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The BP Royalty Trust: 
Warning of Impending Price Declines or 

a Failing Economic Indicator 

This Notes at the Margin was written 
with Darrell Chodorow. Darrell is a Princi-
pal at The Brattle Group, an internationally 
known economics consulting firm with 
which I have worked for quite some time. 
Two years ago, Darrell took a model I had 
developed to derive crude oil price expecta-
tions from the BP Royalty Trust (BPT) share 
price, corrected some of my errors, and re-
fined the instrument. Subsequently, we used 
it for a client in a dispute with the IRS re-
garding the correct price to use in determin-
ing initial depletion from a new oil field. 

For this report, we have updated the 
model. We did this because 
the BPT share price 
dropped sharply the last 
week of August. As can be 
seen from Figure 1, it fell 
twenty-five percent from 
July 1 to September 1. The 
decline presumably reflects 
a change in investor expec-
tations regarding the growth 
rate of future oil prices if 
the BPT is still a reliable 
indicator of price direction.  

Here we discuss the 
possible reasons for the 
share price drop. We offer 
no conclusion on the cause. 

Rather, we warn that changing circumstanc-
es may have reduced the BPT’s usefulness 
as a forecasting instrument. Briefly, we see 
the following possible drivers for the BPT 
price decrease. 

Changed expectations regarding the 
trend of future oil prices 

Concerns that production in Prudhoe 
Bay will drop 

Expectations that the break between US 
midcontinent crude prices such as WTI 
and global oil prices will likely be per-
manent 
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Figure 1
BPT Share Price vs. WTI Cash Price,
January 2, 2012, to September 7, 2012
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Fears that oil prices could drop to levels 
that would extinguish the Trust if sus-
tained for two years 

Change in Price Expectations 
Historically, the BP Trust has provided 

an ideal financial instrument for measuring 
investor expectations for the oil price trend. 
Investors in BPT shares own a fraction of 
the first ninety thousand barrels per day of 
BP’s production from the Prudhoe Bay Unit 
in Alaska. The Trust documents, issued in 
1989, stipulate that BP repurchase the oil 
from the Trust for an amount determined by 
the WTI price less certain specified costs 
and state taxes paid to Alaska. 

The Trust authors chose the WTI price 
rather than the Alaskan North Slope (ANS) 
price because WTI was a widely traded and 
quoted commodity crude. Price quotes for 
WTI were thought to be reliable due to the 
large trade volume and the small size of 
tradable lots. In contrast, ANS crude transac-
tions were thought unreliable because they 
were infrequent and generally involved the 
purchase or sale of an entire 
cargo. 

The Trust authors also 
thought that choosing WTI 
would make BPT a better 
indicator of world market 
expectations because, at the 
time, WTI was considered 
the barometer of world 
prices. This situation has 
changed, however. Twenty-
one years after the first BPT 
units were sold, WTI began 
to trade at a discount to 
Brent, the crude most ex-
perts view today as the 
world benchmark. As Fig-

ure 2 shows, WTI now trades at a $19 per 
barrel discount to Brent.  

Initially, analysts asserted that the Brent 
premium to WTI would vanish when new 
pipeline connections from Cushing to the 
Gulf were finished, allowing the movement 
of larger crude volumes south. Such views 
have disappeared. Instead, most firms have 
accepted our assessment that increasing US 
production will cause domestically produced 
crudes to trade at large, increasing discounts 
to world crudes. Rising output from the 
Bakken in North Dakota and the Eagle Ford 
in Texas no doubt has boosted this realiza-
tion. 

An understanding of the growing US 
glut may have sparked the sudden BPT 
selloff. News of rising production over the 
summer seems to have corresponded with 
the BPT price drop. 

Increased Recognition of Risk in 
Royalty Trusts 

Investors may also have become more 
wary of royalty trusts in general. Martin 
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Figure 2
Daily Brent Premium to WTI,
September 2010 to September 2012
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Zweig wrote on the falling 
yields of these trusts in the 
August 25 Wall Street Jour-
nal.1 There he noted the 
share price drops of 
Hugoton Royalty Trust, San 
Juan Basin Royalty Trust, 
and Dominion Resources 
Black Warrior Trust. Each 
had cut dividends and saw 
share prices fall five to 
eight percent. By that date, 
BPT had decreased ten per-
cent. Zweig then discussed 
BPT, noting that the organ-
izers calculated the current 
value of the future cash 
flow to be $1.4 billion. He 
then added, “Yet this week the total market 
value of BP Prudhoe stood at 2.3 billion.” 

Zweig asked why investors would “pay 
61 percent more for a stake in the BP trust 
than all its future cash flows are likely to be 
worth.” Zweig’s article came out on a Satur-
day. BPT closed at $109 per share the day 
before. Two days later, it traded for $76. It 
has since jumped back to $90. 

A Boston-based independent adviser at-
tempted to answer Zweig’s question on the 
Seeking Alpha blog. The writer, Nathan 
Weiss, suggested the net present value calcu-
lation cited by Zweig was too low. He ar-
gued for using a higher rate of oil price in-
creases. If prices rose 3.6 percent per year, 
he figured, BPT today would be worth $96 
per share. 

We find the entire discussion somewhat 
mystifying. First, Zweig noted that the 
Hugoton, San Juan and Dominion trusts had 

                                                 
1 Jason Zweig, “Will These Royalty Yields Rule?,” 
The Wall Street Journal, August 25, 2012. 

reduced dividends. The income from these 
trusts comes primarily from natural gas. For 
example, San Juan receives ninety-seven 
percent of its income from gas and Domin-
ion one hundred percent. Hugoton obtains 
more than two-thirds of its revenue from 
gas. As most readers recognize, natural gas 
prices have been low for some time and are 
not expected to rise. Thus the low Hugoton, 
San Juan, and Dominion share prices are 
understandable.  

The BPT situation is different. BP pro-
duces only oil. Thus Zweig’s comparison of 
BPT to the other trusts seems incorrect and 
the question of what caused the BPT change 
in expectations remains. 

Figure 3 above captures the shift. There 
we show investor oil price expectations on 
July 1 and August 29, 2012. We also provide 
our estimate of deductions taken from the 
Trust revenue for wellhead taxes and 
chargeable costs for August 29. 

The graph reveals that expectations have 
changed dramatically. At the beginning of 
July, investors saw prices rising 5.3 percent 
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Figure 3
Crude Price Forecasts Derived from BPT Model, July 1, 2012, and
August 29, 2012, and Cost Deductions for August 29 Derived Forecast
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per year. By the end of August, their expec-
tation dropped to 1.4 percent per year. 

The decrease did not have a huge im-
pact, though, on the expected oil price in 
2020. In July, investors expected 2020 prices 
to average around $127 per barrel. This fell 
to $107 by the end of August. 

We explain the relatively modest differ-
ence by pointing to the cash oil price rise 
between the start of July and the end of Au-
gust. Between the end of June and early Ju-
ly, WTI traded between $78 and $83 per 
barrel. Toward the end of August, prices 
traded between $95 and $97. Thus investors 
foresaw larger dividends in the early years. 

The global economic slowdown may al-
so explain the lower expectations. Slowing 
growth in Europe, the US, and Asia will lim-
it the oil consumption increase over the next 
few quarters, putting downward pressure on 
prices. Concerns over economic prospects 
increased over the summer, no doubt de-
pressing price expectations somewhat. 

Low prices pose a significant risk to the 
BPT’s value. The Trust documents state that 
after 2010 “the Trust will terminate” “at 
such time as the net revenues from the Roy-
alty interest for two successive years are less 
than $1,000,000 per year, unless the net rev-
enues during such period have been materi-
ally and adversely affected by an event con-
stituting force majeure.”2 There is no 
ambiguity in this clause. BPT shareholders 
have no say if revenues drop below $1 mil-
lion for two consecutive years. 

This condition could come into play 
soon, as can be seen from Figure 3. The 
graph’s lowest line shows our estimate of 
the production costs and taxes deducted 

                                                 
2 Prospectus, 7,000,000 Units BP Prudhoe Bay Roy-
alty Trust, May 23, 1989, p. 26. 

from royalties. These costs and taxes do not 
exceed the projected price on a per-barrel 
basis yet but they are close. For the next few 
years, they average around $60 per barrel. 
They then rise to $83 by 2020. This means 
that a price decline that took Brent to, say, 
$70 and WTI to $50 during 2013 and 2014 
would cause the BPT to be terminated in 
2015.  

Such a price scenario cannot be ruled 
out, even though it is by no means the con-
sensus view. For this reason, it may today be 
more appropriate to evaluate the BPT share 
price as a sequence of call options with 
strike prices equal to the calculated costs, 
combined with a sequence of “knockout op-
tions” that eliminate the call options should 
prices fall below the threshold levels for two 
consecutive years. We do not propose to do 
such a calculation. We only note that inves-
tors considering purchasing BPT shares may 
be including a significant risk premium to 
account for the possibility of a two-year oil 
price dip driving the BPT value to zero.  

The conclusion, then, is the BPT share 
price may today be a less reliable indicator 
of future expectations under the approaches 
we have employed in the past (essentially 
the calculation of present discounted value 
of the future cash streams). Given the im-
plied volatility of oil prices today, as well as 
gloomy economic expectations, there is a 
significant non-zero probability that the 
Trust will be terminated within five years. 
This possibility has to bias down the price 
forecast derived from the Trust. 

Product Markets: Still on Course to a 
1985/1986 Event 

Distributors such as Global Partners LP 
continue to hold unusually low distillate and 
gasoline inventories. The trend in PADD I 
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distillate stocks matches that of 1985, when 
distributors also refused to accumulate dis-
tillate in advance of winter. Figures 4 and 5 
illustrate the similarity. (Note: Figure 4 
shows national stocks in 1984, 1985, and 
1986 because weekly stocks for PADD I 
were not available. However, monthly data 
confirm the pattern shown in Figure 4 was 
observed in PADD I; indeed low stocks in 
the region caused the pattern.)   

As noted here before, distributors waited 
to build stocks in 1985 because they correct-
ly feared an impending price collapse. Earli-
er in the summer, Saudi Arabia began to 
flood the world with oil. Everyone knew 
about it, even school children. A page-one 
headline in the September 16 Wall Street 
Journal said it all: 

Saudis Decide to Raise Output of 
Petroleum; Price War May Follow 

They Reverse Usual Policy of Propping 
Up Quotes; Sales Contract is Signed 

Bad News for Debtor Nations3 

The market knew about the Saudi inten-
tions weeks before the Journal report. An 

                                                 
3 Youssef M. Ibrahim, “Saudis Decide to Raise Out-
put of Petroleum; Price War May Follow,” The Wall 
Street Journal, September 16, 1985, p. A1. 

OPEC meeting in July had ended in failure, 
as The Wall Street Journal reported:  

Saudi Arabia, the Cartel’s largest oil pro-
ducer and the holder of the world’s biggest 
oil reserves, was virtually silent through the 
talks, refusing to contribute any suggestions. 
The position of the Saudis—oil production 
is currently at a 20-year low of two million 
barrels a day—has been that the other 12 
OPEC members must give ironclad guaran-
tees that they will stop secret discounting of 
oil and cheating on production ceilings be-
fore any agreement can be worked out. 

The Journal then added this ominous obser-
vation: 

During the talks, the Saudis served notice 
that they were ready to effectively double 
their current production—to 4.3 million bar-
rels a day allotted to them under the official 
16 million barrel daily OPEC production 
ceiling—if a solid price and production 
agreement isn’t reached at the July 22 ses-
sion. Such a Saudi boost in output would 
flood the market, causing prices to tumble 
even further.4 

Downstream suppliers read the news and 
understood the implications. In 1985, they 
waited until the last minute to buy. Their 
caution kept stocks low and markets in 
                                                 
4 Youssef M. Ibrahim, “OPEC Meeting Ends in Fail-
ure; New Session Set,” The Wall Street Journal, Ju-
ly 8, 1985, p. 3. 
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backwardation. Product and crude prices 
actually rose through the fall and then final-
ly began to drop sharply as the year ended. 

Today’s market situation may be differ-
ent. Product markets remain in backwarda-
tion, though. Returns to storage for heating 
oil are below the two-standard-deviation 
range we compute using twenty-six years of 
data for all contracts. (See the charts on 
page 8.) Returns to storage for gasoil are 
also near the bottom of the normal range. In 
both cases, the economics of storage does 
not work. 

The low returns seem to be explained by 
cuts in swap dealer and money manager po-
sitions. A year ago, these traders were long 
one hundred one million barrels. Today they 
are long only eighty-six million barrels, a 
reduction of seventeen million. At the same 
time, they have increased their short posi-
tions five million barrels. The twenty-four 
million barrel change comes close to match-
ing the twenty million barrel difference be-
tween PADD I distillate inventories at this 
time last year and stock levels this year. Ap-
parently, the market does not allow firms 
like Global to profitably acquire additional 
stocks. They are responding by buying less. 
Prices will certainly jump with cold weather. 

However, more crude oil is coming onto 
the market, just as in 1986. Last week Saudi 
Aramco announced its October prices. Light 
crudes were increased, reflecting the gaso-
line market’s strength. However, Arab 
Heavy prices were reduced significantly to 
the US and Europe. The discount to Brent 
for Arab Heavy delivered to Europe rose 
from $3.90 to $6.40 per barrel. The discount 
of Arab Heavy delivered to the US Gulf 
changed from $3.50 to $4.10 per barrel 
compared to the Argus Sour Crude Index. 

The latter adjustment should assure the con-
tinued flow of Saudi crude to the Gulf. 

Meanwhile, one client forwarded a Reu-
ters story indicating that several cargos from 
Nigeria for October delivery remained un-
sold. The Argus Crude report confirmed 
this, although it appears buyers are being 
found. However, the discount between Dat-
ed Brent and West African crudes has de-
clined. 

More significantly, Argus Crude report-
ed that the American Phoenix, a US-flagged 
tanker built for the Alaskan trade had deliv-
ered 339,000 barrels of crude to the Phil-
lips 66 Bayway Refinery from Texas. The 
Argus Crude editors calculated the transpor-
tation cost at around $3.60 per barrel.5 This 
suggests that some US crude will move to 
eastern refineries via tankers no longer 
needed in Alaska due to declining ANS vol-
umes. It also suggests that African producers 
may need to discount crudes to Brent by 
several dollars per barrel if they want to re-
tain US customers. 

We will write more on changing logistics 
in the next few weeks. However, the in-
creased need to find markets felt by West 
African producers echoes the need felt by 
small producers in 1985. Today as in that 
year, pressures on these producers will lead 
to lower prices.  

Real pressure on prices will come this 
spring with the normal downturn in seasonal 
demand. As in 1986, the world will go into 
the season with relatively high crude inven-
tories at a time when global consumption 
normally drops. The need for oil from OPEC 
could really fall if the seasonal decrease is 
augmented by a global economic slowdown. 
As in 1985, firms such as Global Partners 

                                                 
5 Argus Crude, September 7, 2012. 
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LP are wise to keep stocks low. The short-
term outlook is not good.  

This brings us full circle to the drop in 
the BP Royalty Trust (BPT) share price. We 
think BPT investors at the end of August 
took a hard look at the global situation and 
decided to take profits. 


