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1/ Introduction - Twin Peaks 

We live in extraordinary times. The “Western” form of finance capital is based upon “Twin Peaks” of Equity and Debt. 

Our monetary system is based upon the monetisation of credit and the US Dollar as a global reserve currency. Many observers and commentators are saying that the US financial system is at the “End of the Beginning” of a deflationary “death spiral” which can only lead to deep recession, or even Depression.

If it is true that the era of bank created Credit is over, then what could replace it? I argue that it is possible to reinvent “Equity” and to develop new mechanisms of finance based directly upon value rather than claims over value created by credit intermediaries.

Conventional Equity is so engrained on our consciousness that when we talk of the “Private” sector we actually mean “owned by a Corporation”, rather than owned by the State or being “in the Public Sector”.

But of course, other Enterprise Models such as joint ventures and partnerships existed for thousands of years before the first Joint Stock Company – the Dutch East India Company - was incorporated in 1602. It was another 250 years before the innovation of limitation of liability for shareholders gave rise to the Corporation.

Since then, the Corporation has provided a base of non-repayable “permanent” capital which has been the bedrock of our global financial system known as “Capitalism”. The innovation of credit creation by Banks as Credit Institutions allowed Corporations to obtain the temporary finance they needed to develop their productive assets. This credit is typically interest-bearing; secured by a legal claim (such as a mortgage) over such assets; and it may therefore be described as Deficit-based but “Asset-backed” finance.

 This paper outlines a simple Enterprise Model that not only permits investment in development of productive assets, but does so in a way that is entirely consistent with Islamic values.  Although the model may be applied to productive assets of all types, the most important being land, this paper addresses only the application of the Trust model to the oil refining industry, and introduces the PetroTrust.

The PetroTrust is a concept best illustrated by giving a couple of potential examples, which I will do. I will then outline the practical issues which must be addressed in introducing PetroTrusts. I then address the potential for this Enterprise Model to be applied by Iran in relationships with other countries and with multinational Corporations. Finally I will outline the enormous medium and long term potential of the PetroTrust.

2/ Peak Credit and the Credit Crunch

While Iran has been affected by US sanctions in relation to the provision of credit by Western Banks, a far greater problem for the conventional financing of Iran’s petroleum infrastructure is that the global financial system is going through an unprecedented “Credit Crunch”.

The petroleum industry is familiar with the concept of “Peak Oil” – which is the hypothesis that there is a maximum or “Peak” level of crude oil production.  It now appears clear that the bursting in August 2007 of a “Bubble” in US property prices actually marked a “peak” level of credit creation by Banks - “Peak Credit” 

Banks operate as Credit Institutions who create – as interest-bearing loans - the credit obligations which constitute more than 97% of Western money, the rest being notes and coin. They are also “credit intermediaries”, or middlemen, extending credit to borrowers, and receiving credit from depositors. 

What Banks actually do is to provide a guarantee to their depositors that their borrowers’ credit is good.  The “Interest” Banks charge for this implicit guarantee covers interest paid to depositors, operating costs, and default costs, and usually – a handsome profit.

Interest-free “Trade” credit from sellers to buyers costs nothing to create.  Bank credit costs nothing either: the true economic value Banks provide lies in their implicit guarantees.  Bank regulators – overseen by the Basel-based Bank of International Settlements – specify and monitor amounts of “Regulatory Capital” which Banks must hold to support these guarantees.

The problem has been that Banks have routinely “outsourced” their guarantees to investors: 


(a) permanently -  through the process of “securitisation” of credit and sale to investors; 

(b) temporarily - through the use of credit derivatives – where investors offer banks a credit guarantee for a period of time; and 

(c) partially - through insurance, by  credit insurers, such as AIG. 

A much greater pool of credit has therefore been created than Banks could ever have sustained alone. Unfortunately this outsourcing, dicing and slicing of credit risk was so opaque that no-one actually knows who is at risk. As a result we see daily that banks are no longer willing to lend to each other.

The pool of Capital available to support credit creation has been eroded by the defaults suffered by banks. These losses may in themselves have been containable, by measures such as the recent attempted US “bail out”. However, this would not solve the systemic problem of the disappearance of the additional capital base provided by Investors.

In all likelihood, the global “deficit-based” financial system is in terminal decline, and the global economy will become increasingly starved of new credit for development.

Alternatives to conventional bank credit are therefore urgently needed, and in amounts running to trillions of US dollars.  Much of this financial capital already exists, typically in pension funds and sovereign wealth funds, and much of it currently earns negative returns after inflation while sheltering from current market turbulence.

The crucial question is: how may this global pool of capital be sustainably employed? 

The answer is a new generation of Asset-based Finance. 

3/ Asset-based Finance

The financial world has been focused for many years upon the innovations and developments in the credit market which led eventually to the Credit Crunch. Meanwhile, a wave of innovation has been quietly taking place “under the radar” in the world of Asset-based finance, using legal structures which are not based upon Company Law, but upon Trust and Partnership Law.

By way of example we have seen, first in Australia, then in Canada, how Corporations placed part of their gross revenues into “Trusts” which were then divided into “Units”. When these Units were marketed to long term investors, particularly pension funds, they found an enthusiastic reception.

The reason? These investors correctly perceived these streams of income as much more certain than dividends from conventional Shares which are distributed – if at all – out of net profits after overheads, such as management costs, have been deducted. As one observer commented: 

“Would you rather drink the water as it comes out of the tap, or as it comes out of the plug hole?”

Such “Income Trusts” and “Royalty Trusts” were hugely popular, to the extent that the Australian and Canadian governments eventually took fright, because the profits of these Corporations, and hence their Corporation Tax, were significantly reduced by the “pre-distribution” of revenues. This lost tax was apparently not offset by tax paid by domestic investors on their income.

However, other innovations in Asset-based Finance have been more permanent. “Real Estate Investment Trusts” (“REIT’s”) – distribute virtually all of their income, and allow investors to invest directly in property rentals simply and effectively. As a result they have become hugely popular, particularly in Hong Kong and the US.  “Exchange Traded Funds”  (“ETF’s”) have begun to invest directly in all manner of assets, particularly in gold and commodities.

Highly risky “hedge funds” have been structured as “Limited Partnerships” where a “General Partner” – with unlimited liability – manages the fund, while “Limited Partner” investors in “Partnership Interests” participate in the profits with the benefit of limited liability.

However, the introduction in 2001 of a new legal form – the UK “Limited Liability Partnership” - also now available in Jersey, Dubai, Qatar, Japan, and shortly to be implemented in India- has created new possibilities for new “Trust” – style investment.

4/ Reinventing the Trust

Confusingly, despite its name, a UK Limited Liability Partnership is not even technically a partnership.  It is instead a corporate body – that is to say it has a continuing legal existence independent of its “Members” with limited liability – like a Corporation. 

An LLP is the simplest and most flexible legal form in existence today, because the “LLP agreement” between members is infinitely flexible, and need not even be in writing – in which case certain “default” provisions based upon the law of partnerships apply.

The LLP was introduced to limit the liability of UK professional partnerships, such as lawyers and accountants and the majority of these have enthusiastically adopted LLP status. But the Law of Unintended Consequences has applied and the LLP’s simplicity and ease of use have meant that it is now in widespread use for purposes never intended.

It is in routine use in Private sector Joint Ventures, such as First Hydro LLP, a pumped storage UK hydro-electricity project between International Power Plc and Mitsui & Co Ltd. Moreover, it is also now even being used by the City of Glasgow for joint ventures with private sector service providers: a simple new form of “Public/Private Partnership”.

However, LLP’s have also been used as a framework for the purposes of what I will term a “Capital Partnership” or “Co-ownership” between investors, and users of investment. 

An example of this was the revenue sharing UK hotel transaction in 2004 between the Hilton hotel group, Halifax Bank of Scotland (“HBOS”) (now Lloyds TSB), a property developer, and a hotel specialist.

In carrying out this transaction, which had a value in excess of £1bn, and involved £350m in development finance, the Hilton group had two conventional options:

(a) a bank loan secured by a mortgage over the assets; 

(b) a “sale and leaseback”.

In the former case there is an “overhead” cost of loan repayment and interest on the loan; in the latter the overhead is a rental payment; but in both cases, if the Hilton group’s income collapses – as it did after the events of 9/11 – they would be in danger of losing the assets.

The solution found by the Hilton Group was a “Capital Partnership” LLP framework within which the Hilton group’s gross revenues from these hotels is shared proportionally, so that in a good year, the financiers (a consortium of HBOS, who provided £350m, plus a property developer and a hotel specialist who invested expertise) have a good year, and in a bad year, the financiers have a bad year too.

A Capital Partnership “Trust” looks like this.
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The relevant assets, and any funds flowing within the LLP framework are held by the “Custodian”, who is responsible for safeguarding the assets, and will have the veto rights of governance necessary for this purpose.

Unitisation

The innovation of the “Trust” concept is that production, or revenues from sale of production, may be “unitised” into two possible types of “Unit”.

(a)  Equity Share Units – non-redeemable (since there must always be 100%) proportional shares in streams of production or revenues, which may or may not be transferable;

(b)  Units – redeemable against units of production eg barrels of oil, the right to occupy land for a period of time; Kilo Watt Hours.

When this “Trust” structure is applied to crude oil, oil products, or other carbon-based energy such as LNG it may be termed a PetroTrust.

5/ PetroTrust – Examples

1/ Caspian Refinery

Scenario: a new refinery is required in the Caspian region.
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The Custodian would be a suitable entity - a “Caspian Trust” – see below.

The Supplier(s) of crude oil would supply crude oil for an agreed term in exchange for an agreed proportional share of Units of production, which would be sold on an exchange or market network. 

The Investor would be a combination of financial investors and providers of materials, equipment and services.  

Where possible, contractors would be invited to exchange the cost of their materials and services for Units at an agreed value, and in all cases, would be obliged to receive any agreed profit margin in Units, thereby aligning their interests with those of other members.

So, for example:

· An Iranian contractor chooses to be  paid entirely in Units;

· a Chinese contractor  provides €330 million of refinery equipment including a profit margin of 10%; accepts 50% (€150m) of costs, and the 10% profit (€30m) in Units at a price of €x per Unit.

· a Brazilian contractor providing services at a cost of €20m requires Euro’s, and is prepared to accept Units only in respect of an agreed profit margin of 20%. 

Natural Gas Recovery

Scenario: gas is currently being “flared” in the Persian Gulf, and a project is planned to build a gas liquefaction plant and terminal for this gas.
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In this case, Units redeemable in natural gas delivered by pipeline or as LNG will be created in the “Pool” of future production and sold to a combination of financial and contractor Investors.

This mechanism is simply a forward sale of gas production within a simple new legal framework. The result is interest-free – and Sharia’h compliant – financing and the “cost of capital” is therefore zero.

However, the consequence in terms of risk and reward is that higher income from sales of gas is foregone if gas prices rise. The converse is that if prices fall, then the price has been “locked in”, and it is the Investor who will see a fall in the value of his investment, the pain of which will be offset by the fact that his energy bills are lower.  

This allows many “retail” investors to acquire Units which they may sell at the market price at any time, or redeem against actual consumption.

It will be seen that while the simple concept of “Unitising” carbon-based energy in this way raises several issues which will require to be addressed, it has huge potential for Iran, not just domestically, but as an asset class and Enterprise Model with regional, and even global potential. 

6/ PetroTrust – Issues

(a) Legal Framework

As far as is known, no legal entity suitable for a “Trust” currently exists in Iran, and it would therefore be necessary to create one, either nationally, via Iran’s Parliament or administratively in a “Special Economic Zone”, which may already exist eg Kish island, or possibly a dedicated Zone created in (say) the Neka area.

(b) Regulation

The regulatory regime to apply to new asset classes always requires careful study. However, the sheer simplicity and low risk of such “asset-based” Units makes it likely that regulation will be straightforward.

The key issue concerns management of the creation of Units, and in fact the regulatory and risk management necessary is a close analogy to the role of a Central Bank as a Monetary Authority.

(c) Taxation

The UK LLP is “tax transparent” or “pass through” and pays no tax itself, its Members being liable for tax in respect of any income or capital gains in accordance with whatever tax jurisdiction applies to them.

(d) Sharia’h Compliance

It appears intuitively obvious that a Unit actually redeemable in a form of value or “money’s worth” should be in accordance with Islamic values, but this will require careful study and verification by religious scholars.

(e) Market Infrastructure

Units would comprise an asset class well suited for trading both domestically – on (say) the Teheran Stock Exchange – but possibly also on a dedicated market network.

This would require accounting systems; trading infrastructure, and participation by advisers and market makers.

Clearing and Settlement would require close integration with banking systems, and also with Iran’s gasoline rationing system, where the Unitisation of gasoline opens up new policy options for consideration. 

The technological and communications architecture of such a market would also require to be addressed and it is possible that innovative use of digital broadcasting and wireless communications could be made. 

7/ PetroTrust – Potential

Iran is already familiar with sophisticated cross border operation of enterprises: NICO, for instance, is domiciled in Jersey, but with its head office in Lausanne, Switzerland.

(a) An Alternative to Buybacks

The new “Trust” partnership-based Enterprise Model – as will have already been seen – creates a new variation upon conventional Equity so that Iran may maintain both ownership and control of sovereign assets, while selling a part of their future production simply, and flexibly.

(b) Cross Border Collaboration

In relation to areas such as the Caspian Sea in particular, but also in the Persian Gulf, a Trust framework may allow Iran to lead the way in cross border collaborative oil and gas development. 

A Caspian Master Partnership
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Iran already participates in the UK MasterDeed Trust framework for the transfer of interests in North Sea Oil and gas fields – Iranian Oil Company (UK) Ltd is a signatory. This framework is based upon UK Trust law, which is archaic, complex and extremely cumbersome, even though the MasterDeed did improve the previous completely inefficient scheme.

The PetroTrust would not utilise UK or any other Trust Law, but would utilise a partnership-based framework agreement – the Caspian Master Partnership LLP.

The legal form and jurisdiction of the Custodian entity would require careful consideration, but a neutral jurisdiction such as Switzerland would probably be most suitable.

Each country bordering on the Caspian Sea would be a Nation member and would transfer all rights to Caspian oil and gas production to the Custodian.

Investor Members and Operator Members would then cooperate within the overall Caspian Master Partnership framework using project specific “Enterprise Agreements” so that a “Caspian Pool” of oil and gas may be created and “Unitised” in accordance with consensually agreed production sharing agreements.

A registry of such agreements and of the related ownership of Units they produce would be nominally held by the Custodian. Accounting transfers of Units and currency would be administered by a suitable Operator financial service provider in accordance with the framework agreement.   

(c) An Energy-based Currency?

Several current market-based initiatives aim to combat climate change pursuant to the Kyoto protocol by “monetising” CO2 or “Tradable Quota’s”.

The assumption underpinning all of these initiatives is that by force of law, or government “fiat”, it is sustainable to monetise something inherently without value – such as CO2. 

An analogy at a traders’ conference illustrates the fundamental inadequacy of this “deficit-based” approach:

“If you want to keep a donkey healthy, you don’t regulate what comes out of it: you regulate what goes in.”

Whether Units are redeemable in crude oil, oil products, or natural gas, they have in common the intrinsic energy value of a unit of carbon.  

I believe that it is possible to design a simple “Carbon Dollar” – possibly based upon the amount of carbon-based energy a US $ will buy at the launch date. Such an energy Value Unit would then serve as a benchmark both for different types of carbon-based Units in oil, gas and products. It could even come to replace the fatally flawed “deficit-based” US dollar as a new global reserve currency 

I believe that a new global energy and financial settlement – a Bretton Woods II – is required and that in fact the proposal put forward at Bretton Woods in 1944 by John Maynard Keynes for an “International Clearing Union” would be a good starting point. 

Iran could be at the forefront of such an initiative.

8/ Next Steps

It is clear to anyone with eyes to see that the global financial system is in crisis and that alternatives to the conventional “Western” paradigm of Debt and Equity should be explored.

Joni Mitchell sang: “You don’t know what you’ve got ‘til it’s gone”.

The corollary is that you don’t know what you haven’t got ‘till you see it.

That is the measure of the simple concept of “Unitisation” using a new generation of “Trusts” based on partnership principles.

I recommend that Iran:

1/ Identifies and removes any domestic obstacles to “Unitisation”.

2/ Identifies suitable pilot or “proof of concept” projects for immediate implementation of “Trusts” generally and PetroTrusts specifically.

3/ Initiates a global dialogue with a view to a new global financial settlement.

I look forward to working with my Iranian friends to achieve these ambitious, but necessary and historic goals.

Appendix A- Glossary of Terms

Asset-based finance – based upon “ownership” of productive assets and the streams of production or revenues that flow from their use: also known as Equity.

Credit Institution – an intermediary between a Depositor and a Borrower, which creates credit supported by an amount of capital prescribed by the Bank of International Settlements in Basel: usually known as a Bank.

Corporation – a Joint Stock Limited Liability Company.

Deficit-based finance – based upon obligations to pay, or IOU’s: also known as credit or Debt.

Enterprise Model – legal and financial framework 
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