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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-K

(Mark One)
x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2007

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from          to          

Commission File Number: 1-8424

Sabine Royalty Trust
(Exact name of registrant as specified in its charter)

Texas 75-6297143
(State or other jurisdiction

of incorporation or organization)
(I.R.S. Employer
Identification No.)

Trust Division
U.S. Trust, Bank of America
Private Wealth Management

Bank of America Plaza
17th Floor

901 Main Street
Dallas, Texas

(Address of principal executive offices)
75202

(Zip Code)

Registrant�s telephone number, including area code: (214) 209-2400

Securities registered pursuant to Section 12(b) of the Act:

Name of Each Exchange
Title of Each Class on Which Registered

Units of Beneficial Interest New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

     Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes x   No o   

     Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15 (d) of the
Act. Yes o   No x   
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     Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x   No o

     Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant�s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. x

     Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated
filer or a smaller reporting company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller
reporting company� in Rule 12b-2 of the Exchange Act (check one):

Large accelerated filer o  Accelerated filer x  Non-accelerated filer o  Smaller reporting company o

     Indicate by check mark whether the registrant is a shell company (as defined in Rule b-2 of the Act). Yes o   No x   

     The aggregate market value of units of beneficial interest of the registrant (based on the closing sale price on the
New York Stock Exchange as of the last business day of its most recently completed second fiscal quarter) held by
non-affiliates of the registrant was approximately $612 million.

     At March 13, 2008, there were 14,579,345 units of beneficial interest outstanding.

DOCUMENTS INCORPORATED BY REFERENCE
None
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PART I

Item 1. Business.

DESCRIPTION OF THE TRUST

Sabine Royalty Trust (the �Trust�) is an express trust formed under the laws of the State of Texas by the Sabine
Corporation Royalty Trust Agreement (the �Trust Agreement�) made and entered into effective as of December 31,
1982, between Sabine Corporation, as trustor, and InterFirst Bank Dallas, N.A. (�InterFirst�), as trustee. The current
trustee of the Trust is Bank of America, N.A. (as successor to NationsBank, N.A.) (�Bank of America�). In accordance
with the successor trustee provisions of the Trust Agreement, Bank of America, as trustee of the Trust (the �Trustee�), is
subject to all the terms and conditions of the Trust Agreement. In 2007 the Bank of America private wealth
management group officially became known as �U.S. Trust, Bank of America Private Wealth Management.� The legal
entity that serves as Trustee of the Trust did not change, and references in this Form 10-K to U.S. Trust, Bank of
America Private Wealth Management shall describe the legal entity Bank of America, N.A. The principal office of the
Trust (sometimes referred to herein as the �Registrant�) is located at Bank of America Plaza, 17th Floor, 901 Main
Street, Dallas, Texas 75202. The telephone number of the Trust is (214) 209-2400.

The Trust maintains an Internet website, and as a result, reports such as its annual reports on Form 10-K, quarterly
reports on Form 10-Q, current reports on Form 8-K, and amendments to such reports filed or furnished pursuant to
Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended, will now be made available at
http://www.sbr-sabineroyalty.com as soon as reasonably practicable after such information is electronically filed with
or furnished to the SEC.

On November 12, 1982, the shareholders of Sabine Corporation approved and authorized Sabine Corporation�s transfer
of royalty and mineral interests, including landowner�s royalties, overriding royalty interests, minerals (other than
executive rights, bonuses and delay rentals), production payments and any other similar, nonparticipatory interests, in
certain producing and proved undeveloped oil and gas properties located in Florida, Louisiana, Mississippi,
New Mexico, Oklahoma and Texas (the �Royalty Properties�) to the Trust. The conveyances of the Royalty Properties
to the Trust were effective with respect to production as of 7:00 a.m. (local time) on January 1, 1983.

In order to avoid uncertainty under Louisiana law as to the legality of the Trustee�s holding record title to the Royalty
Properties located in that state, title to such properties has historically been held by a separate trust formed under the
laws of Louisiana, the sole beneficiary of which was the Trust. Sabine Louisiana Royalty Trust was a passive entity,
with the trustee thereof, Hibernia National Bank in New Orleans, having only such powers as were necessary for the
collection of and distribution of revenues from and the protection of the Royalty Properties located in Louisiana and
the payment of liabilities of Sabine Louisiana Royalty Trust. On December 31, 2001, Bank of America, N.A. assumed
the duties as Trustee of the Sabine Louisiana Royalty Trust, since Louisiana law now permits an out-of-state bank to
act in this capacity. A separate trust also was established to hold record title to the Royalty Properties located in
Florida. Legislation was adopted in Florida in 1992 that eliminated the provision of Florida law that prohibited the
Trustee from holding record title to the Royalty Properties located in that state. In November 1993, record title to the
Royalty Properties held by the trustee of Sabine Florida Land Trust was transferred to the Trustee. As used herein, the
term �Royalty Properties� includes the Royalty Properties held directly by the Trust and the Royalty Properties located
in Louisiana and Florida that were held indirectly through the Trust�s ownership of 100 percent beneficial interest of
Sabine Louisiana Royalty Trust and Sabine Florida Land Trust. In discussing the Trust, this report disregards the
technical ownership formalities described in this paragraph, which have no effect on the tax or accounting treatment of
the Royalty Properties, since the observance thereof would significantly complicate the information presented herein

Edgar Filing: SABINE ROYALTY TRUST - Form 10-K

Table of Contents 6



without any corresponding benefit to Unit holders.

Certificates evidencing units of beneficial interest (the �Units�) in the Trust were mailed on December 31, 1982 to the
shareholders of Sabine Corporation of record on December 23, 1982, on the basis of one
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Unit for each outstanding share of common stock of Sabine Corporation. The Units are listed and traded on the
New York Stock Exchange under the symbol �SBR.�

In May 1988, Sabine Corporation was acquired by Pacific Enterprises, a California corporation. Through a series of
mergers, Sabine Corporation was merged into Pacific Enterprises Oil Company (USA) (�Pacific (USA)�), a California
corporation and a wholly owned subsidiary of Pacific Enterprises, effective January 1, 1990. This acquisition and the
subsequent mergers had no effect on the Units. Pacific (USA), as successor to Sabine Corporation, assumed by
operation of law all of Sabine Corporation�s rights and obligations with respect to the Trust. References herein to
Pacific (USA) shall be deemed to include Sabine Corporation where appropriate.

In connection with the transfer of the Royalty Properties to the Trust upon its formation, Sabine Corporation had
reserved to itself all executive rights, including rights to execute leases and to receive bonuses and delay rentals. In
January 1993, Pacific (USA) completed the sale of substantially all of Pacific (USA)�s producing oil and gas assets to
Hunt Oil Company. The sale did not include the executive rights relating to the Royalty Properties, and Pacific
(USA)�s ownership of such rights was not affected by the sale.

The following summaries of certain provisions of the Trust Agreement are qualified in their entirety by reference to
the Trust Agreement itself, which is an exhibit to the Form 10-K and available upon request from the Trustee. The
definitions, formulas, accounting procedures and other terms governing the Trust are complex and extensive and no
attempt has been made below to describe all such provisions. Capitalized terms not otherwise defined herein are used
with the meanings ascribed to them in the Trust Agreement.

Assets of the Trust

The Royalty Properties are the only assets of the Trust, other than cash being held for the payment of expenses and
liabilities and for distribution to the Unit holders. Pending such payment of expenses and distribution to Unit holders,
cash may be invested by the Trustee only in certificates of deposit, United States government securities or repurchase
agreements secured by United States government securities. See �Duties and Limited Powers of Trustee� below.

Liabilities of the Trust

Because of the passive nature of the Trust�s assets and the restrictions on the power of the Trustee to incur obligations,
it is anticipated that the only liabilities the Trust will incur are those for routine administrative expenses, such as
insurance and trustee�s fees, accounting, engineering, legal and other professional fees. The total general and
administrative expenses of the Trust for 2007 were $2,197,747 of which, pursuant to the terms of the Trust
Agreement, $332,928 was paid to U.S. Trust, Bank of America Private Wealth Management, as Trustee, and $998,758
was paid to U.S. Trust, Bank of America Private Wealth Management, as escrow agent.

Duties and Limited Powers of Trustee

The duties of the Trustee are specified in the Trust Agreement and by the laws of the State of Texas. The basic
function of the Trustee is to collect income from the Trust properties, to pay out of the Trust�s income and assets all
expenses, charges and obligations, and to pay available income to Unit holders. Since Pacific (USA) has retained the
executive rights with respect to the minerals included in the Royalty Properties and the right to receive any future
bonus payments or delay rentals resulting from leases with respect to such minerals, the Trustee is not required to
make any investment or operating decision with respect to the Royalty Properties.

The Trust has no employees. Administrative functions of the Trust are performed by the Trustee.
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The Trustee has the discretion to establish a cash reserve for the payment of any liability that is contingent or
uncertain in amount or that otherwise is not currently due and payable. The Trustee has the power to borrow funds
required to pay liabilities of the Trust as they become due and pledge or otherwise encumber the
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Trust�s properties if it determines that the cash on hand is insufficient to pay such liabilities. Borrowings must be
repaid in full before any further distributions are made to Unit holders. All distributable income of the Trust is
distributed on a monthly basis. The Trustee is required to invest any cash being held by it for distribution on the next
Distribution Date or as a reserve for liabilities in certificates of deposit, United States government securities or
repurchase agreements secured by United States government securities. The Trustee furnishes Unit holders with
periodic reports. See �Item 1 � Description of Units � Reports to Unit Holders.�

The Trust Agreement grants the Trustee only such rights and powers as are necessary to achieve the purposes of the
Trust. The Trust Agreement prohibits the Trustee from engaging in any business, commercial or, with certain
exceptions, investment activity of any kind and from using any portion of the assets of the Trust to acquire any oil and
gas lease, royalty or other mineral interest other than the Royalty Properties. The Trustee may sell Trust properties
only as authorized by a vote of the Unit holders, or when necessary to provide for the payment of specific liabilities of
the Trust then due or upon termination of the Trust. Pledges or other encumbrances to secure borrowings are permitted
without the authorization of Unit holders if the Trustee determines such action is advisable. Any sale of Trust
properties must be for cash unless otherwise authorized by the Unit holders or unless the properties are being sold to
provide for the payment of specific liabilities of the Trust then due, and the Trustee is obligated to distribute the
available net proceeds of any such sale to the Unit holders.

Liabilities of Trustee

The Trustee is to be indemnified out of the assets of the Trust for any liability, expense, claim, damage or other loss
incurred by it in the performance of its duties unless such loss results from its negligence, bad faith or fraud or from its
expenses in carrying out such duties exceeding the compensation and reimbursement it is entitled to under the Trust
Agreement. The Trustee can be reimbursed out of the Trust assets for any liability imposed upon the Trustee for its
failure to ensure that the Trust�s liabilities are satisfiable only out of Trust assets. In no event will the Trustee be
deemed to have acted negligently, fraudulently or in bad faith if it takes or suffers action in good faith in reliance upon
and in accordance with the advice of parties considered to be qualified as experts on the matters submitted to them.
The Trustee is not entitled to indemnification from Unit holders except in certain limited circumstances related to the
replacement of mutilated, destroyed, lost or stolen certificates. See �Item 1 � Description of Units � Liability of Unit
Holders.�

Duration of Trust

The Trust is irrevocable and Pacific (USA) has no power to terminate the Trust or, except with respect to certain
corrective amendments, to alter or amend the terms of the Trust Agreement. The Trust will exist until it is terminated
by (i) two successive fiscal years in which the Trust�s gross revenues from the Royalty Properties are less than
$2,000,000 per year, (ii) a vote of Unit holders as described below under �Voting Rights of Unit Holders� or
(iii) operation of provisions of the Trust Agreement intended to permit compliance by the Trust with the �rule against
perpetuities.�

Upon the termination of the Trust, the Trustee will continue to act in such capacity until all the assets of the Trust are
distributed. The Trustee will sell all Trust properties for cash (unless the Unit holders authorize the sale for a specified
non-cash consideration, in which event the Trustee may, but is not obligated to, consummate such non-cash sale) in
one or more sales and, after satisfying all existing liabilities and establishing adequate reserves for the payment of
contingent liabilities, will distribute all available proceeds to the Unit holders.

Voting Rights of Unit Holders
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Although Unit holders possess certain voting rights, their voting rights are not comparable to those of shareholders of
a corporation. For example, there is no requirement for annual meetings of Unit holders or for annual or other periodic
re-election of the Trustee.
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The Trust Agreement may be amended by the affirmative vote of a majority of the outstanding Units at any duly
called meeting of Unit holders. However, no such amendment may alter the relative rights of Unit holders unless
approved by the affirmative vote of 100 percent of the Unit holders and by the Trustee. In addition, certain special
voting requirements can be amended only if such amendment is approved by the holders of at least 80 percent of the
outstanding Units and by the Trustee.

Removal of the Trustee requires the affirmative vote of the holders of a majority of the Units represented at a duly
called meeting of Unit holders. In the event of a vacancy in the position of Trustee or if the Trustee has given notice of
its intention to resign, a successor trustee of the Trust may be appointed by similar voting approval of the Unit
holders.

The sale of all or any part of the assets of the Trust must be authorized by the affirmative vote of the holders of a
majority of the outstanding Units. However, the Trustee may, without a vote of the Unit holders, sell all or any part of
the Trust assets upon termination of the Trust or otherwise if necessary to provide for the payment of specific
liabilities of the Trust then due. The Trust can be terminated by the Unit holders only if the termination is approved by
the holders of a majority of the outstanding Units.

Meetings of Unit holders may be called by the Trustee at any time at its discretion and must be called by the Trustee at
the written request of holders of not less than 10 percent of the then outstanding Units. The presence of a majority of
the outstanding Units is necessary to constitute a quorum and Unit holders may vote in person or by proxy.

Notice of any meeting of Unit holders must be given not more than 60 nor less than 20 days prior to the date of such
meeting. The notice must state the purposes of the meeting and no other matter may be presented or acted upon at the
meeting.

DESCRIPTION OF UNITS

Each Unit represents an equal undivided share of beneficial interest in the Trust and is evidenced by a transferable
certificate issued by the Trustee. Each Unit entitles its holder to the same rights as the holder of any other Unit, and
the Trust has no other authorized or outstanding class of equity security. At March 13, 2008, there were 14,579,345
Units outstanding.

The Trust may not issue additional Units unless such issuance is approved by the holders of at least 80 percent of the
outstanding Units and by the Trustee. Under limited circumstances, Units may be redeemed by the Trust and canceled.
See �Possible Divestiture of Units� below.

Distributions of Net Income

The identity of Unit holders entitled to receive distributions of Trust income and the amounts thereof are determined
as of each Monthly Record Date. Unit holders of record as of the Monthly Record Date (the 15th day of each calendar
month except in limited circumstances) are entitled to have distributed to them the calculated Monthly Income
Amount for the related Monthly Period no later than 10 business days after the Monthly Record Date. The Monthly
Income Amount is the excess of (i) revenues from the Trust properties plus any decrease in cash reserves previously
established for contingent liabilities and any other cash receipts of the Trust over (ii) the expenses and payments of
liabilities of the Trust plus any increase in cash reserves for contingent liabilities.

Transfer
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Units are transferable on the records of the Trustee upon surrender of any certificate in proper form for transfer and
compliance with such reasonable regulations as the Trustee may prescribe. No service charge is made to the transferor
or transferee for any transfer of a Unit, but the Trustee may require payment of a sum sufficient to cover any tax or
governmental charge that may be imposed in relation to such transfer. Until any such transfer, the Trustee may
conclusively treat the holder of a Unit shown by its records as the owner of that
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Unit for all purposes. Any such transfer of a Unit will, as to the Trustee, vest in the transferee all rights of the
transferor at the date of transfer, except that the transfer of a Unit after the Monthly Record Date for a distribution will
not transfer the right of the transferor to such distribution.

The transfer of Units by gift and the transfer of Units held by a decedent�s estate, and distributions from the Trust in
respect thereof, may be restricted under applicable state law. See �Item 1 � State Law and Tax Considerations.�

BNY Mellon Shareholder Services serves as transfer agent and registrar for the Units.

Reports to Unit Holders

As promptly as practicable following the end of each fiscal year, the Trustee mails to each person who was a Unit
holder on any Monthly Record Date during such fiscal year, a report showing in reasonable detail on a cash basis the
receipts and disbursements and income and expenses of the Trust for federal and state tax purposes for each Monthly
Period during such fiscal year and containing sufficient information to enable Unit holders to make all calculations
necessary for federal and state tax purposes. As promptly as practicable following the end of each of the first three
fiscal quarters of each year, the Trustee mails a report for such fiscal quarter showing in reasonable detail on a cash
basis the assets and liabilities, receipts and disbursements, and income and expenses of the Trust for such fiscal
quarter to Unit holders of record on the last Monthly Record Date immediately preceding the mailing thereof. Within
120 days following the end of each fiscal year, or such shorter period as may be required by the New York Stock
Exchange, the Trustee mails to Unit holders of record on the last Monthly Record Date immediately preceding the
mailing thereof, an annual report containing audited financial statements of the Trust and an audited statement of fees
and expenses paid by the Trust to Bank of America, as Trustee and escrow agent. See �Federal Taxation� below.

Each Unit holder and his or her duly authorized agent has the right, during reasonable business hours at his or her own
expense, to examine and make audits of the Trust and the records of the Trustee, including lists of Unit holders, for
any proper purpose in reference thereto.

Widely Held Fixed Investment Trust Reporting Information

The Trustee assumes that some Trust Units are held by a middleman, as such term is broadly defined in U.S. Treasury
Regulations (and includes custodians, nominees, certain joint owners, and brokers holding an interest for a custodian
in street name). Therefore, the Trustee considers the Trust to be a non-mortgage widely held fixed investment trust
(�WHFIT�) for U.S. federal income tax purposes. U.S. Trust, Bank of America Private Wealth Management, 901 Main
Street, 17th Floor, Dallas, Texas 75202, telephone number (214) 209-2400, is the representative of the Trust that will
provide tax information beginning with the 2008 tax year in accordance with applicable U.S. Treasury Regulations
governing the information reporting requirements of the Trust as a WHFIT.

Liability of Unit Holders

As regards the Unit holders, the Trustee, in engaging in any activity or transaction that results or could result in any
kind of liability, will be fully liable if the Trustee fails to take reasonable steps necessary to ensure that such liability is
satisfiable only out of the Trust assets (even if the assets are inadequate to satisfy the liability) and in no event out of
amounts distributed to, or other assets owned by, Unit holders. However, the Trust might be held to constitute a �joint
stock company� under Texas law, which is unsettled on this point, and therefore a Unit holder may be jointly and
severally liable for any liability of the Trust if the satisfaction of such liability was not contractually limited to the
assets of the Trust and the assets of both the Trust and the Trustee are not adequate to satisfy such liability. In view of
the substantial value and passive nature of the Trust assets, the restrictions on the power of the Trustee to incur
liabilities and the required financial net worth of any trustee of the Trust, the imposition of any liability on a Unit
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Possible Divestiture of Units

The Trust Agreement imposes no restrictions based on nationality or other status of the persons or entities which are
eligible to hold Units. However, the Trust Agreement provides that if at any time the Trust or the Trustee is named a
party in any judicial or administrative proceeding seeking the cancellation or forfeiture of any property in which the
Trust has an interest because of the nationality, or any other status, of any one or more Unit holders, the following
procedure will be applicable:

1. The Trustee will give written notice to each holder whose nationality or other status is an issue in the proceeding of
the existence of such controversy. The notice will contain a reasonable summary of such controversy and will
constitute a demand to each such holder that he or she dispose of his or her Units within 30 days to a party not of the
nationality or other status at issue in the proceeding described in the notice.

2. If any holder fails to dispose of his or her Units in accordance with such notice, the Trustee shall have the
preemptive right to redeem and shall redeem, at any time during the 90-day period following the termination of the
30-day period specified in the notice, any Unit not so transferred for a cash price equal to the closing price of the Units
on the stock exchange on which the Units are then listed or, in the absence of any such listing, the mean between the
closing bid and asked prices for the Units in the over-the-counter market, as of the last business day prior to the
expiration of the 30-day period stated in the notice.

3. The Trustee shall cancel any Unit acquired in accordance with the foregoing procedures.

4. The Trustee may, in its sole discretion, cause the Trust to borrow any amount required to redeem Units.

FEDERAL TAXATION

THE TAX CONSEQUENCES TO A UNIT HOLDER OF THE OWNERSHIP AND SALE OF UNITS WILL
DEPEND IN PART ON THE UNIT HOLDER�S TAX CIRCUMSTANCES. EACH UNIT HOLDER SHOULD
THEREFORE CONSULT THE UNIT HOLDER�S TAX ADVISOR ABOUT THE FEDERAL, STATE AND
LOCAL TAX CONSEQUENCES TO THE UNIT HOLDER OF THE OWNERSHIP OF UNITS.

In May 1983, the Internal Revenue Service (the �Service�) ruled that the Trust would be classified as a grantor trust for
federal income tax purposes and not as an association taxable as a corporation. Accordingly, the income and
deductions of the Trust are reportable directly by Unit holders for federal income tax purposes. The Service also ruled
that Unit holders would be entitled to deduct cost depletion with respect to their investment in the Trust and that the
transfer of a Unit in the Trust would be considered to be a transfer of a proportionate part of the properties held by the
Trust.

Transferees of Units transferred after October 11, 1990, may be eligible to use the percentage depletion deduction on
oil and gas income thereafter attributable to such Units, if the percentage depletion deduction would exceed cost
depletion. A Unit holder generally would not have claimed percentage depletion deductions for 1990 or any
subsequent year because cost depletion generally has exceeded percentage depletion.

If a taxpayer disposes of any �section 1254 property� (certain oil, gas, geothermal or other mineral property), and if the
adjusted basis of such property includes adjustments for deductions for depletion under section 611 of the Internal
Revenue Code (the �Code�) (discussed above), the taxpayer generally must recapture the amount deducted for depletion
in ordinary income (to the extent of gain realized on the disposition of the property). This depletion recapture rule
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applies to any disposition of property that was placed in service by the taxpayer after December 31, 1986. Detailed
rules set forth in Sections 1.1254-1 through 1.1254-6 of the United States Treasury regulations govern dispositions of
property after March 13, 1995. The Service will likely take the position that a Unit holder who purchases a Unit
subsequent to December 31, 1986, must recapture depletion upon the disposition of that Unit.
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In order to facilitate creation of the Trust and to avoid the administrative expense and inconvenience of daily reporting
to Unit holders by the Trustee, the conveyances by Sabine Corporation of the Royalty Properties located in five of the
six states (Florida, Mississippi, New Mexico, Oklahoma, and Texas) provided for the execution of an escrow
agreement by Sabine Corporation and InterFirst (the initial trustee of the Trust), in its capacities as trustee of the Trust
and as escrow agent. The conveyances by Sabine Corporation of the Royalty Properties located in Louisiana provided
for the execution of a substantially identical escrow agreement by Sabine Corporation and Hibernia National Bank in
New Orleans, in the capacities of escrow agent and of trustee of Sabine Louisiana Royalty Trust. The Trust now only
has one escrow agent, which is the Trustee, and a single escrow agreement.

Pursuant to the terms of the escrow agreement and the conveyances of the Royalty Properties, the proceeds of
production from the Royalty Properties for each calendar month, and interest thereon, are collected by the escrow
agent and are paid to and received by the Trust only on the next Monthly Record Date. The escrow agent has agreed to
endeavor to assure that it incurs and pays expenses and fees for each calendar month only on the next Monthly Record
Date. The Trust Agreement also provides that the Trustee is to endeavor to assure that income of the Trust will be
accrued and received and expenses of the Trust will be incurred and paid only on each Monthly Record Date.

Assuming that the escrow arrangement is recognized for federal income tax purposes and that the Trustee, as escrow
agent, is able to control the timing of income and expenses, as stated above, cash and accrual basis Unit holders
should be treated as realizing income only on each Monthly Record Date. The Trustee, as escrow agent, may not be
able to cause third party expenses to be incurred on each Monthly Record Date in all instances. Cash basis Unit
holders, however, should be treated as having paid all expenses and fees only when such expenses and fees are
actually paid. Even if the escrow arrangement is recognized for federal income tax purposes, however, accrual basis
Unit holders might be considered to have accrued expenses when such expenses are incurred rather than on each
Monthly Record Date when paid.

No ruling was requested from the Service with respect to the effect of the escrow arrangements when established. Due
to the absence of direct authority and the factual nature of the characterization of the relationship among the escrow
agents, Pacific (USA) and the Trust, no opinion was expressed by legal counsel with respect to the tax consequences
of the escrow arrangements. If the escrow arrangement is recognized, the income from the Royalty Properties for a
calendar month and interest income thereon will be taxed to the holder of the Unit on the next Monthly Record Date
without regard to the ownership of the Unit prior to that date. The Trustee is treating the escrow arrangement as
effective for tax purposes and furnishes tax information to Unit holders on that basis.

The Service might take the position that the escrow arrangement should be ignored for federal tax purposes. In such
case, the Trustee could be required to report the proceeds from production and interest income thereon to the Unit
holders on a daily basis, in accordance with their method of accounting, as the proceeds from production and interest
thereon were received or accrued by the escrow agent. Such reporting could impact who is taxed on the production
and interest income and result in a substantial increase in the administrative expenses of the Trust. In the event of a
transfer of a Unit, the income and the depletion deduction attributable to the Royalty Properties for the period up to
the date of transfer would be allocated to the transferor, and the income and depletion deduction attributable to the
Royalty Properties on and after the date of transfer would be allocated to the transferee. Such allocation would be
required even though the transferee was the holder of the Unit on the next Monthly Record Date and, therefore, would
be entitled to the monthly income distribution. Thus, if the escrow arrangement is not recognized, a mismatching of
the monthly income distribution and the Unit holder�s taxable income and deductions could occur between a transferor
and a transferee upon the transfer of a Unit.

Unit holders of record on each Monthly Record Date are entitled to receive monthly distributions. See �Description of
Units � Distributions of Net Income� above. The terms of the escrow agreement and the Trust Agreement, as described
above, seek to assure that taxable income attributable to such distributions will be reported by the Unit holder who
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record on the Monthly Record Date. In certain circumstances, however, a Unit holder may be required to report
taxable income attributable to his or her Units but the Unit holder will not receive the distribution attributable to such
income. For example, if the Trustee establishes a reserve or borrows money to satisfy debts and liabilities of the Trust,
income used to establish such reserve or to repay such loan will be reported by the Unit holder, even though such
income is not distributed to the Unit holder.

Interest and royalty income attributable to ownership of Units and any gain on the sale thereof are considered portfolio
income, and not income from a �passive activity,� to the extent a Unit holder acquires and holds Units as an investment
and did not acquire them in the ordinary course of a trade or business. Therefore, interest and royalty income
attributable to ownership of Units generally may not be offset by losses from any passive activities.

Individuals may deduct �miscellaneous itemized deductions� (including, in general, investment expenses) only to the
extent that such expenses exceed 2 percent of the individual�s adjusted gross income. Although there are exceptions to
the 2 percent limitation, authority suggests that no exceptions apply to expenses passed through from a grantor trust,
like the Trust. Unit holders itemizing deductions will also be subject to limitations on taking such deductions if the
Unit holder�s adjusted gross income exceeds a threshold amount, which is $156,400 for 2007 and $159,950 for 2008 (if
married, filing jointly).

The foregoing summary is not exhaustive and does not purport to be complete. Many other provisions of the federal
tax laws may affect individual Unit holders. Each Unit holder should consult his or her personal tax adviser with
respect to the effects of his or her ownership of Units on his or her personal tax situation.

STATE TAX CONSIDERATIONS

THE FOLLOWING IS INTENDED AS A BRIEF SUMMARY OF CERTAIN INFORMATION REGARDING
STATE INCOME TAXES AND OTHER STATE TAX MATTERS AFFECTING THE TRUST AND THE
UNIT HOLDERS. UNIT HOLDERS SHOULD CONSULT THE UNIT HOLDER�S TAX ADVISOR
REGARDING STATE INCOME TAX FILING AND COMPLIANCE MATTERS.

Texas. Texas does not impose an income tax. Therefore, no part of the income produced by the Trust is subject to an
income tax in Texas. However, beginning with tax year 2007 (and earlier for certain fiscal year taxpayers), the new
Texas margin tax applies to almost all entities with liability protection (including trusts). The Texas margin tax is a
significant change in Texas tax law. Trusts that receive at least 90% of their federal gross income from designated
passive sources, including royalties from mineral properties and other non-operated mineral interest income, and do
not receive more than 10% of their income from operating an active trade or business, are generally exempt from the
Texas margin tax as �passive entities.� The Trust should meet the requirements for being considered a �passive entity� for
Texas margin tax purposes and, therefore, it should be exempt from the Texas margin tax. If exempt from Texas
margin tax at the Trust level as a passive entity, each Unit holder that is considered a taxable entity under the Texas
margin tax would generally be required to include its Texas portion of Trust revenues in its own Texas margin tax
computation. This revenue would be sourced to Texas under new Texas Comptroller guidance that provides such
income is sourced according to the principal place of business of the Trust, which is Texas. Under certain
circumstances, Texas inheritance tax may be applicable to property in Texas (including intangible personal property
such as the Units) of both resident and nonresident decedents.

Louisiana. The Trustee is required to file with Louisiana a return reflecting the income of the Trust attributable to
mineral interests located in Louisiana. Both Louisiana resident and non-resident Unit holders may be subject to the
Louisiana personal, corporate and/or franchise tax as certain income and expenses from the Trust are from sources
within Louisiana. Units held by residents of Louisiana, to the extent that they represent a proportionate share of
mineral royalties from mineral interests located in Louisiana, are subject to Louisiana probate, community property,
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property or forced heirship rules, and Units transferred inter vivos by non-domiciliaries of Louisiana generally are not
subject to Louisiana gift tax. Effective January 1, 2008, no Louisiana inheritance tax is due for decedents� deaths
occurring after June 30, 2004, regardless of the date on which the succession of the decedent�s estate is opened.
Additionally, on and after January 1, 2008, inheritance tax returns are not required and other succession-related
documents are not required to be filed with the Louisiana Department of Revenue for deaths occurring after June 30,
2004. Persons who paid Louisiana inheritance taxes based on deaths occurring after June 30, 2004 can file a refund for
those taxes with the Louisiana Department of Revenue between August 1, 2008 and December 31, 2009. The
Louisiana Department of Revenue will not process these refund claims before August 1, 2008.

Florida, Mississippi, New Mexico and Oklahoma. Florida does not have a personal income tax. Florida imposes an
income tax on resident and nonresident corporations (except for S corporations not subject to the built-in gains tax or
passive investment income tax), which will be applicable to royalty income allocable to a corporate Unit holder from
properties located within Florida. Mississippi, New Mexico and Oklahoma each impose an income tax applicable to
both resident and nonresident individuals and/or corporations (subject to certain exceptions for S corporations and
limited liability companies, depending on their treatment for federal tax purposes), which will be applicable to royalty
income allocable to a Unit holder from properties located within these states. Although the Trust may be required to
file information returns with taxing authorities in those states and provide copies of such returns to the Unit holders,
the Trust should be considered a grantor trust for state income tax purposes and the Royalty Properties that are located
in such states should be considered economic interests in minerals for state income tax purposes.

Generally, the state income tax due by nonresidents in all of the aforementioned states is computed as a percentage of
taxable income attributable to the particular state. By contrast, residents are taxed on their taxable income from all
sources, wherever earned. Furthermore, even though state laws vary, taxable income for state purposes is often
computed in a manner similar to the computation of taxable income for federal income tax purposes. Some of these
states give credit for taxes paid to other states by their residents on income from sources in those other states. In
certain of these states, a Unit holder is required to file a state income tax return if income is attributable to the Unit
holder even though no tax is owed.

Both New Mexico and Oklahoma impose a withholding tax on payments of oil and gas proceeds derived from royalty
interests. To reduce the administrative burden imposed by these rules, the Trustee has opted to allow the payors of oil
and gas proceeds to withhold on royalty payments made to the Trust. The Trust will then file New Mexico and
Oklahoma tax returns, obtain a refund, and distribute that refund to Unit holders.

Withholding at the Trust level reduces the amount of cash available for distribution to Unit holders. Unit holders who
transfer their Units before either the New Mexico or Oklahoma tax refunds are received by the Trust or after the
refunds are received but before the next Monthly Record Date will not receive any portion of the refund. As a result,
such Unit holders may incur a double tax � first through the reduced distribution received from the Trust and second by
the tax payment made directly to New Mexico or Oklahoma with the filing of their New Mexico or Oklahoma income
tax returns.

REGULATION AND PRICES

Regulation

General

Exploration for and production and sale of oil and gas are extensively regulated at the national, state and local levels.
Oil and gas development and production activities are subject to state law, regulation and orders of regulatory bodies
pursuant thereto. These laws may govern a wide variety of matters, including allowable rates of production,
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Laws affecting the oil and gas industry and the distribution of its products are under constant review for amendment or
expansion, frequently increasing the regulatory burden. Numerous governmental departments and agencies are
authorized by statute to issue and have issued rules and regulations binding on the oil and gas industry which often are
difficult and costly to comply with and which carry substantial penalties for the failure to comply.

Natural Gas

Prices for the sale of natural gas, like the sale of other commodities, are governed by the marketplace and the
provisions of applicable gas sales contracts. The Federal Energy Regulatory Commission (�FERC�), which principally
is responsible for regulating interstate transportation and the sale of natural gas, has taken significant steps in the
implementation of a policy to restructure the natural gas pipeline industry to promote full competition in the sales of
natural gas, so that all natural gas suppliers, including pipelines, can compete equally for sales customers. This policy
has been implemented largely through restructuring proceedings and is subject to continuing refinement. The effects
of this policy are now presumably fully reflected in the natural gas markets. The current policy of FERC continues to
promote increased competition among gas industry participants. Accordingly, various regulations and orders have
been proposed and implemented to encourage nondiscriminatory open-access transportation by interstate pipelines
and to provide for the unbundling of pipeline services so that such services may also be furnished by nonpipeline
suppliers on a competitive basis.

There are many other statutes, rules, regulations and orders that affect the pricing or transportation of natural gas.
Some of the provisions are and will be subject to court or administrative review. Consequently, uncertainty as to the
ultimate impact of these regulatory provisions on the prices and production of natural gas from the Royalty Properties
is expected to continue for the foreseeable future.

Prices

Oil

The Trust�s average per barrel oil price increased from $54.71 in 2006 to $58.35 in 2007. The Trustee believes that the
international instability all year coupled with increasing global demand and supply shortage concerns along with
inadequate sour crude refining capacity led to the increase in the price of oil. At times in 2007 oil prices soared to
nearly $100 per barrel.

Natural Gas

Natural gas prices, which once were determined largely by governmental regulations, are now being governed by the
marketplace. Substantial competition in the natural gas marketplace continues. In addition, competition with
alternative fuels persists. The average price received by the Trust in 2007 on natural gas volumes sold of $6.34 per
Mcf represented a significant decrease from the $7.19 per Mcf received in 2006, due largely to warmer than normal
weather in the winter of 2006-2007 and an absence of hurricane activity in the Gulf of Mexico in 2007. The price of
natural gas showed an upward trend toward the end of 2007 due to winter demand.

Environmental Regulation

General. Activities on the Royalty Properties are subject to existing federal, state and local laws (including case law),
rules and regulations governing health, safety, environmental quality and pollution control. It is anticipated that,
absent the occurrence of an extraordinary event, compliance with existing federal, state and local laws, rules and
regulations regulating health, safety, the release of materials into the environment or otherwise relating to the
protection of the environment will not have a material adverse effect upon the Trust or Unit holders. The Trustee

Edgar Filing: SABINE ROYALTY TRUST - Form 10-K

Table of Contents 24



cannot predict what effect additional regulation or legislation, enforcement policies thereunder, and claims for
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Properties could have on the Trust or Unit holders. Even if the Trust were not directly liable for costs or expenses
related to these matters, increased costs of
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compliance could result in wells being plugged and abandoned earlier in their productive lives, with a resulting loss of
reserves and revenues to the Trust.

Superfund. The Comprehensive Environmental Response, Compensation and Liability Act (�CERCLA�), also known as
the �superfund� law, imposes liability, regardless of fault or the legality of the original conduct, on certain classes of
persons that contributed to the release of a �hazardous substance� into the environment. These persons include the
current or previous owner and operator of a site and companies that disposed, or arranged for the disposal, of the
hazardous substance found at a site. CERCLA also authorizes the Environmental Protection Agency and, in some
cases, private parties to take actions in response to threats to the public health or the environment and to seek recovery
from such responsible classes of persons of the costs of such action. In the course of operations, the working interest
owner and/or the operator of Royalty Properties may have generated and may generate wastes that may fall within
CERCLA�s definition of �hazardous substances�. The operator of the Royalty Properties or the working interest owners
may be responsible under CERCLA for all or part of the costs to clean up sites at which such substances have been
disposed. Although the Trust is not the operator of any Royalty Properties, or the owner of any working interest, its
ownership of royalty interests could cause it to be responsible for all or part of such costs to the extent CERCLA
imposes responsibility on parties as �owners.�

Solid and Hazardous Waste. The Royalty Properties have produced oil and/or gas for many years, and, although the
Trust has no knowledge of the procedures followed by the operators of the Royalty Properties in this regard,
hydrocarbons or other solid or hazardous wastes may have been disposed or released on or under the Royalty
Properties by the current or previous operators. Federal, state and local laws applicable to oil- and gas-related wastes
and properties have become increasingly more stringent. Under these laws, removal or remediation of previously
disposed wastes or property contamination could be required.

Item 1A. Risk Factors

Crude oil and natural gas prices are volatile and fluctuate in response to a number of factors; Lower prices
could reduce the net proceeds payable to the Trust and Trust distributions.

The Trust�s monthly distributions are highly dependent upon the prices realized from the sale of crude oil and natural
gas and a material decrease in such prices could reduce the amount of cash distributions paid to Unit holders. Crude
oil and natural gas prices can fluctuate widely on a month-to-month basis in response to a variety of factors that are
beyond the control of the Trust. Factors that contribute to price fluctuation include, among others:

� political conditions in major oil producing regions, especially in the Middle East;

� worldwide economic conditions;

� weather conditions;

� the supply and price of domestic and foreign crude oil or natural gas;

� the level of consumer demand;

� the price and availability of alternative fuels;

� the proximity to, and capacity of, transportation facilities;

� the effect of worldwide energy conservation measures; and
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� the nature and extent of governmental regulation and taxation.

When crude oil and natural gas prices decline, the Trust is affected in two ways. First, net income from the Royalty
Properties is reduced. Second, exploration and development activity by operators on the Royalty Properties may
decline as some projects may become uneconomic and are either delayed or eliminated. It is impossible to predict
future crude oil and natural gas price movements, and this reduces the predictability of future cash distributions to
Unit holders.
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Trust reserve estimates depend on many assumptions that may prove to be inaccurate, which could cause both
estimated reserves and estimated future net revenues to be too high, leading to write-downs of estimated
reserves.

The value of the Units will depend upon, among other things, the reserves attributable to the Royalty Properties. The
calculations of proved reserves and estimating reserves is inherently uncertain. In addition, the estimates of future net
revenues are based upon various assumptions regarding future production levels, prices and costs that may prove to be
incorrect over time.

The accuracy of any reserve estimate is a function of the quality of available data, engineering interpretation and
judgment, and the assumptions used regarding the quantities of recoverable crude oil and natural gas and the future
prices of crude oil and natural gas. Petroleum engineers consider many factors and make many assumptions in
estimating reserves. Those factors and assumptions include:

� historical production from the area compared with production rates from similar producing areas;

� the effects of governmental regulation;

� assumptions about future commodity prices, production and taxes;

� the availability of enhanced recovery techniques; and

� relationships with landowners, working interest partners, pipeline companies and others.

Changes in any of these factors and assumptions can materially change reserve and future net revenue estimates. The
Trust�s estimate of reserves and future net revenues is further complicated because the Trust holds an interest in net
royalties and overriding royalties and does not own a specific percentage of the crude oil or natural gas reserves.
Ultimately, actual production, revenues and expenditures for the Royalty Properties, and therefore actual net proceeds
payable to the Trust, will vary from estimates and those variations could be material. Results of drilling, testing and
production after the date of those estimates may require substantial downward revisions or write-downs of reserves.

The assets of the Trust are depleting assets and, if the operators developing the Royalty Properties do not
perform additional development projects, the assets may deplete faster than expected. Eventually, the assets of
the Trust will cease to produce in commercial quantities and the Trust will cease to receive proceeds from such
assets. In addition, a reduction in depletion tax benefits may reduce the market value of the Units.

The net proceeds payable to the Trust are derived from the sale of depleting assets. The reduction in proved reserve
quantities is a common measure of depletion. Projects, which are determined solely by the operator, on the Royalty
Properties will affect the quantity of proved reserves and can offset the reduction in proved reserves. If the operators
developing the Royalty Properties do not implement additional maintenance and development projects, the future rate
of production decline of proved reserves may be higher than the rate currently expected by the Trust.

Because the net proceeds payable to the Trust are derived from the sale of depleting assets, the portion of distributions
to Unit holders attributable to depletion may be considered a return of capital as opposed to a return on investment.
Distributions that are a return of capital will ultimately diminish the depletion tax benefits available to the Unit
holders, which could reduce the market value of the Units over time. Eventually, the Royalty Properties will cease to
produce in commercial quantities and the Trust will, therefore, cease to receive any distributions of net proceeds
therefrom.
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The market price for the Units may not reflect the value of the royalty interests held by the Trust.

The public trading price for the Units tends to be tied to the recent and expected levels of cash distribution on the
Units. The amounts available for distribution by the Trust vary in response to numerous factors outside the control of
the T
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