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# Notes to Financial Statements

Ky 1. Trust Organization and Provisions

The Permian Basin Royalty Trust ("Trust”) was estab-

lished as of November 1, 1980. Bank of Americq,

N.A. ("Trustee”) is Trustee for the Trust. Southland

Royalty Company (*Southland”) conveyed to the Trust

(1) a 75% net overriding royalty in Southland’s fee
mineral inferest in the Waddell Ranch in Crane County, Texas
(*Waddell Ranch properties”) and (2) a 95% net overriding
royalty carved out of Southland’s major producing royalty
properties in Texas (“Texas Royalty properties”). The net over-
riding royalties above are collectively referred to as
the “Royalties.”

On November 3, 1980, Units of Beneficial Interest
CUnits”) in the Trust were distribufed fo the Trustee for the
benefit of Southland shareholders of record as of November 3,
1980, who received one Unit in the Trust for each share of
Southland common stock held. The Units are traded on the
New York Stock Exchange.

The terms of the Trust Indenture provide, among other
things, that:

M the Trust shall not engage in any business or commercial
activity of any kind or acquire any assets other than those
inifially conveyed fo the Trust;

M the Trustee may nof sell all or any part of the Royalties
unless approved by holders of 75% of all Units outstanding
in which case the sale must be for cash and the proceeds
promptly distributed;

M the Trustee may not sell all or any part of the Royalties
unless approved by holders of 75% of all Units outstanding
in which case the sale must be for cash and
the proceeds promptly distributed;

M the Trustee may establish a cash reserve for the payment of
any liability which is contingent or uncertain in amount;

M the Trustee is authorized fo borrow funds to pay liabilities
of the Trust; and

M the Trustee will make monthly cash distributions to
Unit holders (see Note 2).

2. Net Overriding Royalty Interests and

Distribution to Unit Holders

The amounts to be distributed to Unit holders (*Monthly
Distribution Amounts”) are defermined on a monthly basis.
The Monthly Distribution Amount is an amount equal to the
sum of cash received by the Trustee during a calendar month
attributable to the Royalties, any reduction in cash reserves
and any other cash receipts of the Trust, including interest,
reduced by the sum of liabilities paid and any increase in cash
reserves. If the Monthly Distribution Amount for any monthly
period is a negative number, then the distribution will be

zero for such month. To the extent the distribution amount is

a negative number, that amount will be carried forward and
deducted from future monthly distributions until the cumulative
distribution calculation becomes a positive number, at which
time a distribution will be made. Unit holders of record will be
entitled to receive the calculated Monthly Distribution Amount

for each month on or before 10 business days after the
monthly record date, which is generally the last business day
of each calendar month.

The cash received by the Trustee consists of the
amounts received by owners of the interest burdened by the
Royalties from the sale of production less the sum of applica-
ble taxes, accrued production costs, development and drilling
costs, operating charges and other costs and deductions,
multiplied by 76% in the case of the Waddell Ranch properties
and 95% in the case of the Texas Royalty properties.

The initial carrying value of the Royalties
(§10,975,216) represented Southland’s historical net book
value at the date of the transfer to the Trust. Accumulated
amortization as of December 31, 2008 and 2007, aggregated
$9,804,423 and $9,681,281, respectively.

3. Basis of Accounting

The financial statements of the Trust are prepared on the

following basis:

I Royalty income recorded is the amount computed and paid
by the working interest owner to the Trustee on behalf
of the Trust.

I Trust expenses recorded are based on liabilities paid and
cash reserves established out of cash received or borrowed
funds for liabilities and contingencies.

M Distributions fo Unit holders are recorded when declared
by the Trustee.

The financial statements of the Trust differ from financial

statements prepared in accordance with accounting prin-

ciples generally accepted in the United States of America

("GAAP”) because revenues are not accrued in the month

of production and certain cash reserves may be established

for contingencies which would not be accrued in financial

statements prepared in accordance with GAAP. Amortization

of the Royalfies calculated on a unit-of-production basis is

charged directly to trust corpus. This comprehensive basis of
accounting other than GAAP corresponds fo the accounting
permitted for royalty frusts by the U.S. Securities and Exchange

Commission as specified by Staff Accounting Bulletin Topic

12:E, Financial Statements of Royalty Trusts.

4. New Accounting Pronouncements
In July 2006, the FASB issued FASB Inferpretation No. 48
(*FIN 48"), Accounting for Uncertainty in Income Taxes,
which clarifies the accounting for uncerfainty in income taxes
recognized in the financial statements in accordance with SFAS
No. 109, Accounting for Income Taxes. FIN 48 is effective for
fiscal years beginning after December 15, 2006. The adoption
of this statement did not have an effect on the
Trust's financial statements.

In September 2006, the FASB issued SFAS No. 157,
Fair Value Measurements. This statement defines fair value,
establishes a framework for measuring fair value in gener-
ally accepted accounting principles (GAAP), and expands
disclosures about fair value measurements. This statement
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-, cal years beginning affer November 15, 2007. The
: adoption of this stafement did not have an effect on
A the Trust’s financial stafements. In February 2007, the

- FASB issued SFAS No. 159, The Fair Value Option for

- Financial Assefs and Financial Liabilities-Including an
amendment of FASB Statement No. 115. This statement per-
mits entities to choose to measure many financial instruments
and certain other items at fair value. This statement is effective
as of the beginning of an entity’s first fiscal year that begins
after November 15, 2007. The adoption of this statement did
not have an effect on the Trust's financial statements.

In December 2007 the FASB issued SFAS No. 141(R),
Business Combinations. This statement requires the acquir-
ing entity in a business combination to recognize the full
fair value of assets acquired and liabilities assumed in the
transaction (whether a full or partial acquisition); establishes
the acquisition-date fair value as the measurement objec-
tive for all assets acquired and liabilities assumed; requires
expensing of most fransaction and restructuring costs;
and requires the acquirer fo disclose fo investors and
other users all of the information needed fo evaluate and
understand the nature and financial effect of the business
combination. This statement applies prospectively to business
combinations for which the acquisition date is on or after
January 1, 2009. The Trustee does not believe that the adop-
tion of this statement will have a material effect on the Trust’s
financial statements.

In December 2007, the FASB issued SFAS No. 160,
Noncontrolling Interests in Consolidated Financial
Statements—an amendment of Accounting Research Bulletin
No. 51. This stafement requires reporting entities to present
noncontrolling (minority) interests as equity (as opposed to
as a liability or mezzanine equity) and provides guidance
on the accounting for fransactions between an entity and
noncontrolling interests. This statement applies prospectively
as of January 1, 2009, except for the presentation and
disclosure requirements which will be applied retrospectively
for all periods presented. The Trustee does not believe that the
adoption of this stafement will have a material effect on the
Trust’s financial statements.

In March 2008, the FASB issued FASB Statement No.
161, Disclosures about Derivative Instruments and Hedging
Activities, an amendment of FASB Statement No. 133 (SFAS
No. 161), effective for fiscal years and inferim periods
beginning affer November 15, 2008, with early adoption
allowed. SFAS No. 161 amends and expands the disclosure
requirements of SFAS No. 133 with the intent to provide users
of financial statements with an enhanced understanding of an
entity’s use of derivative instruments and the effect of those
derivative instruments on an entity’s financial statements. The
Trustee does nof believe that the adoption of this stafement
will have a material effect on the Trust’s financial statements.

In May 2008, the FASB issued Statement No. 162,
The Hierarchy of Generally Accepted Accounting Principles.

This statement identifies the sources of accounting principles
and the framework for selecting the principles used in the
preparation of financial statements in conformity with GAAP,
and is effective 60 days following the SEC’s approval of the
Public Company Accounting Oversight Board Auditing amend-
ments to AU Section 411, The Meaning of Present Fairly in
Conformity with Generally Accepted Accounting Principles.
The Trustee does not believe that the adoption of this
statement will have a material effect on the Trust’s

financial statements.

5. Federal Income Tax

For Federal income tax purposes, the Trust constitutes a fixed
investment trust which is taxed as a granfor trust. A grantor
frust is not subject to tax af the frust level. The Unit holders
are considered to own the Trust’s income and principal as
though no trust were in existence. The income of the Trust is
deemed fo have been received or accrued by each Unit holder
at the time such income is received or accrued by the Trust
rather than when distributed by the Trust. The Trust has on file
technical advice memoranda confirming the tax treatment of
the Trust.

Some Trust Units are held by middlemen, 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,
collectively referred to herein as “*middlemen”). Therefore,
the Trustee considers the Trust to be a non-morigage
widely held fixed investment trust C"WHFIT*) for U.S. federal
income fax 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 in
accordance with applicable U.S. Treasury Regulations govern-
ing the information reporting requirements of the Trust as a
WHEFIT. Tax information is also posted by the Trustee af www.
pbt-permianbasintrust.com. Notwithstanding the foregoing,
the middlemen holding Trust Units on behalf of Unit holders,
and not the Trustee of the Trust, are solely responsible for
complying with the information reporting requirements under
the U.S. Treasury Regulations with respect to such Trust Units,
including the issuance of IRS Forms 1099 and certain written
tax statements. Unit holders whose Trust Units are held by
middlemen should consult with such middlemen regarding
the information that will be reporfed fo them by the middlemen
with respect to the Trust Units.

Because the Trust is a grantor frust for Federal tax pur-
poses, each Unit holder is taxed directly on his proportionate
share of income, deductions and credits of the Trust consis-
tent with each such Unit holder’s taxable year and method of
accounting and without regard to the taxable year or method
of accounting employed by the Trust. The income of the Trust
consists primarily of a specified share of the proceeds from
the sale of coal seam gas produced from the Underlying
Properties. During 2008, the Trust earned interest income on




i

~ Notes to Financial Statements

£
) funds held for distribution and made adjustments fo the
cash reserve maintained for the payment of contingent
and future obligations of the Trust.
The deductions of the Trust consist of severance
taxes and administrative expenses. In addition, each

Unit holder is entitled to depletion deductions because
the Royalties constitute “economic inferests” in oil and
gas properties for Federal income tax purposes. Each Unit
holder is entitled to amortize the cost of the Units through cost
depletion over the life of the Royalties or, if greater, through per-
cenfage depletion equal to 15 percent of gross income. Unlike
cost depletion, percentage deplefion is nof limited fo a Unit
holder’s depletable tax basis in the Units. Rather, a Unit holder
is entitled to a percentage depletion deduction as long as the
applicable Underlying Properties generate gross income. If any
portion of the Royalfies is treated as a production payment or
is not freated as an economic interest, however, a Unit holder
will not be entitled to deplefion in respect of such portion.

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 Code, the
taxpayer generally must recapture the amount deducted for
depletion as ordinary income (fo the extent of gain realized
on the disposition of the property). This depletion recapture
rule applies to any disposition of property that was placed in
service by the taxpayer after December 31, 1986. Detailed
rules sef forth in Sections 1.1254-1 through 1.1254-6 of
the Unifed States Treasury regulations govern dispositions of
property after March 13, 1995. The Service likely will fake the
position that a Unit holder who purchases a Unit subsequent
to December 31, 1986, must recapture depletion upon the
disposition of that Unit.

Individuals may deduct “miscellaneous itemized deduc-
tions” (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 excepfions to the 2
percent limitation, authority suggests that no exceptions apply
to expenses passed through from a grantor frust, like the Trust.

The classification of the Trust’s income for purposes
of the passive loss rules may be important fo a Unit holder.
Royalty income generally is treated as portfolio income and
does not offsef passive losses.

The Tax consequences fo a Unit holder of the ownership
and sale of Units will depend in part on the Unit holder’s tax
circumstances. Unit holders should consult their fax advisors
about the Federal tax consequences relating fo owning the
Units in the Trust.

6. Proved Oil and Gas Reserves (Unaudited)
Proved oil and gas reserve information is included in ltem 2

of the Trust’s Annual Report on Form 10-K which is included

in this report.
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7. Quarterly Schedule of Distributable

Income (Unaudited)

The following is a summary of the unaudited quarterly sched-
ule of distributable income for the two years ended

December 31, 2008 (in thousands, except per Unit amounts):

Distributable
Income and

Royalty Distributable Distribution
2008 Income Income Per Unit
First Quarter................ S 26,424 S 26,103 S .560051
Second Quarter........... 27,261 26,923 577627
Third Quarter .............. 35,5652 35,438 7603156
Fourth Quarter............. 23,105 22,995 493363
0] R $112,342 $111,459 S 2.391356
2007
First Quarter................ S 13,901 S 13,609 S .291984
Second Quarter........... 13,419 13,124 .281583
Third Quarter .............. 18,000 17,930 .384680
Fourth Quarter............. 23,063 22,956 1492530
0] o] R S 68,383 $ 67,619 S 1.450777

8. Subsequent Events
Subsequent fo December 31, 2008, the Trust declared the
following distributions:

Monthly Payment Distribution
Record Date Date Per Unit
January 30, 2009 February 13, 2009 $.082862
February 27, 2009 March 13, 2009 $.043564

9. State Tax Considerations
All revenues from the Trust are from sources within Texas,
which has no individual income tax. However, effective
January 1, 2008, Texas imposes a margin tax at a rate of
1% on gross revenues less certain deductions, as specifically
set forth in the Texas margin tax stafute. The Texas margin
tax is a significant change in Texas tax law. The fax gener-
ally will be imposed on gross revenues generated in 2007
and thereaffer. Entities subject to tax generally include trusts
unless otherwise exempt and most other types of entities that
provide limited liability protection. 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, generally are exempt from the Texas margin tax
as “passive entities.” The Trust should be exempt from Texas
margin fax as a “passive entity.” Since the Trust should be
exempt from Texas margin tax af the Trust level as a passive
entity, each Unif 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 ifs own Texas margin
tax computation. This revenue would be sourced to Texas
under Texas Comptroller guidance that provides such income
is sourced according to the principal place of business of the
Trust, which is Texas.

Each Unit holder is urged to consult his own fax advisor
regarding the requirements for filing state tax returns.
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