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Summary

This paper presents the outline for a smart market geared to Quebec’s woodchip industry. It ams
to explain how such a market operates, and to show how it fitsinto or modifies the existing trading
System.

The proposed smart market has two main objectives. Thefirst is to enhance the efficiency of the
woodchip market. The electronic market is afavoured means of enhancing market flexibility and
thus controlling the accumulation of unsold inventory. Such a mechanism maximizes the industry’s
overal profits by ensuring that each firm can identify all business opportunities within its reach and
realize the additional profits associated with them. The second main objective is continuity of trade
practices. Long-term contracts between sawmills and paper mills are an important market redlity,
and they will be an integral part of the smart market.

The keystone of our proposal is the Optimized Periodic Market (OPM). Somewhat aong the lines
of the Encan électronique du poEEP, or electronic pork auction), set up byféeération des
producteurs de porcs du Quéli€riebec’s pork producers federation), we are proposing to establish
an electronic woodchip exchange which would open up periodically (monthly, for instance) to
allocate Quebec’s entire woodchip output. At the close of an el ectronic market session, exchanges
for the month will be determined, and everyone will know who he isto receive his woodchips from,
or who he is to deliver them to, along with the price of each transaction and the merchandise
shipment schedule.

The OPM fulfils three main functions: (1) it co-ordinates players’ actions with a view to reducing
inventory surpluses and meeting paper mills needs as closely as possible; (2) it keeps transportation
costs down by determining the least costly exchanges between sawmills and paper mills with respect
to supply; and (3) it offers an effective tool for renegotiating long-term contracts.

An OPM session isin three main stages. pre-sale saleand after-sale At the pre-sale stage, the
system gathers the information it will use to determine optimum exchanges. This information
concerns two key variablesin the woodchip market: quality requirements, and transportation costs.

Buyers first express their technical requirements: on a BBS, they indicate the quality of the
woodchips they wish to purchase and the penalties that will be applied should delivery not be in
compliance with the specified technical requirements. The sellers are then invited to provide a
production cost indicator for their woodchips that meets each paper mill’s requirements. Sellers must
also indicate the unit transportation costs (UTC) which they will have to pay if they deliver to each
of the buyers. An auction mechanism for transportation costs, where buyers and third parties will
be able to try to lower transportation costs, may aso be set up.

The sale stage involves an auction which takes place in successive rounds. Buyers' bids are demand
schedules, and sellers’ bids are supply schedules. At the start of the opening round, buyers and
sellers enter their bids through an electronic interface linked to a server. Sellers must aso provide
alist of the types of woodchips they wish to market, and thislist will be valid for the duration of the
sale. Depending on the classification of the woodchips they put up for sale and their ability to sort
species, they will have the choice of offering low density chips, high density chips, and/or jack pine
chips. Buyerstake part in asingle market grouping together the three types of woodchips. At the
start of the opening round, they have to specify the minimum and maximum proportions of each type
of woodchips they wish to acquire.



When all the bids have been tallied, the system generates the quantities traded and the equilibrium
price paid or received by each participant. In light of thisinformation, players can raise or lower
their bidsin line with their assessment of the market. Buyers can a so revise the proportions of each
type of woodchips they are asking for. Another round is then initiated, ending with the
re-optimization of the system and disclosure of the new alocations. If no one wishesto ater hisbid
after the prices and quantities are announced at the end of around, the efficient bilateral exchanges
become official, and the delivery schedule for the period is established. Bid changes from one round
to the next are governed by an eligibility rule whose function is to give impetus to the market, to
prompt participants to be active in the market, and to reveal their real needs as early as possible.

The OPM is amedium-term market in that it lies between along-term compensatory market and a
short-term spot market. Sawmills and paper mills wishing to guarantee their supply by signing
long-term agreements will be able to go the compensatory contract route. A long-term
compensatory contract between a sawmill and a paper mill specifies a price and quantity of
woodchips for each OPM period (each month). In thisway, the paper mill is guaranteed a certain
guantity of woodchips at a certain price, and the sawmill is guaranteed a price for a given portion
of itsoutput. Data from these compensatory contracts are then taken into consideration by the OPM.
Somewhat like term markets, compensatory contracts are agreements on financial flow adone. Itis
the OPM which determines the actual exchanges of woodchips.

The proposed market mechanism is designed to ensure that participation in the OPM isto everyone's
benefit. With flexibility, transparency and the implementation of an open competitive mechanism,
beneficial participation for all isone of the guiding principles of the smart market for woodchips.
A participant bound by a compensatory contract is guaranteed to find himself, after an OPM session,
Inagtuation at least as beneficial asthat provided for in the contract. The spirit of the compensation
mechanism is that if one of the partners receives an unfavourable price on the OPM, he will be
compensated by his partner. In thisway, the OPM compensation rule and renegotiation mechanism
offer a procedure guaranteeing: (1) each participant the equivalent of what is negotiated in the
long-term contract; and (2) all participants the possibility of discovering and realizing additional
profits that are accessible but have not yet been realized.

The proposed smart market is rounded out by a very short-term spot market on which sawmills will
be able to liquidate their surpluses and paper mills will be able to procure additional quantities of
woodchips, thus dealing with surpluses and unfilled requirements not anticipated in the OPM
session. The spot market may be presented in the form of a BBS through which each facility will
be able to initiate an auction.

Working Paper 1.0



Table of Contents

PART I: INTRODUCTION
OBJECTIVES: EFFICIENCY AND CONTINUITY
SOLUTION: OPTIMIZED PERIODIC MARKET
GUIDING PRINCIPLES
BRIEF DESCRIPTION OF THE SMART MARKET FOR WOODCHIPS
PART Il: OPERATION OF THE SMART MARKET
1- OPERATION OF THE OPTIMIZED PERIODIC MARKET
First stage: Pre-sale
Second stage: Sale
2- OPERATION OF THE LONG-TERM COMPENSATORY MARKET
3- OPERATION OF THE SPOT MARKET
Nominal spot market
Anonymous spot market
PART I11: QUALITY ADJUSTMENT FACTORS (QAF)
APPENDIX 1: GLOSSARY
APPENDIX 2: OPTIMIZATION MODULE

Working Paper 1.0



Part |I: Introduction

What distinguishes the smart market is that it manages market players supply and demand so asto

determine the quantities of commodities traded and the amount of the transactions. In Quebec, there

is already at least one experience of this type of market: the Encan électronique du po&EEP, or
electronic pork auction).

The architecture of the EEP does not, however, appear to us to be appropriate for the woodchip
market. While the EEP certainly determines bilateral exchanges, it addresses the question of
transportation of the commaodity, and then that of buyers' quality requirements, only secondarily. But

the woodchip market stands out precisely owing to its high transportation costs and the special

requirements expressed by buyers during transactions. That is why we have placed these two
variables front and centre in the market mechanism we propose in these pages.

Objectives. Efficiency and continuity

Our fundamental objective is the enhancement of mafkeitency, and that supposes a degree of
change in current trade practices. We believe, however, that this objective may be attained while
ensuringeontinuity with traditional procedures. We have attempted to develop a market mechanism
which will enable the paper companies to pursue their current provisioning strategies while allowing
each player to enhance his market position. Whether it be a sawmill or a pulp and paper mill, the
facility thus remains free either to maintain past gains or to harness the new tools that will be
available to it.

Solution: the Optimized Periodic Market

At present, the woodchip market is governed primarily by long-term contracts between buyers and
sellers. Underlying these contracts are special, long-established relationships between paper mills
and sawmills. A particular form of this provisioning strategy is the integration of sawmills with
paper mills. Approximately 70% of woodchips are produced by integrated sawmills. The vast
majority of woodchips are sold to a subsidiary or under medium and long-term contracts. These
special relationships are therefore at the core of business strategy in the industry, aiming to guarantee
and stabilize the provisioning of pulp and paper mills.

Standing alongside this "long-term market" is an informal spot market. This market complements
the long-term market by permitting exchanges not anticipated in long-term contracts (excess demand
from paper mills, excess supply from sawmills). Now we note that, in its present configuration, the
woodchip market is far from being as flexible as it could be and is unable to curb the accumulation
of inventory or to meet firms' needs. Unsold inventory and inadequate output are symptoms of a
market's inefficiency.

We propose the creation of @Dptimized Periodic Market (OPM) in the medium term to
complement the current annual contract/spot market sequence. This centralized market will
determine optimal exchanges (who sells to whom? who buys from whom?) for a given period (one
month), on the basis of data from long-term contracts and after having gathered a certain amount of
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relevant information. This information primarily concerns transportation costs between the
producing and client facilities, sawmill supply, and paper mill demand and requirements.

The OPM will seek:

- to coordinate players' actions with a view to reducing surplus inventory and ensuring that paper
mills’ needs are adequately met;

- to reduce transportation costs by determining the least costly exchanges between sawmills and
paper mills with respect to provisioning;

- to offer an effective tool for renegotiating long-term contracts.

An efficient market...

The OPM will allocate the resource as efficiently as possible, in light of the available information.
In other words, the OPM is amechanism aimed at maximizing the profits of the industry asawhole.
Consider the viewpoint of the manager of the vast enterprise which would result from total

integration of the industry, that is, grouping together all pulp and paper millsand all sawmillsinto

asingle enterprise. For this manager, it would be important for production to be organized so that
exchanges among the various corporate components generated the lowest possible costs (in particular
transportation costs between facilities) and maximized the profits of each production unit. Managers
or management systems fulfilling this task would achieve their prime objective: maximization of

profits. The more efficient an industry is, the higher its overall profits are. The OPM must act a

little like the manager of this perfectly integrated enterprise and target maximization of the industry’s

overall profit.

Continuity in trade practices...

Continuity, our second major objective, is inseparable from the issue of paper mills steady
provisioning. For a paper mill, long-term contracts are genuine insurance policies, since they
guarantee it regular provisioning from suppliers with whom it often has special relations. Through
these contracts, which are important factors in controlling exchanges, the facility contributes to the
stability of the market and the industry. Far from bringing this type of market into question, we
believe it could benefit from the electronic tools developed for the OPM and that it would have a
good chance of enhancing its flexibility. Indeed, the same s true for the spot market.

The price of the resource is generally negotiated each year. Since a fluctuation in this price is
necessarily profitable to only one of the two contracting parties, negotiating long-term agreements
on the basis of the state of the market is most often more than a little arbitrary. The spectre of
renegotiating these agreements is detrimental to their credibility, and therefore lessens their ability
to stabilize exchanges.

While they exert a stabilizing influence, long-term agreements may sometimes represent an iron
collar. Their widespread use actually deprives contracting parties and the industry as a whole of
additional profits. Whence the att6raction of a shorter-term market mechanism emphasising
potential gains and providing the opportunity to realize them while maintaining longer-term
guarantees with respect to supplies. Provided a paper mill or sawmill can upwardly revise their
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needs or output without at the same time being forced to go back on the terms of the contracts
binding them with their partners, the OPM will be able to bring back credibility to long-term
contracts and reduce the arbitrary dimension of the negotiations at their signing.

The OPM will therefore permit the establishment of a rigorous, non-arbitrary framework for
renegotiating long-term contracts, thus conferring the legitimacy essentia to the signing of equitable
contracts. No longer having to negotiate them systematically whenever the market fluctuates,
facilities will be able to measure all the implications, both legal and financial, of their long-term
contracts. It isimportant to specify here that to be taken into consideration by the OPM, along-term
contract will have to specify not only a quantity exchanged, but also aprice. Now, in the industry
there is atrade practice which involves contracting very long-term agreements on quantities, without
considering the price of the commodity or the amount of the transaction. This type of transaction
will remain possible, but outside the OPM, which will not take it into account in determining
exchanges.

The periodic market will also enable paper mills which do not wish to sign long-term contracts to
guarantee their provisioning through the OPM. Likewise for the saswmills, which will, if they wish,
be able to sell their output exclusively through the OPM. It is reasonable to believe that the
possibility of an agreement other than over the long term will have the effect of levelling the playing
field between the parties during negotiations. In thisway, the transparent, equitable character of the
market will be enhanced.

Guiding principles

In formal terms, attaining efficiency and continuity objectives by setting up an Optimized Periodic
Market for woodchips will have to follow the four guiding principles set out below.

1- Participation beneficial for all parties

Our proposal for a smart market for woodchips would not be timely if it did not guarantee that
participation will be beneficia for all parties. To state that participation in the OPM is beneficial
for all market playersisto say that the OPM is a system within which no facility or group will be
able to enhance its position in isolation.

Furthermore, the OPM incorporates current trade practices instead of substituting new onesfor them.
There is nothing to prevent a sawmill and a paper mill from taking part in the OPM, while
continuing to sign long-term agreements between themselves. The market mechanism we propose
Is designed so that each facility (sawmill and paper mill) receives at |east the equivalent of what it
has negotiated under long-term contracts. In other words, afacility which has signed along-term
agreement will never find itself, at the end of an OPM session, in a situation less enviable than that
described in the terms of the contract. None the |ess, since negotiated agreements do not necessarily
correspond to the optimum allocation, the OPM will be able to find more efficient allocations. If
the bilateral exchange negotiated by contract proves to be optimal, the OPM will recommend it, but
if it is beneficial to only one of the contracting parties, a compensation system will offset the |losses
sustained by the other party and thus enable the parties to complete the transaction. Through its
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operation, the OPM guarantees each party a share of the benefits associated with the profits of the
exchange.

2- Flexibility

It is essential that the market mechanism attribute to paper mills woodchips which meet their
requirements. That iswhy the OPM authorizes them to set the quality requirements which suit them.
The flexibility of the OPM makesit possible, in particular, to intervene in the market to request a
single type of woodchips (low density, high density or jack pine) or more than one in variable
proportions. The market must also be in a position to provide the paper mills with the quantity of
woodchips they want.

Wefed it isimportant that the market mechanism allow buyersto pursue provisioning strategies that
are appropriate to them. The OPM offers all the latitude desired for market players to be able to
conclude beneficial bilateral agreementsin the relatively long term, while remaining fully involved
in the market mechanism. For instance, a paper mill wishing to buy on a priority basis from its own
sawmillswill bein aposition to do so. In fact, paper millswill be able to favour asawmill, on the
grounds, for instance, that the transportation cost between them is zero. They will not, however, be
able to give unfavourable treatment to a specific sawmill.

3- Transparency

An efficient market isa market where al parties are treated equitably. Thus, the OPM is based on
clear, non-arbitrary rules. Asfar as possible, these rules must limit the opportunities for collusion.
Seeking transparency in this way involves respecting the anonymity of participants, although certain
phases of the OPM may not be anonymous.

4- A competitive, open mechanism

The OPM isintended to be a flexible mechanism which enables buyers to revise their demand and
sellersto revise their supply according to the state of the market. That iswhy no oneislimited to
his first assessment of his needs or his desire to produce. The possibility of benefiting from a
belatedly noticed business opportunity remains open throughout the process, in line with objective
rulesthat are known to everyone. Thus, the OPM at all times permits the paper mills and sawmills
to buy or sell the quantities they wish, provided they are prepared to accept a fair price for the
merchandise.

Brief description of the smart market for woodchips

The Optimized Periodic Market (OPM) described in this paper is a market for woodchips which
opens up at set intervals. Hypothetically, we have set thisinterva at one month, but it will be up to
the industry to define the frequency which best meets its needs. At the end of each session, the
computer system generates the bilateral exchanges (which sawmill sells which quantity of which
type of woodchips to which paper mill) and sets the purchase and selling prices. The prices and
guantities exchanged are deemed to be only those which maximize the industry’s efficiency.
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Throughout the process, the quantities and prices generated by the system depend on two critical
variables in the woodchip market.

1. Buyers technical requirements: their public announcement isthe first event in this session, so
that they act as the backdrop to the entire process.

2. Transportation costs: the sawmills are first invited to announce the cost of forwarding their
merchandise to the different pulp and paper millsin the market. This public announcement is
used as the basis for an auction on transportation costs where sawmills, carriers and paper mills
compete openly so that transportation of the merchandiseis paid for by those in a position to do
S0 at the lowest cost.

These announcements form the core of the activity of a market session before the sale proper of
woodchips begins. Allocation of output (who will sell or buy how much) takes place according to
an auction process where buyers' bids are their demand schedule (which quantity of woodchips am
| prepared to buy and at which prices) and sellers’ bids are their supply schedule (which quantity of
woodchips am | prepared to sell and at which prices). Buyers and sellers are invited to bid, to
disclose their supply and demand, through a computer interface linked to a server.

The auction takes place in successive rounds. At the start of each round, buyers and sellerskey in
their bids on their microcomputers. Once the bids have been tallied, the system generates the
quantities exchanged, purchase prices and selling prices. In light of this information, the players
ater their bids on the basis of their appreciation of the state of the market, and a new round is
initiated, ending in its turn with re-optimization of the system and disclosure of the new alocations.

If no one wishes to change his bid after the prices and quantities are announced, efficient bilateral
exchanges are deemed to have been determined.

An OPM session ends with the officialization of the bilateral exchanges that will take place during
the period leading up to the next market session. The délivery and transportation schedules are then
established.

The long-term contracts negotiated prior to the OPM sessions are inserted in the form of
compensatory contracts. These contracts specify cash transfers that will be paid by the various
parties. The structure of the financial compensation is such that a buyer is compensated if the price
obtained on the OPM exceeds that negotiated in the contract, and vice versa for the seller. It is
therefore necessary for these long-term contracts to specify a quantity and a price. So long as no
price has been negotiated under along-term agreement, this will not be considered by the OPM in
the exchange optimization process.

Finally, the spot market enables sellers and buyers to clear stock quickly or to procure surplus
woodchips. Inthisway, it helps paper mills and sawmills deal with unexpected contingencies.
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Part II: Operation of the smart market

This section presents a detailed description of the smart market. First, in Section 1, we describe the
operation of the Optimized Periodic Market (OPM). This market will be open at set intervals. The
frequency remains to be determined: in this paper, we postulate one-month intervals. The OPM is
distinguished by the complexity of its operation, over which, it should be noted, long-term contracts
have no direct effect.

In Section 2, we describe how long-term contracts are negotiated and how they fit into the context
of the OPM. Long-term contracts are interpreted by the OPM as compensatory contracts; if a seller
obtains a price on the OPM lower than that negotiated in his long-term contracts, he will be
compensated by the buyers with whom he negotiated those contracts. The converse applies when
the buyer has to pay more than the negotiated price.

In Section 3, we present the operation of the spot market with regard to additional quantities to be
exchanged during the period covered by the OPM.

Where necessary, the reader may refer to the two appendices following this paper. Appendix |
presents a glossary of the different terms used in the paper. The more technical Appendix 2 explains
the operation of the OPM optimization module.

1- Operation of the Optimized Periodic Market

The market opens up once amonth. The woodchips available are classified by type: low density,
high density and jack pine. Sellers may offer several types of woodchips separately if they grade
their trees, otherwise they may offer only a single woodchip type corresponding to their main
output.! Buyerstake part in asingle market bringing together the three types of woodchips. They
must, however, specify the types of woodchips they wish to procure, and the quantities they wish to
buy. Each OPM session takes place in three main stages. pre-sale, sale and after-sale.

First stage: Pre-sale

The pre-sale stage is divided into three distinct, sequential phases: announcement of technical
requirements and UTC, announcement of QAF, and adjustment of UTC and QAF. A public
announcement enables each party, in afirst phase, to know the technical requirements of the buyers
(paper mills) and the unit transportation costs (UTC) of the sellers (sawmills). In the second phase
of the pre-sale, the sellers disclose their quality adjustment factors (QAF), calculated on the basis
of the buyers’ technical requirements as disclosed in the previous phase.

! Clearly, the industry will have to handle the task of establishing the different criteria defining woodchip types
(high density, low density, jack pine or other). For instance, the following standard could be established. For a
seller’'s woodchips to be classified in the "high density" category, they should not contain more than 5% jack pine.
Beyond this threshold, a seller who is not in a position to grade his trees will have to identify his output as "jack
pine" type woodchips.
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Thesefirst two phases are followed by afina UTC and QAF adjustment phase. This phase permits
negotiation between buyers and sellers. It is essentially a competitive phase, where buyers, sellers
and carriers vie with each other to offer the best transportation costs between sawmills and paper
mills.

Phase 1: Announcement of technical requirementsand UTC

1. Announcement of technical requirements

Buyers express their own technical requirements. They do so by disclosing at the sale a table
describing the quality of the woodchips they are asking for (excluding woodchip types - high density,
low density, jack pine - which will be specified at the sale stage) and the penalties which will be
applied in the event the delivery does not meet the specified technical requirements. All the
technical requirements the buyers deem necessary may be announced.

2. Announcement of UTC

The sellers announce their unit transportation costs (UTC), that is, the costs they will have to sustain
if they themselves have to handle the transportation of the woodchips sold to the paper mills,
regardless of the transportation mode used. In Phase 1, it is the sellers (sawmills) which announce
the UTC, but we shall see below (cf. Phase 3) that, at the end of the session, they are not necessarily
the ones handling transportation of the merchandise and paying for it.

Once each UTC is announced, a transportation matrix may be generated. One could imagine such
atransportation matrix for nvendors (Vy, Vo, ..., V,, ..., Vi) and m buyers (A A, ..., A, ..., An):

Table 1: Transportation matrix

Al A, A, Anm
V1 t11 t12
V, to1 22
Vi tj
Vi

Each § indicates the UTC between seller i (source) and buyer j (destination). Thus, $50, it

is estimated that it would cost $50 to transport one unit of woodchips from setebMyer A.

Since it represents costs, a UTC is by definition positive or zero. If a sawmill considers that it cannot
afford to deliver the merchandise to a given paper mill, it will then set for that paper mill a UTC
substantially higher than for its other potential clients.

Phase 1 ends when all the tables of technical requirements have been received, along with every
UTC. A deadline is then set.
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Phase 2: Announcement of QAF

Phase 2 isinitiated by the disclosure of the technical requirements defined during the previous phase.
This information must be known by all market players so the sellers can provide their QAF, which
depends directly on the buyers technical requirements. This second phase must therefore necessarily
include a set period of observation of buyers technical requirements by the sellers.

1. Announcement of QAF
Once they have perused each buyer’s technical requirements, the sellers determine and announce
their QAF for each potential buyer. Once each QAF has been announced, a first technical matrix

may be generated. Such atechnical matrix could be imagined for the samen sallers (V1, Va, ..., Vi,
..., Vp) and m buyers (A A, ..., A, ..., An):

Table 2: Technical matrix

Al As A, Anm
Vi S11 Si2 0
Vs Sz Sz 0
0
Vi Sj 0
0
Vhn 0

Each g indicates the QAF established by sawmilt&/ produce woodchips meeting the technical
requirements of buyer;A Each gindicates the additional premium which sawmillrequires to
produce woodchips whose quality differs from the industry standard. In the table above, we have
supposed that buyer,As asking for woodchips of the "industry reference" type. We thus olain s

= 0 for any i, that is, for all sawmills; & therefore positive, negative or zero depending on whether
the quality of the woodchips requested is higher than, lower than or equal to the industry standard.

We could also findjjrin the technical matrix. Rather than being an additive factor, that is, instead
of corresponding to the additional premium demanded by sawntdl pfoduce woodchips whose
quality differs from the industry standarglwould instead be a multiplicative factor. In that case,
when buyer j asks for the reference quality, then for anyi. Anj = 1.1 indicates, for instance,

that it costs sawmill i the equivalent of 1.1 tonnes of reference woodchips to produce one tonne of
woodchips of the quality demanded by buyer j. Similajly 0.9 indicates that it costs sawmill i

the equivalent of 0.9 tonnes of standard woodchips to produce one tonne of woodchips of the quality
demanded by buyer j.

It is possible to use either parametgorsy. It is also possible to use both together. The choice will
have to be made so as to reflect the actual situation as closely as possible.

Phase 2 ends when each QAF has been received.
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Phase 3: Adjustment of UTC and QAF

Once Phase 2 has been completed, the transportation matrix generated in Phase 1 is disclosed.
Phase 3 must necessarily begin with a period for observation of this matrix by all market players. As
these potentially include third parties (carriers), the transportation matrix must therefore be known
to everyone.

Phase 3 isfirst of all aphase of UTC adjustment. Each UTC potentially becomes the subject of a
small auction among buyers, sellers and potential carriers. A paper mill may, during this phase,
announce a UTC lower than that initially announced by a sawmill. When a paper mill announces
such a UTC, it automatically commits itself to meeting the transportation costs on this segment.
Similarly, athird party ("carrier") so inclined could undertake to pay for transportation at a UTC
below the buyer’s or seller’s.

Furthermore, during this phase, the sawmills are also authorized to re-evauate their QAFs. These
re-evaluations may stem from direct negotiations between buyers and sdllers, since the flexibility of
the system in fact allows buyers to intervene with their potential suppliers to lower their costs, in
particular their QAF. That iswhy each buyer will receive at the start of Phase 3 only the information
that concerns him in thisregard. The technical matrix is not to be made public. On the other hand,
buyer A; will have to receive the information in column j of thismatrix. Columnj liststhe QAF of
each sawmill corresponding to the technical requirements disclosed by buyer A; in Phase 1. Armed
with the information thus conveyed to them, the buyers will be able to intervene on an ad-hoc basis
with the sawmills and force them to re-evaluate the QAF set by them to meet their customers
technical requirements.

The closure of Phase 3 al'so marks the end of the pre-sale stage. Thisfirst stage may end at a pre-set
moment (for instance, 12 hours prior to the start of the sale proper), or if no change has been
recorded in the UTC or QAF within the prescribed time (for example, five minutes).

Second stage: Sale

The sale essentially involves successive rounds during which the buyers indicate the quantities of
woodchips they wish to buy during the following month (period between each market session), the
different prices they are prepared to pay, and the proportions of the woodchip types they are
interested in. While the sellers do the same for the quantity of each type of woodchips they are
prepared to sell at different prices.? It is from this information that the system will calculate and
determine the optimal alocation, that is, the best allocation of woodchips from the standpoint of
efficiency. Bilatera exchanges (which sawmill will sell to which paper mill, which quantities will
be exchanged on each market, and at which prices) will be determined at the end of the sale.

Each round includes two distinct, successive phases. afirst phase of submission of bids, and a
second phase of optimization. The submission of bids phase determines the input of the optimization

2 From a seller’s viewpoint, each woodchip type (high density, low density and jack pine) may be exchanged on a
separate market. In practical terms, the offers of a seller whose batch includes three types of woodchips will be
made on three "markets".
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problem whose output will determine the bilateral exchanges on each market. In light of the results
of this optimization process, another round is triggered in order to enable the players, in line with
the digibility rule, to re-evaluate their supply or their demand. The system is optimized, and a
matrix of bilateral exchangesis calculated in each round.

Progress of first round

To start with, the sellers must provide a list - valid for the duration of the sale- of the types of
woodchips they wish to sell. Depending on the classification of their woodchips and their ability to
grade the species, they will have the choice of offering woodchips of high density, low density and
jack pine. A sawmill may offer more than one woodchip type only if it is able to grade its trees and
woodchips. A seller who does not grade his woodchips will be able to offer only one of the three
types of woodchips corresponding to his"average" woodchip type.

The buyerstake part in asingle market bringing together the three types of woodchips. They must,
however, specify the minimum and maximum proportions of each type of woodchips they wish to
obtain. For instance, a buyer whose recipes require no more than 30% high density woodchips, a
minimum of 70% low density woodchips and no jack pine chips will specify accordingly the
proportions he is seeking in the recipe table:

Recipe table
Woodchip type Minimum percentage Maximum percentage
Low density 70 100
High density 0 30
Jack pine 0 0
Total: 70 130

Since the value of each woodchip type is not necessarily the same, a seller may offer, for a given
price, different quantities of each type of woodchips, provided he apportions his offer to the three
different markets.

For the buyers, the situation is different. What matters to them is the total quantity, average price
and composition (proportion of each woodchip type in the total quantity purchased) of the
woodchips. So the demand is grouped together within a single market, and buyers are permitted to
specify the proportions they want. The average price, but also the price of each woodchip type
purchased as well as the quantity obtained will be disclosed in each round. The buyerswill then be
able to reduce or increase the quantities requested and the proportions announced in light of this
information.

1. Submission of buyers bids

Each buyer must provide ademand schedule, that is, a series of pairs (price, quantity) each indicating
the number of woodchip units desired and the corresponding price. These are the prices that have
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been defined as paper mill acquisition prices: what a buyer is prepared to pay to procure a given
quantity of woodchips corresponding to his technical requirements. Paper mill acquisition prices
therefore include transportation costs, regardless of who actually pays for them.

To complete his demand schedule, a buyer must first ask himself the following question: how many
woodchip units would | be prepared to buy if the price were set at X, y, and so on? Normally, the
lower the price is, the larger are the quantities requested. In answering this question, the buyer
establishes a relationship between the price and the quantity requested, and it is this relationship
which enables him to draw his private demand curve. The demand schedule must be designed from
this private demand curve. In fact, the buyer must disclose a number of points, (price, quantity)
pairs, that will form his demand schedule and from which his disclosed demand curve will be
constructed.

A buyer’s demand schedule consists of a list of prices arranged in descending order, with which
requested quantities are associated, necessarily in ascending order.

A demand schedule will always be accompanied by a recipe table enabling buyers to specify the
desired proportions of each woodchip type. Each buyer must therefore complete his recipe table,
respecting the following constraints:

(1) Minimum < Maximum for each woodchip type

(2) Sum of minimums < 100%

(3) Sum of maximums = 100%.

The demand schedule and recipe table represent buyers' first-round «bid». In fact, each buyer
discloses a certain number of points which will form his disclosed demand curve and his
requirements as to woodchip types. The series formed by the demand schedule and the recipe table
accompanying it will typically take the following form:

Table 4: Demand schedule and recipe table

Unit price Total quantity
(in thousand units)
130 10
125 20
120 30
115 35
110 40
108 45
107 48
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Woodchip type Minimum percentage Maximum percentage
Low density 50 70
High density 20 50
Jack pine 0 20
Total: 70 140

The demand schedule isinterpreted as follows:

» at a price above $130, the buyer asks for quantity nil; by convention, and without the buyer
having to specify it, the system will create the (price, quantity) pair (131, 0) to incorporate the
information disclosed by the buyer whereby $130 is the maximum price at which he is prepared
to purchase;

» at a price of $130, the buyer asks for 10,000 units;

» ata price between $125 and $130, the buyer asks for a quantity between 10,000 and 20,000 units;

» at a price of $125, the buyer asks for 20,000 units;

» ata price between $120 and $125, the buyer asks for a quantity between 20,000 and 30,000 units;
and so on for the subsequent prices;

» at a price below $107, the buyer always asks for 48,000 units -- this represents as it were his
maximum demand. By convention, and without the buyer having to specify it, the system will
create the (price, quantity) pair (0, 48,001) to incorporate the information disclosed by the buyer
whereby a price below $107 will have no significant impact on the quantity he asks for.

To fill in the spaces in the demand schedule established by the buyer, the system draw straight lines.
The recipe table is interpreted as follows:

» the total quantity of woodchips desired must contain no less than 50% low density woodchips;
» the total quantity of woodchips desired must contain no more than 70% low density woodchips;
» the total quantity of woodchips desired must contain no less than 20% high density woodchips;
» the total quantity of woodchips desired must contain no more than 50% high density woodchips;
» the total quantity of woodchips desired must contain no more than 20% jack pine woodchips.

2. Submission of sellers' bids

At the same time, the sellers provide their supply schedules, or bids. A seller offering more than one
woodchip type must submit an equivalent number of supply schedules. Like the buyers, a seller, to
complete his supply schedule, must first ask himself the following question: how many woodchip
units would | be prepared to sell if the price was set at X, y, and so on? Normally, the lower the price
is, the smaller the quantities offered will be. In answering this question, the seller establishes a
relationship between the price and the quantity offered, and it is this relationship which enables him
to draw hisprivate supply curve. The supply schedule must be designed frompitingte supply

curve. In fact, the seller must disclose a certain number of points, (price, quantity) pairs, which will
form his supply schedule and from which disclosed supply curve will be constructed.
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A sdller’s supply schedule consists of a list of pricesin ascending order with which quantities
offered are associated, necessarily in ascending order.

The sellers provide their supply schedules for reference woodchips. The sellerstherefore disclose
a certain number of points which will form their disclosed supply curves. A supply schedule
provided by a seller will take the following form:

Table5: Supply schedule

Unit price Total quantity
(in thousand units)
80 5
85 7
90 8
95 9
100 10

This supply schedule isinterpreted as follows:

» ata price below $80, the seller offers nothing; by convention, and without the seller having to
specify it, the system will create the (price, quantity) pair (79, 0) to incorporate the information
disclosed by the seller whereby $80 is the minimum price at which he is prepared to sell;

» at a price of $80, the seller offers 5,000 units;

» ata price between $80 and $85, the seller offers between 5,000 and 7,000 units;

» ata price of $85, the seller offers 7,000 units;

» ata price between $85 and $90, the seller offers between 7,000 and 8,000 units; and so on for
the subsequent prices;

» at a price above $100, the seller always offers 10,000 units -- this is as it were his production
capacity. By convention, and without the seller having to specify it, the system will create the
(price, quantity) pair (a, 10,001), wheaeis an arbitrarily high price, to incorporate the
information disclosed by the seller whereby raising the price above $100 will have no significant
impact on the quantity he offers.

To fill in the spaces between the points on the seller's supply schedule, the system draws straight
lines.

The first-round bid submission phase can end when all bids (demand and supply schedules) have
been received, or at a pre-determined time.

3. Optimization

The system calculates optimal allocations (prices and quantities) -- those which maximize the
efficiency of the markét-- from all the demand and supply schedules provided by the players,

% For amore comprehensive discussion of the characteristics of the allocations calculated by the system, see
Appendix 2: Optimization module.
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including the buyers recipetables. Thisinformation is placed against the transportation matrix and
the technical matrix. Once the optimization process is completed, the system generates the bilatera
exchange matrix (matrix of optimal quantities) stemming from the bids. For agiven market, the
matrix will typically have the following shape:

Table 6: Bilateral exchange matrix

Al As A, Anm
V1 O11 O12
\'Z 021 022
V, Qi
Vi

Each g indicates the total quantity of woodchips that will be exchanged between hayet geller

Vi if no one expresses a desire to modify his bid. At the end of the optimization process, each player
receives only the information concerning him. The seller receives separate quantity and equilibrium
prices for each woodchip type offered. The buyer also receives a price and equilibrium quantity for
each woodchip type, in addition to the weighted average of prices and the sum of the quantities he
has obtained. It is from the latter information that he will be able to alter his bid.

In view of transportation costs, the selling price and purchase price for a particular type of woodchips
are not equal, and are generally different for all market play&eaders interested in the
mathematics of this problem are referred to Appendix 2 of this paper.

For instance, for buyers whose preferences we established in Table 4, the unit equilibrium price
could be $115 for a given market. At a price of $115, our buyer obtains the 35,000 woodchip units
requested. Of course, for the equilibrium price set by the optimization process to be exactly the same
as the price for which the buyer has defined a requested quantity is a matter of chance. Let us take
a more realistic example, namely an equilibrium price set at $112.50. The quantity asked for and
obtained is then determined according to the straight line automatically drawn by the system between
the (price, quantity) pairs (110, 40) and (115, 35). As the equilibrium price exactly divides the price
interval in two (for simplicity of explanation), the quantity that will be attributed to the buyer will
correspond to 37,500 woodchip units. Table 7 gives an idea of what the information provided to the
buyer by the system could be. A new (price, quantity) pair has been added to it to indicate the price
and the equilibrium quantity in this particular case.
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Tableau 7: Information received by the buyer after the first round

Unit price Total quantity
(in thousand units)
130 10
125 20
120 30
115 35
112.50 375
110 40
108 45
107 48
Type Quantity | Price
Low density 18.75 114.50
Highdensity | 11.25 | 110.83
Jack pine 75 110
Total 375 1125

Supposing that for the supplier the equilibrium price is $92.50, then the quantity offered and
potentially sold by this supplier will be 8,500 woodchip units. Table 8 illustrates the information
obtained by this supplier, including the new pair added to the new equilibrium price.

Table 8: Information received by the sdller after the first round

Unit price Total quantity
(in thousand units)

80 5
85 7
90 8

92.50 8.5
95 9
100 10

Note that the price announced to the buyer will not be the same as the one announced to the sellers.
For instance, if two sawmills supply the same paper mill with woodchips, the offersit will maketo
each of them will be different. In fact, the sawmill farther away will receive a lower offer, since
transportation costs are higher in its case. Conversely, if a sawmill sells woodchips to two paper
mills, the paper mill farther away will have to pay more.

18
Working Paper 1.0



Progress of subsequent rounds

Once the first-round allocations are known, buyers and sellers may be interested in altering their
bids. Upon the announcement of the start of the second round, the players are authorized to alter
their demand or supply schedules. The buyers may also alter their recipe tables. A round may end
at apre-set time or when al bids have been received. It could also end if no change in bids has been
recorded within a pre-set period.

Following the bidding period for each round, the system calculates a new matrix for prices and
optimal quantities. Each player receives the new information concerning him and then decides
whether to alter hisbid in the following round. The process continues, with one round following
another so long as any players wish to ater their bids. It ends when thereis no more activity on the
market when the allocations (prices, quantities) are announced. Such an adjustment process allows
each participant to obtain the quantities desired even if initialy the participant does not know how
much he must bid to obtain those quantities.

1. Changesto buyers bids according to the eligibility rule

In an auction process involving successive rounds such as this one, it may be beneficial to establish
eigibility rules whose function is to give impetus to the market. These are, in fact, rules which
prompt participants to bid in line with their true preferences as early as possible and to be activein
the market.

Let us take amoment to look at the eligibility rule for buyers. It would be reasonable to envisage
arule where a buyer wishing to raise his bid (to ask for more at certain prices) would have to do so
in the next round, subject to not being able to do so in subsequent rounds. Such arule would avoid
having players merely watch the market for too long before intervening, thus unduly dragging out
the sale phase.

Let usfirst establish two general restrictions on changes in bids from one round to the next:

1- Aplayer may only raise his bid.
2- Nevertheless, his bid is limited by a «maximum eligibility quantity».

Thefirst restriction implies that a player may only increase the quantities bid upon initialy. He may
in fact raise them, but the new quantities may not exceed the maximum eligibility quantity. This
quantity isinitialy set on the basis of the maximum quantity bid upon in the first round.

For abuyer for whom Table 7 represents the first (first-round) bid, the maximum eligibility quantity
IS set at 48, for all prices. In subsequent rounds, the maximum digibility quantity at the equilibrium
price will be modified, and will correspond to the new quantity bid upon at this price. In addition,
the maximum eligibility quantities for prices above the equilibrium price will correspond to the
lesser of the quantity bid upon at the equilibrium price (after the change) and the current maximum
eligibility quantity.
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A buyer may also modify his recipe table. Two restrictions aso apply to these changes:

1- The new minimum must be smaller than or equal to the former minimum corresponding to the
same woodchip type.
2- The new maximum must be greater than or equal to the corresponding former maximum.

Thus, the previous allocations can always be realized, that is, they still comply with the new
minimum and maximum proportions requested.

Thus, let us suppose that our representative buyer wishesto alter hisbid in light of the allocation he
receives after the first round. He may do so by raising the quantity he asks for at the equilibrium
price ($112.50), by lowering the minimum proportions and/or by raising the maximum proportions
in the recipe table. He could decide to alter his bid in thisway for the following round (which we
shall call Round 2):

Table 9: Demand schedule bid in Round 2 and recipe table

Unit price Total quantity Maximum dligibility
(in thousand units) quantity
130 10 43
125 20 43
120 30 43
115 35 43
112.50 43 43
110 40 48
108 45 48
107 48 48
Woodchip type Minimum percentage Maximum percentage
Low density 40 70
High density 20 50
Jack pine 0 20
Total: 60 140

Our buyer has therefore decided to raise his bid at the equilibrium price ($112.50) by 5,500 units,
bringing histotal quantity asked for to 43,000, and to lower the minimum proportion of low density
woodchipsto 40%. It isimportant to note that he could have bid up to atotal quantity of 48,000 - his
larger quantity initially requested.

The maximum €ligibility quantity is then 43 for all prices above than or equal to $112.50. By
choosing to bid a quantity of 43 at $112.50, the buyer will lose the chance to purchase more than 43
units unlessthe price falsagain. At prices below $112.50, the maximum digibility quantity remains
unchanged.
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The demand curve therefore now includes the (price, quantity) pair (112.50, 43). The buyer could
also have raised his quantity bid upon to any price whatsoever, provided he complied with the
maximum eligibility quantity for each price. In order to comply with the restriction stated above,
whereby demand curves necessarily have a negative slope, the system automatically eliminates pairs
which are out of sequence, such asthe (110, 40) pair.

Let us suppose that instead of changing the quantities at the equilibrium price, the participant
changes his quantity bid upon at $115 to 44. Now the demand curve will no longer have a negative
slope, but the system will accept the bid anyway and will adjust the quantity requested at the
equilibrium price. We will then obtain, by construction, atotal quantity requested and a maximum
eligibility quantity at $112.50 (and at the price above $112.50) of 46.

Let us return to the case where the buyer revises his quantity at the equilibrium price and setsit at
43, and let us suppose that after Round 2 the price risesto $117. The new information received by
the buyer is asfollows:

Table 10: Information received after Round 2

Unit price Total quantity Maximum dligibility
(in thousand units) quantity
130 10 43
125 20 43
120 30 43
117 33 43
115 35 43
112.50 43 43
108 45 48
107 48 48
Type Quantity | Price
Low density 13.2 120.50
High density 13.2 116
Jack pine 6.6 112
Total 33 117

Our buyer now obtains 33,000 units (rather than 37,500 after Round 1). If he then considersthat the
guantity he is obtaining on the market is insufficient, he may raise his bid at the new equilibrium
price or at any other price up to his maximum eligibility quantity. Let us suppose that he decides to
take advantage of this opportunity and raise his bid at the equilibrium price by 2,000 units, bringing
his bid up to 35,000 units, and that he decides not to change hisrecipetable at al. Table 10 shows
this buyer’s bid in Round 3:
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Table 11: Demand schedule bid in Round 3 and recipe table

Unit price Total quantity Maximum dligibility
(in thousand units) quantity
130 10 35
125 20 35
120 30 35
117 35 35
115 35 43
112.50 43 43
108 45 48
107 48 48
Woodchip type Minimum percentage Maximum percentage
Low density 40 70
High density 20 50
Jack pine 0 20
Total: 60 140

The $115 line is automatically eliminated by the system so that the demand curve remains
downward. Note that the system favours the higher of the two prices corresponding to a total

quantity of 35.

Let us now look finally at the last figure possible. Let us suppose that after Round 3 the equilibrium
price has fdlen back down to $108, because supply, for instance, has risen more than demand. The
maximum ligibility quantity corresponding to this priceis 48,000 units. Owing to this price drop,
the buyer could decide to raise his quantities bid at the new equilibrium price ($108) with aview to
Round 4. He will then define anew (price, quantity) pair, for instance (108, 46). Table 11 shows

our buyer’s bid in Round 4:
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Table 12: Demand schedule bid in Round 4

Unit price Total quantity Maximum dligibility
(in thousand units) quantity
130 10 35
125 20 35
120 30 35
117 35 35
112.50 43 43
108 46 46
107 48 48

Note that the new maximum eligibility quantity associated with the equilibrium price (46,000) has
no effect upon maximum eligibility quantities at higher prices. Thisis so because the buyer, when
the price was $117, did not fedl it necessary to bid more than 35,000 units. Thereisno valid reason
for this to have changed. If the equilibrium price were to climb back over $117, the maximum
quantity the buyer could bid would still be 35,000 units. Thus, the maximum eligibility quantity for
a given equilibrium price is always lower than or equal to the maximum eligibility quantities of
pricesbelow it. Thislatter exampleillustrates precisely the function of an digibility rule: to prompt
the fastest possible convergence of bids toward players’ true preferences.

2. Changes to sdllers bids in accordance with the eligibility rule

Thedigibility rule appliesto buyersin the same way that it doesto sdllers, but inreverse. It applies
separately to each woodchip type offered.

Let uslook again at the example of the alocation received by the seller after the first round, and let
us suppose that he wishes to ater his bid by raising the quantity offered to 9.5:

Table 13: Supply schedule bid in Round 2

Unit price Total quantity Maximum dligibility
(in thousand units) quantity
80 5 9.5
85 7 9.5
90 8 9.5
92.50 9.5 9.5
95 9 10
100 10 10

The maximum eligibility quantity therefore becomes 9.5 for all prices below or equal to $92.50.
Note that the maximum digibility quantity for a given equilibrium priceis aways less than or equal
to the maximum eligibility quantities of prices aboveit.
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Also, to comply with the restriction whereby supply curves necessarily have a positive slope, the
system automatically eliminates the (95, 9) pair, which is now out of sequence.
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2- Operation of the long-term compensatory mar ket

Current practices in the present woodchip market are primarily based upon long-term agreements,
that is, agreements whose application extends for one year or more. Long-term contracts between
sawmills and paper mills primarily cater to paper mills need for steady provisioning. Any market
mechanism for woodchips will have to take this fact into account.

A long-term contract is a promise made by a sawmill to a paper mill to deliver a certain quantity of
woodchips at a certain price, according to agiven schedule. Aswe mentioned earlier, it is essential
for the prices negotiated to appear in long-term contracts so they can be incorporated into the OPM’s
exchange optimization process.

To ensure consistency between the long-term market and the medium-term market (OPM), some
adjustments to current trade practices will be necessary. These adjustments stem from the pursuit
of two sometimes competing objectives, namely, efficiency and continuity. While continuity and
market stability require the maintenance of long-term agreements, market efficiency calls for them
to be somewhat relaxed.

We propose that the long-term market be governed by compensatory contracts. Under a
compensatory contract system, long-term agreements concern financial flows alone, as opposed to
actua flows (actual physica exchanges of woodchips). A long-term compensatory contract between
asawmill and apaper mill will typically take the form of a guaranteed price for agiven quantity of
woodchips and will therefore have to specify a guaranteed price and quantity for periods
corresponding to the intervals between OPM sessions. For instance, if the OPM opens up every
month, a quantity and a price will have to be negotiated for each month.

Thislong-term market is similar to existing futures markets. On afutures market, such as Chicago
for instance, futures contracts are negotiated for a given quantity of a commodity. Players who
exchange a commodity on the futures market generally have no intention of going ahead with the
"physical" transaction stipulated in their contract. Their only interest isin the financial flows. On
the long-term compensatory contract market for woodchips involved here, as on any other futures
market, the paper mills and sawmills will be able to protect themselves against any unfavourable
movement in the price of woodchips, while the actual exchanges are nevertheless still determined
by the OPM.

Compensatory contracts will be negotiable according to customary trade practices or, again, it will
be possible to enhance the flexibility of the long-term market by setting up negotiations assisted by
electronic tools similar to those developed for the OPM. A long-term compensatory contract will
not be able to deal with more than one type of woodchips (high density, low density or jack pine).

It may be worded in terms of sawmill selling price, paper mill acquisition price, or both together.

Real flows, that is, exchanges of woodchips, are determined for each month (hypothetically) upon
the closure of the OPM. Let us consider, for instance, the case of sawmill i and paper mill j, bound
by an annual compensatory contract, and let us suppose that for aUTC of 10 and a QAF of 0, they
negotiated during the first month of the year 100 amt of woodchips at a sawmill selling price (Pv)
of $100/amt equivalent to apaper mill acquisition price (Pa) of $110/amt. Both facilities participate
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in the OPM, which then determines actual flows. At an OPM session, supply and demand for all
facilitiesin the industry are compiled, and the market is optimized so as to determine the bilateral
exchanges which will take place during the month. At the end of the session, the paper mill obtains
acertain quantity of woodchips for which it will have to pay a price determined by the optimization
module, and the sawmill receives the mandate to deliver a certain quantity of woodchips for which
it will be paid a given amount.

The compensation mechanism is therefore a sort of guarantee, for anyone receiving an unfavourable
price on the OPM will be compensated by his partner. For example: if the selling price is $95/amt,
sawvmill i will receive $500 in compensation, at the rate of $5 for each 100 amt pre-negotiated.
Conversdly, if the price is $115/amt, paper mill j will receive $5 in compensation for each 100 amt
negotiated. This compensation is regardless of whether or not sawmill i delivers to paper mill j.
Note that paper mill j's purchase price must not be more than $10 (UTC between i and j) higher than
the selling price obtained by sawmill i, otherwise paper mill j would find it advantageous to purchase
its woodchips from sawmill i and would re-establish the differential at $10. Thus, the paper mill will
have to compensate sawmill i only if it receives a purchase price below the $110/amt negotiated.
Similarly, sawmill i will not compensate paper mill j unlessit receives a selling price higher than
the $100/amt negotiated.

Note that regardiess of the quantity actualy exchanged by either party, the amount paid in
compensation is calculated on the basis of the quantity negotiated (the quantity appearing in the
contract). Note also that only long-term contracts negotiated in the form of compensatory contracts,
as established above, will be included in the OPM compensation mechanism. Very long-term
agreements which specify no price are quite ssimply not taken into consideration by the OPM.

In more genera terms, we propose the following rules, where P;* isthe price negotiated at the paper
mill and Q;* the quantity negotiated.

(1) If Pg < Pj* < (Pv)rij + tij + s, that is, if the price negotiated by compensatory contract lies
between the paper mill acquisition price and the sawmill selling price as established by the OPM,
then no compensation is paid.* Here, no compensation is necessary, since each party receives at least
as good a price as that negotiated in the long-term contract. Note that it is possible to have Pg; <
(Pvi)rj + tij + s, if the OPM determinesthat it is not mutually beneficial for i to deliver toj.

(2) If Pj* < Pg < (Pv)r + tjj + 55, that is, if the price negotiated by compensatory contract proves to
be lower than the paper mill acquisition price and the sawmill selling price as determined by the
OPM, then compensation equal to (Pg - Pj*) Q;* ispaid by the seller to the buyer. Here, the buyer
must be compensated because the OPM price is higher than the negotiated price. The seller may pay
this compensation because, for his part, he receives a beneficial price.

* The mathematical formula (Pv)rij + t;j + s; corresponds to the sum of the sawmill selling price (weighted by the
multiplicative QAF where defined), the UTC and the additive QAF (where defined), established between sawmill i
and paper mill j. On thistopic, see Appendix 2: Optimization module.
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(3) If Py* = (Pvirij + tj; + 55 = Pg, that is, if the price negotiated by compensatory contract proves
to be higher than the paper mill acquisition price and the sawmill selling price as determined by the
OPM, then compensation equal to (Py* - ((Pvi)rj + tj + s;5)) Q;* is paid by the buyer to the seller.
Here, it isthe seller who must be compensated because the OPM grants him alower price than the
price guaranteed to him by the contract. Since the paper mill obtains on the OPM a price below the
negotiated price, it can afford to pay the compensation.

Note that the above-mentioned compensation rules guarantee each party at least the equivalent of
what was negotiated in the long-term contracts.

Let us consider, for instance, the case where a seller has negotiated a long-term contract with a buyer

guaranteeing him a price of $100/amt for 2000 amt. Let us suppose that the seller’s true supply curve
(corresponding to actual costs per additional unit) is given by Offer O1.

Figure 1

o2

(2000 amt, 1321 8

F D2

(2000 s, F100) (2200 amt, $125)

E (2100 amt, $100)

e
(1500 amt, $75)

{2000 amt, $55)
D1

In this example, the sawmill would agree to sell 2100 amt at the price of $100/amt (point E).

If the sawmill submits offer O2 to the OPM, it ensures that the status quo is maintained. In fact,
whether its partner’'s demand passes through Point A (Demand D1) or Point B (Demand D2), the
equilibrium quantity remains 2000 amt. In one case the price is $65, and in the other $135, but this
does not much matter, since the compensation rules guarantee that the net price for the sawmill will
remain $100, as negotiated.

The sawmill could do better than Offer O2 by submitting, for instance, its true supply curve. If its
partner's demand passes through Point C (1500, 75), the sawmill will sell fewer woodchips. The net
price of its 1500 amt of woodchips will be $100/amt and, moreover, the sawmill will receive $25
($100 - $75) in compensation for the 500 amt negotiated in addition, but not sold. For the sawmill,
this situation is beneficial, since normally the sawmill was to deliver an additional 500 amt, for each
of which it would receive only $75 extra, or less than its production costs. If the buyer’'s demand
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passes through Point F, the sawmill is also awinner. It sells 2000 amt at $100 each, but also an
additional 200 amt at $125, or a price higher than its production cost.

Thus, the OPM compensation rule and renegotiation mechanism offer a procedure guaranteeing:
» each player at least the equivalent of what is negotiated in the long-term contract;

» all agents the opportunity, where appropriate, of discovering and realizing profits from the
exchange which had not been realized.

28
Working Paper 1.0



3- Operation of the spot market

The spot, or short-term, market is an instrument which enables sawmills to liquidate their surpluses
and paper millsto acquire an additional quantity of woodchips asthey need it. A cap will, however,
be set based on the maximum percentage of quantities purchased or offered on the Optimized
Periodic Market, in order to keep the largest possible quantity of woodchips available and thus
ensure the efficiency of the OPM. The woodchips exchanged on the spot market must be delivered
during the period between the last OPM session and the next one.

This market may, just like the OPM, operate by means of an electronic auction system. In that case,
aBBSisinstaled, through which each participant initiates an auction to sell or buy woodchips. An
offer to purchase or to sall specifies the woodchip type, the floor or cap price, the quantity, the type
of auction used, and the date and time of the start and end of the sale, while a bid must specify a
price and a quantity. The technical requirements, UTC and QAF disclosed during the latest session
of the OPM are considered as being the same and will be used to make the conversion between
sawmill selling prices and paper mill acquisition prices.

The market may also be anonymous or nominal, that is, the offers to sell or purchase might or might
not be identified, as well as the winning bids. In an anonymous market, participants do not know
the bidders' identity. All information, namely, UTC and QAF, is conveyed through afilter. For
instance, for an offer to sell, the price displayed is the paper mill acquisition price, transportation and
QAF included. For an offer to purchase, the price displayed will be the sawmill selling price,
transportation and QAF excluded.

The spot market is a decentralized market. Several auctions may therefore take place at once.
Nonetheless, all the sales could occur, as with the OPM, in a common virtual site where all spot
market auctions would be announced.

Several types of auctions may be used. The market could offer participants submitting an offer to
sell or purchase the possibility of choosing the type of auction they wish to use. The market must,
however, be clear and clearly specify the rulesfor each type of auction along with bid priority rules.

Here is an example of the mechanism that could be used. It involves simultaneous multi-unit open
discriminant auctions. These auctions are called simultaneous multi-unit because several units of
the same commodity, specifically woodchips, are sold or purchased at once. The sales are also
described as open since the bids are made public as and when they are made, unlike the closed
auction where no information is given to participants until the bidding period is over. Also, in an
open auction, participants may modify their bids as they wish, depending on other participants’ bids.
Finally, the last characteristic concerns the price paid by the winner or winners. An auction is said
to be discriminant or first-price when the winners pay the amounts of their bids. Conversely, an
auction is said to be non-discriminant or second-price when the winners pay only the amount of the
highest bid rejected or the lowest bid accepted.

Onsale, the largest, most complex site offering merchandise for auction on the Web, uses a gorithms
for discriminant and non-discriminant simultaneous open auctions. The auctions may last from
several minutesto severa days. Priority rulesfor ranking bids (price, quantity and time rules, etc.)
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are set, asis an end-of-auction rule. For an offer to sell, bids arefirst ranked in descending order of
price, then of quantity, and finally in chronological order (from the oldest to the most recent). For
an offer to purchase, bids are first ranked in ascending order of price, then in descending order of
quantity, and finally in chronological order (from the oldest to the most recent). Also, the sde
terminatesif no bid has been received five minutes before a pre-set time, otherwise it continues and
ends five minutes after the last bid is received. The wi