairdi fisheries, which is prosecuted, in part, incidentally to
the Bering Sea C. opilio fishery. Delaying this opening (and the timing of the associated negotiating,
share matching, and arbitration periods) would allow participants to concentrate on the negotiations
related to the Bristol Bay red king crab and Eastern Bering Sea C. bairdi fisheries, which is prosecuted, in
part, incidentally to the Bristol Bay red king crab fishery. This delay would allow participants to complete
share matching and negotiations for Bristol Bay red king crab and Eastern Bering Sea C. bairdi prior to

% Class B IFQ are issued only to QS holders that have no affiliation with an IPQ holder, to ensure that the
negotiating leverage realized through those shares, which are free to be delivered to any processors, is realized by
independent share holders. Affiliation is determined on an annual basis, to ensure that up to date ownership
information is used for assessing affiliations. Since the total Class B IFQ issuance is 10 percent of the IFQ pool on
an annual basis, the specific portion of each QS holder’s allocation that will be Class B IFQ is not known with
certainty until IFQ are issued. So, participants that wish to pre-plan their share matches cannot do so with certainty
until IFQ are issued.
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feeling the pressure to match shares or settle terms for Bering Sea C. opilio and Western Bering Sea C.
bairdi.?’ Addressing the time constraints under this approach would require cooperation of state and
federal managers. State managers would need to modify the current season opening dates for Bering Sea
C. opilio and Western Bering Sea C. bairdi. The Council would need to modify the timeline for share
matching and arbitration for the Bering Sea C. opilio and Western Bering Sea C. bairdi fisheries to extend
those periods. Under the current regulation, share matching by agreement takes place in a 5-day period,
while unilateral share matching by harvesters and initiation of arbitration both take place in a 10-day
period. Coordination between state and federal regulators will be important to ensure that the
modification of rules achieves the intended goal of extending these negotiation and arbitration periods.”

Another method that would extend the time for negotiation and initiating arbitration would be for federal
managers to simply extend the time periods from their current lengths. Extending the relatively short
period for negotiations and initiating arbitration proceedings would address the problem of limited time to
resolve share matching and delivery negotiations. The extension of the period into the fishing season
could affect negotiating leverage between the parties. Much of the fishing in the Bristol Bay red king crab
fishery is timed to allow catch from that fishery to be delivered to seasonal markets in Japan. Creating a
timetable for share matching and arbitration that allows parties to delay activities in the fisheries to a
point that limits access to the seasonal markets could enable one side to exert pressure on the other. The
extension of the time period for the Bering Sea C. opilio and Western Bering Sea C. bairdi fisheries could
relieve some of the time pressures caused by needing to negotiate landings for several fisheries
simultaneously. In addition, since those fisheries are typically prosecuted after the New Year, the ability
of participants to exert negotiating pressure by delaying negotiations into the season is minimal.

Extending the time for initiating arbitration could also affect the interests of the parties in several ways.
Under the current arbitration system, each processor is limited to a single arbitration proceeding in each
season. Whether extending the timeline for arbitration initiation would affect this aspect of the program
should be clarified. Allowing multiple proceedings with each processor as a part of the extension could
greatly affect their interests, as the arbitration proceedings can be costly to all participants and are a
distraction from other business.

A related issue, raised by participants in the fisheries, is whether the use of the lengthy season approach,
in and of itself, allows for multiple arbitration proceedings in a season. The regulations are not clear on
this issue, but a few observations can be made. First, if a processor were to agree to different timeframes
for the lengthy season approach with different harvesters, those agreements would seem to constitute the
processor’s consent to multiple proceedings with the different harvesters. Given this implicit consent, the
processor would seem to have subjected itself to multiple proceedings. Second, if not agreed to by the
processor (either implicitly or explicitly), it would seem to be consistent with the broad authority granted
to arbitrators to allow the contract arbitrator decide whether multiple proceedings are appropriate. Third,
in considering whether it is appropriate to have multiple proceedings with a processor, it should be kept in
mind that many of the harvest share holders are in a single coordinated inter-cooperative exchange, under
which all members share information and negotiate collectively. Although technically not a share holder
or party to the proceedings, allowing members of this organization to participate in multiple arbitration

¥ To some degree, participants have relieved the time constraint by using the ‘lengthy season approach’ to
arbitration in the Bering Sea C. opilio and Westemn Bering Sea C. bairdi fisheries. This addresses the problem only
partially, since resorting to that approach requires the commitment of shares under the share matching system.

28 As an interim measure, the state could delay the season opening for Bering Sea C. opilio and Western Bering Sea
C. bairdi fisheries and NOAA Fisheries could delay the issuance of IFQ and IPQ. Since the negotiating and
arbitration periods are timed from the issuance of IFQ and IPQ, delaying these issuances and the season opening
would allow participants to finish their negotiations and arbitration proceedings for Bristol Bay red king crab prior
to needing to engage in negotiations for Bering Sea C. opilio landings.
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proceedings with a processor would seem inconsistent with the intent of allowing each person a single
arbitration opportunity, since it would effectively allow this single representative body multiple attempts
at arbitration.

The harvester arbitration organization has developed an internet-based system for matching shares —
Sharematch.com — to facilitate real time commitment of shares and the timely exchange of information
concerning uncommitted shares. While this system has benefited participants by creating a single forum
for commitment of shares, achieving its objective requires timely information concerning share holdings,
commitments, and transfers. The current system of transfers requires submission of original notarized
signatures of both parties to the transfer to Restricted Access Management (RAM) Offices in Juneau. In
addition, the application provides that transferors should allow up to 10 days for processing. The use of
this system for transfers creates lags in information concerning share holdings, which prevent efficient
matching of shares by participants (NMFS, 2006).” Given the tight timeline for matching shares to
facilitate participation in the arbitration system, these lags could also prevent access to the arbitration
system for some share holders. A more efficient system for administer transfers and transmitting share
holdings information to arbitration organizations would greatly benefit participants and should be
considered.

Contract Arbitration

During the first year of the program two binding arbitration proceedings occurred. Both concerned
deliveries in the Bering Sea C. opilio fishery; one proceeding also resolved terms for landings in the
Bering Sea C. bairdi fishery. Both proceedings arose under the lengthy season approach to arbitration,
occurring in the spring, more than 6 months after the original deadline for initiation of arbitration
proceedings in the fishery. A few factors likely explain this delay. As noted earlier, the regulatory
timeline for arbitration in the first year of the program was inconsistent with the issuance of IFQ and IPQ,
preventing participants from initiating arbitration under the regulatory timeline. Participants likely would
have delayed arbitration in any case to coincide with receipt of price information in the fishery for the
season’s catch. The C. opilio fishery is historically prosecuted after January 1% to obtain improved
meatfill. Under the rationalization program the season opening coincides with the October 15™ opening of
the Bristol Bay red king crab fishery to allow participants maximum flexibility in timing their fishing.
Since market conditions in the fall may not coincide with those after the New Year, participants from both
sectors likely favored delaying arbitration to assess market conditions prevailing at the time of fishing and
sale of products from the fishery. The delay also allowed the parties time to determine whether a
reasonable settlement could be achieved, which would have avoided the cost and burden of the
proceedings.

In both of the proceedings, harvesters participated collectively being represented by the inter-cooperative
exchange, the FCMA cooperative that includes members of several of the harvest cooperatives formed
under the program.30 This FCMA cooperative represents the holders of as much as 70 percent of the
unaffiliated harvesters by fishery. Confidentiality rules prevent disclosure of any substantive price

% Intra-cooperative transfers of shares and custom processing arrangements have mitigated this problem. Other
transfers, which require agency administration, leave share holders uncertain concerning appropriate parties for
share matching.

30 Under the rationalization program, IFQ holders may form “harvest cooperatives” that serve the exclusive purpose
of coordinating catch of the allocations of their members. Under antitrust law, harvesters that intended to negotiate
landings prices collectively must comply with the requirements of the FCMA. Because of their different purposes,
the limitations on and requirements for forming cooperatives under the FCMA differ from those of the
rationalization program. As a result, IFQ holders in different harvest cooperatives have been able to organize under
the FCMA to collectively negotiate prices by meeting the requirements of the FCMA.
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information from the two proceedings. It can be reported that harvesters prevailed in both arbitration
proceedings.

As the first binding arbitration proceedings under the system, several issues have been raised by
participants. Share holders in the fisheries that were not party to these proceedings, as well as arbitration
organizations, have also raised some issues with these aspects of the program. This section describes the
binding proceedings and discusses issues raised to date. The discussion that follows separates substantive
issues (arising out of interpretation and application of the arbitration standard) from procedural issues
(arising from under the process for arbitration).

Application of the arbitration standard in binding arbitration

The arbitration standard delineates the principle role of both the formula arbitrator and the contract
arbitrator as establishing an ex vessel price that preserves the historic division of first wholesale revenues
in the fishery. At this basic level, the different arbitrators share the same function. The roles of the
arbitrators, however, differ in the system. The formula arbitrator develops a price formula (based on the
standard) that should apply generally to all deliveries in a fishery. The contract arbitrator selects the better
of two last best offers, based on the standard. The formula arbitrator’s role is to apply it to the overall
relationship between harvesters and processors in the fishery; the contract arbitrator’s role is to apply to
the standard to a delivery or set of deliveries from one or more specific harvesters to a specific processor.
As a result, the application of the arbitration standard by the contract arbitrator differs somewhat from the
application of the standard by the formula arbitrator.

The standard to be applied by the contract arbitrator contains three elements. The first element directs the
contract arbitrator to establish an ex vessel price that preserves the historic division of first wholesale
revenues in the fishery. The second element directs the arbitrator, when establishing that price (which
preserves the division of revenues) to consider the listed factors, including current ex vessel, consumer,
and wholesale prices, innovations and developments, efficiency and productivity, quality, and financial
health and stability of the harvesting and processing sectors. The third element directs the arbitrator to
consider the price formula developed by the formula arbitrator.

As with the formula arbitrator, the wording of the regulation suggests that the overarching principle
guiding the contractor arbitrator’s application of the standard is to establish a price that preserves the
historic division of first wholesale revenues.?' In that context, the contract arbitrator is directed to
consider the other enumerated factors. Two possible means of assessing the influence of other relevant
factors are suggested by the workgroup that developed the standard and the analysis of the arbitration
standard. First, in determining the ex vessel price that preserves the historic division of first wholesale
revenues, the arbitrator can consider whether any of the listed factors affected that division (Workgroup
on Binding Arbitration, 2002a). For example, some participants contend that the division of revenues
reflected in ex vessel prices is influenced by delivery location and total harvest levels. Consideration of
listed factors in this manner is consistent with maintaining the preservation of the division of first
wholesale prices as the primary role of the arbitrator.

Second, the workgroup and analysis suggested the listed factors may be considered to the extent that they
concern events that occurred subsequent to implementation of the rationalization program (Workgroup on
Binding Arbitration (2002a); NPFMC/NMFS, (2004a) at 4-162). Changes in market conditions, product
forms, and production processes that occur subsequent to implementation would all seem to within the
scope of this consideration. In general, the standard suggests that these factors are to be considered while
maintaining the overall objective of preserving the historic division of first wholesale revenues. For

3! Much of the discussion of the application of the standard by the formula arbitrator applies to the application of the
standard by the contract arbitrator. That discussion is summarized in this section, but is not repeated in its entirety.
March 2007 - (3/19/07) 26
18-Month Review

Bering Sea and Aleutian Islands crab fisheries



example, considering ex vessel prices for A share, B share, and C share landings should not compel an
arbitrator to match any of those prices in an arbitration finding, but instead consider whether those prices
provide some indication of trends in production or in the fishery that should be considered when making
an arbitration finding. For example, if a processor’s A share price offer lags substantially below other A
share prices in the market, it could be an indication that either the processor is not offering a reasonable
price given market conditions or the processor disputes the historic division of revenues supported by
other processor offers. Under the first scenario, the processor’s production and market choices could be
yielding less than those observed in the market generally. In this instance, an arbitrator could be asked to
decide whether it is reasonable under the standard for the processor to be compelled to pay a division of
revenues based on the first wholesale price received by other processors that achieved greater success in
the market. Such a finding could be justified, if the processor is perceived to have not made appropriate
production and marketing efforts.’? Alternatively, the processor could be simply trying to pay a lower
price based on its perception that harvesters have received a lower portion of first wholesale revenues in
the fishery, than other processors may be paying. In this case, the processor could be contesting the
historic division of revenues. The arbitrator’s finding may hinge on an assessment of the historic division
of first wholesale revenues and whether the lower price is warranted under that standard, despite other
processors paying higher prices for deliveries.”

While the above discussion of the standard addresses some of the pricing issues that are likely to arise in
the fishery, it does not adequately address the complexity (or multidimensionality) of delivery terms and
negotiations. In the first two years of the program some participants have struggled to interpret the
standard and its application to their circumstances. Since the arbitration system is the fall back for
negotiation stalemates, it is also the backdrop for negotiations. The novelty of the arbitration system and
the absence of information from the few binding proceedings that have occurred have contributed to this
anxiety among some participants.** Some representatives of participants to the first year arbitration
proceedings assert that they were nonplussed by the outcome. Over time, the level of predictability should
increase. Yet, given the complexity of issues that could be faced by the arbitrator, it is possible that from
time to time some outcomes may not be fully predictable. For the program to be considered successful,
however, participants must believe that the arbitration system is capable of successfully addressing these
issues, if necessary.

The more complex negotiation issues to date relate to factors beyond the basic consideration of the
historic division of revenues. One issue is whether the historic division of revenues has differed between
the North and the South regions. This issue was central to the dispute in the first year arbitration
proceedings. Given that the arbitration standard explicitly directs the arbitrator to consider delivery
location in applying the ‘historic division of revenues,’ the consideration of the appropriateness of
differentiating North and South pricing is within the scope of the arbitrator’s authority. Additionally,
some processors have advanced an argument that operating costs are substantially higher in the North

32 On the other hand, if a processor took reasonable (but unsuccessful) risks in the market, it could be reasonable for
the arbitrator to find for the processor, despite its lower first wholesale revenues. In this instance, it is possible that
the arbitrator could find that the processor should not bear the entire burden of its attempt to pursue the most
valuable market. This finding would likely depend on the specific relationship between harvesters and processors
and whether harvesters would share in the benefits, had the processor achieved better results in the market. In short,
the arbitrator should be called on to reasonably assess the circumstances in light of the overall market and the
relationship between the harvester and processor.

33 Some harvesters have been frustrated that processors are unwilling to simply match higher prices offered by other
processors, as happened in the pre-rationalization fishery. Given the extended season and the isolation of each
processor in the arbitration system, it is not surprising that processors are reluctant to quickly to match offers of
competitors.

34 Under the arbitration system no information from the arbitration proceedings can be shared among non-
participants.

March 2007 — (3/19/07) 27
18-Month Review

Bering Sea and Aleutian Islands crab fisheries



region. According to this argument, lower ex vessel prices in the North are justified to maintain
production efficiencies and the financial health of processors in the region. In addition, some processors
contend that the consolidation on harvester shares on fewer vessels has caused inefficiencies in processing
by extending processing activities over a longer period. Under the standard, the arbitrator is directed to
consider production efficiency (given the limitations of the management structure) and the financial
health of the both the harvesting and processing sectors when applying the historic division of revenues
standard. Again, the breadth of considerations under the standard appears to permit the arbitrator to
consider these arguments. Whether such arguments are compelling (or determinative of the arbitration
outcome) is likely to depend on the circumstances.*

Process for binding arbitration

This portion of the paper addresses the process used once an IFQ holder has initiated a binding arbitration
proceeding. The first step in that process occurs simultaneously with the initiation of the arbitration
proceeding. At that time, the IFQ holder that initiated proceeding selects a contract arbitrator to preside
over the arbitration (see 80 CFR 680.20(h)(3)(v)). In the first year of the program, this first step
engendered some debate among participants in the program.*® Under the current regulation, a pool of
contract arbitrators is selected by the independent harvesters’ arbitration organization and processors’
arbitration organization (80 CFR 680.20(e)(4)(i)). Some participants believe that authorizing the IFQ
holder to select the arbitrator provides an advantage in the proceeding. The extent of any potential
advantage is limited by the joint selection of the pool of arbitrators by PQS holders. Yet, the first year
experience does suggest that IFQ holders could have used this selection to their advantage. IFQ holders in
both proceedings were represented by the inter-cooperative exchange, the collective negotiating entity
made up of members of most of the harvester cooperatives formed under the program. The inter-
cooperative exchange selected the same arbitrator to preside over both proceedings. The selections for
both proceedings were made on approximately the same date. While the inter-cooperative exchange
representatives had no experience with the arbitrator when making the selection, they would be remiss not
to have considered potential strategic effects of using the same arbitrator to preside over both
proceedings.

In considering whether any potential advantage arising out of this arbitrator selection process merits
correction, one should carefully consider the rationale for the current process, the overall needs of the
system, and the fairness of the current rule. Since the pool is selected jointly, the risk of a biased arbitrator
is limited. Under the current schedule for arbitration proceedings, time is of the essence. Arbitration
proceedings are intended to be resolved prior to the season, to limit the potential for disruption of
operations during the season. Given the relatively late TAC announcements and the need to complete
share matching prior to arbitration, an efficient system for the selection of an arbitrator is necessary.
Having the arbitrator identified simultaneously with the initiation of the proceeding adds efficiency, by
preventing delays that could arise under a system of joint selection. Typically, such a system would
require either agreement of the parties to the proceeding or a tiered selection process. Joint selection by
the parties could delay proceedings, if the parties were not able to quickly reach agreement. Alternatively,
a tiered process could be used under which each party selects an arbitrator, who in turn, agree on a third

*5 An interesting aspect of the program is the interaction of the formula arbitrator’s annual report and the binding
arbitration proceedings presided over by the contract arbitrator. By providing the formula arbitrator with the
submissions from the binding proceedings, the formula arbitrator can provide some guidance on factors at issue in
the prior year’s binding proceedings. Less structured than a formal record of opinion from the binding process
(which has been suggested by some participants), this informal feedback creates a flexible system under which
develops some level of reliability conceming the application of the standard.

% It is worth noting that the workgroup that developed much of the arbitration program and the Council in its motion
establishing the program both proposed that all arbitrators be selected jointly (NPFMC, 2004; Work Group on
Binding Arbitration, 2003). Whether the joint selection of the pool of arbitrators alone satisfies that directive is
debatable.
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arbitrator. This third arbitrator would preside over the proceeding. Such a system could result in a brief
delay of one or two days. The importance of that delay likely depends on the fishery and the nature of the
dispute. This process, however, would also increase costs slightly by involving two additional parties in
the selection process. If the primary concern to arise out of the first year arbitrations is the use of the same
arbitrator for both proceedings, a simple modification to the current rule could prohibit an arbitrator from
presiding over more than one proceeding in a fishery in a single year.

Beyond the selection of the arbitrator, much of the regulations governing the binding arbitration process
are general. Some of the dissention between harvester and processors has centered on this lack of
specificity. Much of the remainder of this section describes areas of the arbitration process that some
participants believe require additional definition. In considering whether adding that definition is
appropriate, the Council should consider the degree to which that definition could provide or be used to
advantage specific participants in the arbitration process and the extent to which that definition could
constrain the process.

The regulation provides that the arbitrator should meet with the participants as soon as possible after the
arbitration is initiated to schedule the proceeding (50 CFR 680.20(h)(3)(vii)). In addition, the regulation
directs the contract arbitrator to meet with the parties to determine the terms that must be included in the
last best offer submissions, which may be collectively submitted by harvesters that are members of an
FCMA cooperative (50 CFR 680.20(h)(3)(viii) and (xi)).*’ The arbitrator is limited to selecting from the
two last best offers (50 CFR 680.20(h)(3)(viii) and (xi)). The arbitrators finding must be delivered to the
parties within 5 days of submission of the offers (or within 10 days of submission, if the arbitration takes
place at least 15 days prior to the season opening, which is an impossibility under the current timelines)
(50 CFR 680.20(h)(3)(xi)). Beyond these specific requirements, the arbitration procedure is undefined by
the regulation. With the exception of quality and performance disputes, participants in the fishery (and in
arbitration proceedings) can seek remedies only through civil law. Furthermore, the regulations do not
provide a process for appealing an arbitration decision.

Some participants in the system have raise questions concerning the scope of authority of the arbitrator.
The first issue raised is that the regulations do not clearly set out whether the arbitrator has the power to
determine the scope of his authority with respect to disputes or whether a particular dispute may be
arbitrated.®® Generally, arbitrators have the authority to make determinations of whether procedural
requirements for arbitration have been met (i.e., procedural arbitrability). So, it is likely that an arbitrator
would be found to have the authority to determine issues of whether harvesters properly initiated or joined
a proceeding to arbitrate. One particular issue that has arisen under the program concerns whether parties
properly agreed to the lengthy season approach (i.e., did the parties have an agreement to arbitrate using
the lengthy season approach). While the existence of an agreement to arbitrate is typically decided by
courts (see Section 6, Revised Uniform Arbitration Act (RUAA) of 2000 and Section 4, Federal
Arbitration Act (FAA)), in at least one instance where the parties submitted the issue to the arbitrator, the
arbitrator’s finding was found to govern (see First Options of Chicago, Inc v. Kaplan, 514 U.S. 938,

37 The regulation identifies several price structures that may be included in the terms of last best offers (see 80 CFR
680.20(h)(3)(viii)). The rule also refers to the last best offers as defining the “terms of delivery” (see 80 CFR
680.20(h)(3)(ix)). This statement that the last best offers define the terms of delivery, together with the breadth of
factors that must be considered under the standard, clearly imply that any and all terms of delivery may be specified
in an offer and decided in an arbitration proceeding.

38 The following discussion pertains largely to legal matters and interpretations. This paper attempts to provide some
background, which the Council could use to determine whether certain issues require additional consideration (or
legal research). While the discussion draws on legal resources to support any conclusions, the Council should be
advised that these are at best preliminary discussions and should not be regarded as legal opinions. Conclusions
concerning typical arbitration practices are drawn in most part from the Revised Uniform Arbitration Act (RUAA)
of 2000 and the Federal Arbitration Act (FAA).
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(1995)). The Council should consider the degree to which potential litigation of this issue threatens
achievement of program objectives.

Once the arbitration proceeding is initiated, it is typical practice for the proceeding to be defined by the
arbitrator in a manner that the arbitrator considers fair and expeditious (see Section 15, RUAA, 2000).
Further definition of the arbitration process could avoid uncertainty and potential bias that could arise, if
the process adopted by an arbitrator favored one party over the other. Participants in the fishery that are
unfamiliar with arbitration, in general, or with the process used by a particular arbitrator could be
disadvantaged in proceedings. These benefits should be weighed against the loss of flexibility that will
occur, if a specific process is adopted that cannot be revised by the arbitrator for specific circumstances.
Providing the arbitrator with the opportunity to weight the need for expeditious resolution and potential
fairness issues that could arise under various procedures may allow the arbitrator to minimize risks to
either participant’s interests.”

Some participants have also expressed their preference for the arbitration process (once an arbitration
proceeding is initiated) being better defined by the Council. Participants in the first year proceedings
raised concerns that the relatively short time period during which proceedings occurred provided little
opportunity to explore the validity of data presented by the opposing party. In addition, the process used
is asserted to have provided no opportunity to cross examine concerning evidence presented by the
opposing party. The perception of imbalance in preparation time may have been exacerbated by the fact
that the inter-cooperative exchange representing harvesters in the proceeding had previously participated
in an arbitration proceeding with the same arbitrator involving landings from the same fishery. This prior
experience could be perceived as providing inter-cooperative exchange with an advantage not only
through some knowledge of the receptiveness of the arbitrator to substantive arguments, but through
familiarity with the process.

Some participants have also argued that the contract arbitrators should be required to provide opinions
supporting all arbitration decisions. These opinions could serve as precedents for future actions or could
provide a basis for the decision to be scrutinized in any judicial review initiated by dissatisfied parties.
The development of opinions and judicial review could provide additional information to parties
concerning the operation of the system and may increase predictability of the system. On the other hand,
these opinions and reviews could contribute to the adversarial nature of the process. As with other
changes in the program, the potential of these changes to alter the negotiating positions of participants in
developing any amendment should be considered.

Persons favoring arbitration as a means of resolving disputes often do so, in part, for its finality. As such,
arbitration decisions are typically subject to limited judicial review. In most instances, the grounds for
appeals of arbitration outcomes are defined to be limited to cases of fraud, impartiality, or misconduct
(see Section 23, RUAA and Section 10, FAA). Courts, however, have allowed for arbitration systems to
expand judicial review (see Gateway Tech. Inc. v. MCI Telecommunications Corp., 64 F.3d 993 (5th Cir.
1995) and Lapine Tech. Corp. v. Kyocera Corp., 130 F.3d 884 (9th Cir. 1997)). The scope of judicial
review is often greater for “compulsory arbitration” under which parties are required to participate in an
arbitration system for public policy reasons (such as to avoid teacher or firefighter strikes). These systems
typically mandate evidentiary records from the arbitration proceeding and written decisions (see Nolan-
Haley, 2001).

 Some participants have also expressed their belief that the arbitrator should be permitted to assume that requested
evidence that a party fails to submit would disadvantage that party. Given the breadth of authority in the arbitrator,
the arbitrator would seem to have the ability to weight the failure to present evidence appropriately. An amendment
to the regulations could clarify this discretion.
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As with other aspects of this system, the Council should consider the overall effects of the arbitrator
providing supporting opinions for decisions and creating for expanded judicial review of outcomes.
Leaving aside antitrust considerations* (which are certain to be raised by a system of arbitration opinions
and an appeals process) the implications of such a system should be assessed. A potential benefit of the
arbitrator providing a basis for the outcome is that participants could develop a better understanding of the
application of the standard, at least by that arbitrator. If the decision is not subject to expanded judicial
review (and is not precedential), the need for and benefit from the opinion is likely minimal, as it may not
even provide guidance to parties to the arbitration.

If judicial review of the arbitrator’s findings are expanded, standards for review would need to be
developed (i.e., under what conditions would a decision be reversed). While a system of arbitrator
opinions and expanded judicial review could provide a venue to contest outcomes perceived to be unfair,
the system would also decrease finality of outcomes. The need for early and final resolution of disputes
was deemed important in the development of the arbitration program. Also, persons dissatisfied with the
outcome of an arbitration proceeding could use the threat of judicial review to leverage different terms
than those specified by the arbitrator. If delivery timing is important to meet certain market or production
demands, it is easy to see that seeking judicial review (or the threat of seeking judicial review) could be
used to strategically. In addition, a system of opinions and expanded judicial review could also add
substantially to the costs of the system.

Under a system of precedential outcomes (in which arbitrators provide reasoned opinions for all
decisions), opinions could be used to further clarify application of the standard for all participants.
Although this might provide clarity of the standard, the establishment of a precedent could hurt fishery
participants that are not a party to the arbitration, who might be bound by the precedent in the future.
Considering the importance of the standard to arbitration outcomes, it is possible that any review of an
arbitration outcome would draw most participants in each sector to submit briefs, since they would be
concerned that the interpretation of the standard that determined the outcome of the review would be
applied to them in the future. Such a system of judicial review and precedents would likely add
substantially to the cost of a system that is already perceived by participants as overly expensive.

The potential benefits of such a system of arbitration opinions and expanded judicial review, with respect
to both arbitration outcomes and development of the interpretation of the standard, should be weighed
against the current system. In the current system, arbitration outcomes are perceived as final.*' It is
possible that an arbitrator could misinterpret the standard, in which case, the parties to the arbitration
would be left to meet the terms of the outcome for that year.*? The finality of the decision, however,
would effectively move participants past negotiation of terms to resume operations in the fishery. If
necessary, the participants could make efforts to remove the arbitrator from the pool of contract
arbitrators in the following year. In the current system, the evolution of the interpretation of the arbitration
standard is realized through the annual reports of the formula arbitrator and the exchange of information
between the formula arbitrator and contract arbitrators. The formula arbitrator is required to consider the
highest arbitrated outcome from the previous year; the contract arbitrator is required to consider the price
formula generated by the formula arbitrator. In the long run, this annual process could provide some of

% The current position of NOAA General Counsel and the Justice Department is that any information from these
individual proceedings must remain confidential to limit the potential for anticompetitive activities. Some
participants in both sectors have expressed their opinion that the release of this information at the end of a season
would add certainty to the arbitration process without creating increasing any risk of anticompetitive behavior.

4! It is important to note that since no judicial challenges of arbitration outcomes have occurred, it is possible that a
future challenge could bring into question the finality of arbitration outcomes depending on the outcome of that
challenge.

42 Whether the last best offer format of the arbitration is likely to exacerbate errors is not known.
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the desired certainty and predictability with respect to interpretation of the arbitration standard.
Unfortunately, this feedback takes place only once annually, extending the time over which interpretation
of the standard is likely to evolve and be clarified.”

Some participants have suggested that the limitation on the release of arbitration outcomes (intended to
prevent anticompetitive behavior) is overly restrictive. These participants believe that making the
outcomes public at the end of the season would increase predictability of the arbitration system. Current
regulations prohibit release of these outcomes indefinitely (see 50 CFR 680.20(e)(2)(ii) and (iii) and
(h)(3)(i)). Participants who support the release of these outcomes at the season end believe that the
information creates no potential for anticompetitive behavior because the information is no longer current
at that point. The information, however, could provide participants with information concerning the
application of the standard that would increase understanding of arbitration outcomes in the future.
Whether such a release could be used for anticompetitive purposes should be fully examined prior to
changing the current limitation.

Lastly, both arbitration organizations have suggest that it is appropriate to preclude lawsuits against
arbitration organizations, the third party data provider (Who manages notices required to given under the
system), and all market analysts and arbitrators. Such immunity is typically provided to arbitration
organizations that administer arbitration proceedings and arbitrators (see Section 14, RUAA (2000)).
Arbitrators, in turn, are typically required to abide by ethical standards similar to those applicable to
judges (Nolan-Haley, 2001).

The B Share Allocation

Since 90 percent of the annual IFQ allocation is made up of A shares, the distribution of benefits between
harvesters and processors under the rationalization program has in large part depended on the distribution
of benefits from landings of Class A IFQ. In developing the program, however, the Council included 10
percent of the annual IFQ allocation as B shares, which may be landed with any processor. To ensure that
the benefit of the B share allocation to independent harvesters is not diminished by vertical integration, B
shares are issued only to QS holders that are independent of processor affiliation.* This allocation of B
shares was intended to serve a few purposes. First, the allocation provides some degree of competition,
which might otherwise be lacking under a system in which harvesters are compelled to land catch with
processors holding IPQ. Second, by allowing B shares to flow to their most valuable use, the allocation
was thought to provide a check on the market, in the event that IPQ holders were not aggressively
pursuing market opportunities for their products. A third use of B shares could be to facilitate processor
entry (NPFMC/NMFS, 2004a). The following discussion addresses each of these potential purposes for
the B share allocations. Since only a single year’s landings data are available, much of the discussion
draws on anecdotal sources.

The ability to use B share allocations for negotiating leverage (beyond that available with A share
allocations) has not been clearly established. The most obvious source of information for establishing
such leverage would be price information from deliveries. Current data sources, however, do not provide
final prices by share type. The only data that show price by share type are elandings data collected by
NOAA Fisheries. These data are collected at the time of landing and do not include any post-landing
adjustments or bonuses, which are reported to be an important part of pricing under current practices.
Table 9 below shows average ex vessel payments at the time of landing by share type from the different
fisheries in the first year of the program. The table suggests that on average B and C share landings

“ It is possible that a more structured process for submission of information to the formula arbitrator could increase
certainty by improving feedback to the arbitrator from participants during the development of the annual report.

“ Affiliation under the regulation exists in the case of either functional control of the QS holder or common
ownership in excess of 10 percent (50 CFR 680.2).
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received a slight premium relative to A share landings. The exception is the C. bairdi fishery, where C
shares received a lower price on landing than harvests by the other share types. The amount of an
premium may not be accurately shown by the data in the table, since post-landing bonuses are not
included in any prices.

Table 9. Average ex vessel payment at the time of landing by fishery and share type, 2005-2006 season
(dollars per pound).

Average ex vessel price of landings of

A shares B shares C shares
Bristol Bay red king crab 4.372 4.479 4.492
Bering Sea C. opilio 0.904 0.956 0.965
Western Bering Sea C. bairdi 1.311 1.316 1.237
Eastern Aleutian golden king crab 2.548 2.577* i
Western Aleutian golden king crab 2.445 * **
* Average ex vessel price of B share and C share landings combined

** Withheld for confidentiality.
Source: NMFS Restricted Access Management IFQ database, crab fishing year 2005-2006.

Participants in the fisheries report the extent to which B and C share deliveries have drawn a premium
varies across processors and fisheries. Some processors are reported to have paid bonuses to attract
deliveries of B share harvests. Participants report that premiums for B and C share deliveries are typically
a few cents, but have ranged as high as approximately ten cents. Some processors have chosen not to
compete for landings of B share and C share harvests, but have accepted deliveries of B and C share
harvests at the same price as A share landings.*” Under these circumstances, the B and C share harvests
received by the processor have typically come from the same fleet delivering A share harvests. In some
cases, B and C share deliveries are reported to have brought lower prices than A share deliveries. This
conclusion would appear to be supported by the average reported price for C share deliveries in the C.
bairdi fisheries, which was lower than the average reported price for A share deliveries in the first season.

The absence of a substantial premium on B share landings in the first two years of the program could be
explained by a few factors other than the utility of B shares serving their purpose as competitive market
shares. In the first two years of the program, crab markets have been at some of their lowest levels in
recent years. In such a market, it is possible that the difference between a competitive price and the price
arrived at through the arbitration standard is relatively small. Even in better markets, it is possible that the
standard, under which the historic division of revenues is a primary consideration, would result in a price
similar to the competitive price. Those historic prices were determined in a competitive market, but one
under a different management structure that may have affected the distribution.

One approach to consider competition that could be induced with B shares is to examine the amount of
sold crab harvested with B shares by the average vessel.*® Table 10 shows the sold B share deliveries of
vessels that harvested any crab using Class B IFQ. The table shows that the average (or mean) vessel
harvest of B share crab is relatively small amount (i.e., less than one full delivery for most vessels in the
fisheries). In the two relatively large fisheries (the Bristol Bay red king crab and Bering Sea C. opilio
fisheries), the four vessels harvesting the most crab with B shares averaged in excess of 100,000 pounds
and 275,990 pounds), respectively. These quantities of catch are adequate to support a full trip in both
fisheries.

% Some participants have suggested that processors are reluctant to bid up the price for B shares in part because they
fear that arbitrators may simply equate A share ex vessel prices with B share ex vessel prices.

% Crab not sold is excluded from the amounts shown in the table. These amounts are mostly deadloss.

47 Most vessels in the fishery can carry more the 100,000 pounds of red king crab. A trip of 100,000 pounds is not an
unreasonable size delivery in the fishery.

March 2007 - (3/19/07) 33
18-Month Review

Bering Sea and Aleutian Islands crab fisheries






