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ver the past 40 years,
countries, industries and
companies have explored
replacing oil and gas with
renewable energy sources.
However, according
to the U.S. Energy Information
Administration, petroleum (36%)
and natural gas (32%) still account
for over two-thirds of energy
consumption in the United States”.
Therefore, investments in oil and
gas will continue to be attractive
additions to a portfolio.

This article was written to give the

reader information about investing

directly into oil and the resulting tax

consequences. Rather than describing

these investments in general

terms, the lead author made direct

investments in the following four

types of oil and gas assets to receive

tax information from his brokerage

accounts to create this case study:

+ Oil and Gas Royalty Trusts;

+ Crude Oil Exchange-Traded Fund
(ETF) that does not issue a K-1;

+ Crude Oil ETFs that issue K-1s;

+ Oil and Gas Futures Contracts.

The tax consequences described

in this case study are unique to

the lead author and should not be
considered directly applicable to the
tax consequences of other people.

Currently, there are investments for
commodities such as gold and silver
(e.g. Sprott Physical Gold and Silver
Trust Fund [CEF]), as well as uranium
(e.g. Sprott Physical Uranium Trust
Fund [SRUUEF)). However, there

are no investments in produced oil
that is stored at some facility and is
available for sale at some future date.
Therefore, someone wanting to invest
in physical oil must instead purchase
assets similar to produced and stored
oil. This can be done via investments
in oil and gas royalty trusts, Crude Oil
ETFs and oil futures contracts.

0il and Gas Royalty Trusts -
BP Prudhoe Bay

Oil and Gas Royalty Trusts own

oil and gas that is currently in the
ground and has yet to be produced.
There are several royalty trust
investment options; however, the
lead author selected BP Prudhoe Bay



To address these questions, it
would be beneficial to get a better
understanding of BPT. The royalty
trust was formed in 1989 and has

Exhibit 1

BPT Recent Quarter Information

2021 2022 . .
Average Costs Per Barrel 20 30 40 10 2Q an overriding royalty interest on
WTI Price 6604 7064 7691 9445  108.70 16.4246% of the lesser of the first
Less: Adjusted Chargeable Costs 60.63 6161 6260 6991 7202 90,000 barrels of oil per day produced
Less: Production Taxes 231 2.49 273 3.42 71 from the applicable Workmg .1nterest
Per Barrel Royalty 310 654 1158 21.12  29.47 or the actual production of oil per day.
Average Daily Production 70,857 62,300 71,400 73,500 68,800 For the past 10 years, the actual

production has been less than 90,000
barrels per day. The production

levels for the past three years (ending
September 30) were 73,800 barrels
per day in 2019, 74,430 barrels per day
in 2020, and 71,480 barrels per day in
20213, This reduced level of production
has negatively impacted quarterly
royalty payments. About a week after
the quarter ends, BPT announces

the quarterly royalty payment that

it is going to receive, as well as the
distribution that it will be making to
Unit holders, if any (see Exhibit 1).

Amount Paid to BPT (in millions)* 3200  6.145  12.801 23.814  30.341
Distributions to Unit Holders (in millions) 0.521 1486 12437 23.273  30.066
Distributions Per Unit (21.4 million units) 0.024  0.069 0581  1.088  1.405

The amount paid to BPT is calculated as follows:
(Per Barrel Royalty x 0.164246) * Average Daily Production * Days in Quarter

*The “Amount paid to BPT (in millions)”is per the distribution announcement and does not exactly hit the
amount per the above formula

Distributions are paid approximately 20 days after the end of the quarter

Exhibit 2

Worksheet A
Computation of 2021 Taxable Income for BPT

The amount of income to be reported

by the lead author was computed by
reference to the BP Prudhoe Bay Royalty
Trust 2021 Tax Information Booklet. BPT is
classified as a grantor trust. Therefore,

Worksheet A should be used by Unit holders who either acquire Units after January 15, 2021 or
disposed of Units on or before October 15, 2021. This worksheet allows such Unit holders to compute
their taxable income based upon ownership at quarterly record dates from the tables and worksheets
in the BP Prudhoe Bay Royalty Trust 2027 Tax Information Booklet.

Number of Taxable . .
Items of Income or Expense Units Owned Amount Total unit holder taxable fneome erends on
what BPT actually received in royalty
I Trust Income . payments, which can be different from
Amount calculated using Table | on page 12 1,000 3.10293 $3,103 the amount of the distributions. Related
Il Trust Administrative and Other Expenses to the third quarter 2021 production,
(show as a reduction to your Trust Income) about two-thirds of the amount received
Amount calculated using Table Il on page 12 1,000 2.83583 $2,836 by the trust was used to increase the

$907 trust’s cash reserve. That amount was
still taxable to the unit holders, even
though not received as a distribution for
the year.

Depletion Deduction
(show as a reduction to your Trust Income)
Amount calculated using Worksheet B on page 10

Initial Purchase Price: $4,077 * 0.22252 (Cost

Depletion Factor from Table lll on page 12) = $907 . o
Following the directions in the BPT

2021 Tax Information Booklet, the gross
income for the 1,000 units = $3,103,

Royalty Trust (BPT) for this case study
partially because this trust involves

oil that is produced in Alaska (a state
that does not have state income tax). It
is also one of the largest conventional
oil and gas royalty trusts in the United
States, with a market capitalization of
more than $300 million?.

The lead author bought 1,000 units
of BPT at a price of $4.0768 per unit

on July 21, 2021, for an investment of
$4,076.80. He received distributions
related to (a) third quarter production
of $69.43 on October 20, 2021, and (b)
fourth quarter production of $581.17
on January 19, 2022. The questions are
how much income to report in 2021
and what is the new tax basis in the
royalty trust units?

the Trust Administrative and other
expenses = $2,836. Therefore, the net
income was $267. There was also a
deduction of $907 for cost depletion
(see Exhibit 2). Thus, the net amount
reported on Schedule E was minus
$640. The amount deducted for cost
depletion lowered the basis in the
1000 units by the same amount, so
that the basis became $3,170.
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Exhibit 3

OILK Information
Information from 1099-B and Supplemental Information to Support 1099-DIV

Short-Term Transactions for Covered Lots

Date Sold Quantity Proceeds Date Acquired Cost Gain
02.03.21 20 986.08 03.18.20 819.01 167.07
09.21.21 25 1,520.99 12.10.20 1,043.38 477.61

Total 2,507.07 1,862.39 644.68
Long-Term Transactions for Covered Lots

Date Sold Quantity Proceeds Date Acquired Cost Gain
04.28.21 80 4,571.16 03.18.20 3,276.04 1,295.12
08.17.21 25 1,449.49 03.18.20 1,023.76 425.73
09.21.21 75 4,562.97 03.18.20 3,071.29 1,491.68

Total 10,583.62 7,371.09 3,212.53
Detailed of Dividends

Date Amount  Type of Dividend
06.29.21 900.43 Nonqualified
09.29.21 981.42 Nonqualified
11.08.21 1,851.80 Nonqualified
12.08.21 2,865.97 Nonqualified
12.31.21 2,411.01 Nonqualified

Total 9,010.63

Exhibit 4
Excerpt from K-1 Information for USO (2021)
Line5 Interest Income 2
Line6a  Ordinary Dividends 2
Line11C  Section 1256 Income 12,509
Line 13W  Other Deductions 174

Exhibit 5
Transaction Schedule — USO (2021)

Account  Date Shares
Beginning E 600
of the Year K 25
Sell K 01.13.21  -25
Buy K 022221 49
Buy A 03.03.21 97
Sell E 05.12.21  -100
Sell E 09.30.21  -500
Sell A 11.01.21  -97
Sell K 122721 -19
End of theYear E 0

K 30
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What a difference a year makes!
Due to low oil prices, there

was no revenue from royalties
related to any production

in 2020. This led to a Going
Concern paragraph being added
to the KPMG audit report on
the 2020 financial statements
because the trust will terminate
if net revenues from the

royalty interest are less than
$1,000,000 per year for two
successive years4. However, for
the past four quarters, BPT has
received net revenue of at least
$2,000,000 per quarter. In fact,
for the second quarter of 2022,
the net revenue received was
about $24 million as oil prices
surged over $100 per barrel.

The massive change in fortune
is also reflected in the unit
price. In October 2020, the price
per unit was under $2.00 while
as of early July 2022, the units
were being traded at a price of
about $20.00 per unitS.

OILK K-1Free Crude Oil Strateqy
ETF

ProShares K-1 Free Crude Oil Strategy
ETF (OILK) invests in financial
instruments that ProShares Advisors
believe should track the performance
of the Bloomberg Commodity
Balanced WTI Crude Oil Index. The
fund invests in oil and gas futures
contracts indirectly through its
wholly-owned subsidiary, ProShares
Cayman Crude Oil Strategy Portfolio.

The lead author entered 2021 with
400 shares of OILK. This consisted
of 200 shares (split adjusted) bought
on March 18, 2020 for $8,190.10 and
200 shares bought on December 10,
2020 for $8,347.00. He reduced his
position to 175 shares by making four
separate stock sales and then built
back his position to 400 shares at the
end of the year with an additional four
separate purchases.

OILK is the only oil ETF that is not a
commodities partnership. Therefore,
rather than reporting tax information
on a K-1, they report tax information
on a Form 1099. It is a regulated
investment company that is registered
under the Investment Company Act
of 19406. The good news is that this
investment distributes income in a
timely manner, but the bad news is
that the dividends are considered to
be "Nongqualified” dividends.

In this case, the four sales showed up
on the 1099 information and there was
no need for any tax basis adjustments.
The tax information showed short-
term capital gains of $644.68 and
long-term capital gains of $3,212.53.
The dividend information was also
easily obtained. For the year, the total
amount of dividends received from
OILK was $9,010.63 of nonqualified
dividends (see Exhibit 3).

The simplicity of OILK is greatly
appreciated. Investments in so called
commodity ETF partnerships are



Exhibit 6

Col 1 Col 2 Col 3
Units Sales Sales
Sold Date Proceeds
25 01.13.21 896
100 05.12.21 4,555
500 09.30.21 26,465
97 11.01.21 5,583
19 12.27.21 1,034
Total 38,533

USO Sales Schedule
Col4 Col5 Col6
Purchase Price/ Cumulative

Initial Basis Adjustments Cost
Amount to Basis Basis

802 77 879

3,354 1,178 4,532
16,710 9,538 26,248
3,249 1,385 4,634
630 404 1,034
24,745 12,582 37,327

Note: The taxpayer has to fill in Columns 3 and 7. USO provided the rest of the information.

Column 7 = Column 3 — Column 6

Col7 Col 8

Pct

STCG LTCG LTCG
17 0 0
6 17 72
50 167 77
218 731 77
0 0 84

291 915

The Column 7 gain must be broken down into the proper amount of STCG and LTCG using the information from Column 8.

much more complicated to deal with
at tax time. Overall, the OILK returns
have been very volatile over the past
few years. For the first half of 2022,
the return was 44.94% and for the
year ended June 30, 2022, was 57.05%.
However, the return for the most
recent five-year period was just 4.07%
on an annualized basis’.

0il and Gas ETFs - United States
0il Fund LP

United States Oil Fund LP (USO)
invests primarily in near-term oil
futures contracts. According to the
December 31, 2020 annual report,

the fund had 74,708 open commodity
futures contracts, with 63,370 of them
being for February 2021 through June
2021 WTI Crude Oil. According to

the December 31, 2021 annual report,
the fund had 32,136 open commodity
futures contracts, with 27,106 of them
being for February 2022 through June
2022 WTI Crude Oil.

The lead author entered the year with
625 shares of USO. During the year,

he sold all 625 of these shares. He also
purchased 146 additional shares and
sold 116 of these shares by year end. He
had 30 shares of USO remaining at the
end of 2021.

The tax treatment of his investment
in USO for the year is handled with

the help of the K-1 and supporting
schedules that are provided by the
fund. The K-1 indicates that he had
income of 12,339 during the year. This
was divided up into interest income
(+2), dividend income (+2), Section
1256 income (+12,509), minus other
deductions (-174). The K-1 directions
indicated that the “other deductions”
should be reported on Schedule E, line
28 (see Exhibit 4). Section 1256 gains
are primarily from the sale of the oil
futures contracts and are taxed as
follows: 60% is taxed as a long-term
capital gain and 40% is taxed as a
short-term capital gain. These types of
gains are reported on Form 6781.

The fund provided a Transaction
Schedule for the year that reported
the beginning of year units of USO,

as well as subsequent selling and
buying activity. They combined all of
the activity from various brokerage
accounts in this schedule. For
example, he had 600 units in his E
account and 25 units in his K account
at the start of the year. During the
year, he sold these at various times.
He bought and sold 97 units in his A
account. He also bought 49 more units
in his K account and sold 19 of these
units as of the end of the year, leaving
30 units in this account (see Exhibit 5).

The fund also provides a Sales
Schedule. The lead author looked

up information from his brokerage
accounts to put in Column 3 of the
Sales Schedule worksheet. He then
combined this information with the
Initial Basis Amount (Column 4) and
added to this the Cumulative Basis
Adjustments (Column 5) to determine
the overall gain for the year of $1,206
(see Exhibit 6).

The Cumulative Adjustments are
necessary to make because as oil
futures contracts are sold at a gain by
the fund, the gain is passed through to
the partner on Line 11C of the K-1 and
increases the basis in his partnership
interest. The Cumulative Adjustment
kept the lead author from being taxed
twice on this income.

Akey number is the total Cost Basis

of units sold. This number ($37,327)
agrees with the “Withdrawals and
Distributions” amount shown in Part

II, Item L of the K-1 because there

were no cash distributions by USO
during the year (see Exhibit 7). Another
critical number in area L is Capital
Contributed during the year (=$6,012),
which equaled what he paid for units
during the year as follows: 49 units
purchased on Feb 22, 2021 for $2,010
and 97 units purchased on March 3,
2021 for $4,002. For 2021, he reported a
capital gain of $1,206, which was broken
down with the help of the supplemental
information into a short-term capital
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gain of $291 and a long-term capital
gain of $915. His remaining 30 units
have a basis of $1,628 as of the end of
2021, which agrees with the ending
capital account balance (see Exhibit 7).

For the first half of 2022, the return of
USO was 47.81% and the return for the
year ended June 30, 2022 was 61.09%.
However, the return for the most
recent five-year period was just

1.12% on an annualized basis.

0il and Gas 2X ETF - ProShares
Ultra Bloomberg Crude Oil

ProShares Ultra Bloomberg Crude
Oil (UCO) is an ETF that is designed
to return twice the Bloomberg WTI
Crude Index amount. Volatility,
however, has a negative impact on
the fund's performance and can be

as important as the change in the
Bloomberg Index to the fund’s return.

As aleveraged fund, this investment is
extremely risky. The Fund Prospectus
and Supplement has several pages

of capitalized and/or in bold print
information about the risks of the
fund.

Three especially important notes are
as follows: the fund “seeks a return
that is 2x the return of its index
(target) for a single day," “due to the
compounding of daily returns, holding
periods of greater than one day can
result in returns that are significantly
different than the target return,’

and "investors should monitor their

holdings as frequently as daily."8

Like USO, the amount of income to
report is reported on a K-1 and there
is also a Transaction Schedule and

a Sales Schedule. The lead author
started out the year with 130 units
and by the end of the year, he had just
20 units remaining. The K-1 told him
to report $2,147 as a net short-term
capital gain and to report Section 1256
income of $4,308. There is also a $100
deduction that he put on Schedule E,
line 28 (see Exhibit 8).
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UCO can be wonderful when oil prices
go up and disastrous when they
decline. The volatility of the Bloomberg
WTI Crude Oil Index has averaged
about 35% for the past five years. If the
index increased by 30%, rather than
receiving a 60% return, due to volatility
the return would only be 49.5%. If
instead the index decreased by 30%,
the return would be -56.6%.

The fund has had good returns and
disastrous returns. The worst of times
was March 2020 when the fund lost
85.06%! It was down 92.86% for the year
2020. However, for the first half of 2022,
the return was 92.94% and for the year
ended on June 30, 2022, the return was
114.04%. Surprisingly, the annualized
rate of return for the past five years
ended on June 30, 2022 was -14.73%9.

UCO can be a fantastic investment.
However, the investor should use
extreme caution when using such a
financial instrument. If someone was
sure that oil was going up, then it would
be a great investment. Unfortunately,
no one is correct every time!

0il and Gas Futures Contracts

A final option for investing directly in
oil is by actually buying and selling oil
and gas futures contracts. The lead
author bought and then sold three
contracts during the year, and then
bought and still held at year end a
fourth futures contract.

Before the lead author could trade
futures contracts, the brokerage firm
encouraged him to watch several
related videos. He also had to sign

a disclosure form saying that he
understood the risks of investing in
futures contracts (see the example

at https:/content.etrade.com/etrade/
estation/pdf/Futures_Addtional
Risk_Disclosure.pdf).

The futures contracts were set up in
a margin account by his broker. He
only had to put 10% cash down for
each contract. Each day, the account
was marked to market value, and the

Exhibit 7
USO K-1...Part II, Item L

Beginning Capital Account 20,604
(apital Contributed during

the year 6,012
Current Year net income 12,339
Other Increases and (Decreases) 0
Withdrawals and Distributions

(See Total for Exhibit 6, Col 6)  (37,327)
Ending Capital Account 1,628

difference increased or decreased the
margin balance in a linked non-futures
brokerage account.

He bought three contracts on Dec. 20,
2021. They were a standard 1,000 barrel
contract for Dec. 22 Crude, a 100 barrel
contract (called a Micro Contract) for
Oct. 22 Crude and a 500 barrel contract
(called an EMINI Contract) for Nov. 22
Crude.

He sold these contracts on December
27 and made a profit of $7,233.46. He
then bought a standard 1,000 barrel
contract for Dec. 23 Crude. At the

time, the price of this oil was $65.35
per barrel. By year end, the contract
was only worth $64.89 per barrel, so it
was marked down by $460.00 in total.
At the end of the year, he received

tax information from the broker that
showed a net profit from the trading of
futures during the year of $6,773.46 (see
Exhibit 9).

He combined this gain with his USO
and UCO Section 1256 income and
then entered these on Form 6781, Line
1. As the lead author completed the
form, as expected, the results were
40% of the gain was to be treated

as a short-term capital gain and the
remaining 60% treated as a long-
term capital gain. This treatment is
consistent with Section 1256 of the tax
code (see Exhibit 10).

The Dec. 23 Crude contract had a
return of 25% ([$81.10-64.89]/64.89) for
the first quarter of 2022. For the year


https://content.etrade.com/etrade/estation/pdf/Futures_Addtional_Risk_Disclosure.pdf
https://content.etrade.com/etrade/estation/pdf/Futures_Addtional_Risk_Disclosure.pdf
https://content.etrade.com/etrade/estation/pdf/Futures_Addtional_Risk_Disclosure.pdf

Exhibit 8
Excerpt of K-1 Information for UCO (2021)
Line 8 Net Short-Term Capital Gain 2,147
Line 11C Section 1256 Income 4,308
Line 13W Other Deductions 100

Exhibit 9
1099B — Proceeds from Broker and Barter | Exchange Transactions
Regulated Futures Contracts

8 — Realized Profit on Future Contracts 7,233.46
10 — Unrealized Profit or Loss on Futures -460.00
11 - Aggregate Profit for Lines 8 and 10 6,773.46

Exhibit 10

Excerpts — Form 6781

Identification of Account Gain
Line 1 USOK-1 12,509

UCOK-1 4,308

1099B: Futures Account 6,773
Line 2 Total of all Gains 23,590
Line 8 Short-Term Capital Gain 9,436
(40% of Line 2)
Line9 Long-Term Capital Gain 14,154
(60% of Line 2)

end on March 31, 2022, the contract had a rate of return of
59.5% ([$81.10-50.84]/50.84)'°. The lead author sold his Dec.
23 Crude contract on June 29, 2022 for $86.47 per barrel.
His overall gain was $21,120.00, with -$460.00 recognized in
2021 and $21,580.00 recognized in 2022.

0il and Gas Investment Options

In today's world, who knows what will happen to the price
of 0il? The Russian invasion of Ukraine changed everything
overnight. Someone has several options if they would like to
invest directly into oil, rather than investing in an operating
oil company. Several choices were examined in this article.

These investments can be risky, but they can also help
favorably diversify a portfolio. For example, the past few
months have seen many stocks go down by 20-30%, yet the
lead author's diversified portfolio has about broken even
because of the enormous gains that he made with oil and
gas investments.

The tax consequences of these investments are not so
difficult that an investor should be scared away by them.

Investors choosing to invest directly into oil should use
caution and hope for good luck!
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1. Petroleum and natural gas still account for about _____of
energy consumption in the United States.
a. 42% c. 68%
b. 52% d. 80%

2. Given the following information, what is the calculated
amount to be paid to BPT? The Per Barrel Royalty was $36.19.
The Average Daily Production for the quarter (which was 9o
days long) was 40,000 barrels.

a. $15.0 million . $36.4 million
b. $21.4 million d. $50.4 million

3. Aclient owns 1,000 units of BPT. Distributions for the year to
the client were $4,000. The BPT Tax Information Booklet says
that Trust Income to report = $15,000, Trust Administrative and

Other Expenses = $10,000, and the Depletion Deduction = $1,700.

How much net income should be reported on Schedule E?
a. $2300 c. $3300
b. $2800 d. $5500

4. ProShares K-1 Free Crude Oil Strategy ETF (OILK) is the only
oil ETF that is not a commodities partnership.
a. True b. False

5. Inthe case study, what was the disadvantage of investing in
OILK?
a. The dividends were "unqualified”
b. Dividend payments reduced the shareholders basis in the
stock
c. Shareholders received a K-1 at the end of the year
d. The depletion computation was complex

6. What supplemental information is provided with a K-1 to
enable a tax preparer to properly determine the gain or loss
from the sale of USO and UCO partnership interests?

a. Depletion Schedule

b. Sales Schedule

c. Capital Reconciliation Schedule
d. Schedule of Distributions

7. The client is examining his Sales Schedule related to the
5000 units of USO that he sold on September 30, 2021. His
Sales Proceeds were $27,000. His “Purchase Price/Initial
Basis” amount was $15,000. The Cumulative Adjustment was
a positive $4,600. All of the gain is to be considered short-
term. What is the amount of the short-term capital gain that
should be reported related to this sale?

a. $12,000 c. $7,400
b. $10,600 d. $5,400
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8. To illustrate the extreme volatility of UCO (2xOil), the fund was
up 114.04% for the year ended June 30, 2022. However, the fund

declined by % in the month of March 2020.
a. 74.81 c.92.86
b. 46.42 d. 85.06

9. On a Form 6781, Section 1256 Gains = $14,000. How will they be

taxed?

a. $14,000 as long-term capital gains

b. $8,400 as short-term capital gains and $5,600 as long-term
capital gains

c. $7,000 as short-term capital gains and $7,000 as long-term
capital gains

d. $5,600 as short-term capital gains and $8,400 as long-term
capital gains

10. A client bought a standard 1,000 barrel contract for Dec. 23
Crude on Dec. 27, 2021 for $80/barrel (Total = $80,000). By year
end, this contract was only worth $74/barrel (Total = $74,000).
She sold this contract on June 28, 2022 for $100/barrel (Total
= $100,000). How much Section 1256 gain or loss should be
reported by the client for 2021 and 20227
a. Loss of $6,000 for 2021 and gain of $26,000 for 2022
b. No gain or loss for 2021 and gain of $20,000 for 2022
c. Gain of $6,000 for 2021 and gain of $14,000 for 2022
d. Loss of $6,000 for 2021 and gain of $20,000 for 2022
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