


Wireless makes up almost one-quarter of AT&T's total 

revenues, including our 60 percent proportionate interest 

in Cingular Wireless. This makes AT&T the biggest wireless 

player in the US., with the largest digital voice and data 

network, the most customers and the deepest spectrum. 

Cingular also offers international voice service through 

roaming partners in more countries than any other provider. 



ireless 

Cingular delivered big improvements Last year, following 

its October 2004 acquisition of AT&T Wireless, adding 

5 million net new customers, significantly increasing 

operating margins and cutting monthly customer churn 

by one-fifth to 2.2 percent by year end. It also added 

5,000 new sales outlets through a distribution agree- 

ment signed last year with Radioshack. 

Customers already are recognizing the benefits of 

integrating the two networks, which will be complete 

by year-end 2006, enjoying "more bars in more 

places," with better call quality and fewer dropped 

calls in many major markets. 

in late 2005, Cingular expanded i ts opportunities 

in the fast-growing wireless data market with the  

launch of an ultra high speed data service that is 

expected to be available in most of the top 100 

U.S. markets by the end of this year. 

Using Broadbandconnect, road warriors can access 

the internet or e-mail, download large files and run 

corporate business applications at broadband speeds. 

And consumers can access high-quality video on 
special phones through Cingular VideoTM, including 

exclusive content from HBO. More new. exciting 

content wil l be available later this year. 

During 2005, Cingular introduced a number of 
innovative new services for consumers, including: 

A next-generation push-to-talk service. - An enhanced selection of Gophone' prepaid services. 

0 The first wireless phone with iTunes'. which lets 

music lovers transfer songs to their mobile phone, 

in partnership with Apple and Motorola. 

Cingular SoundsSN, which enables customers to 

download popular new music singles as ringtones. - An upgraded MEdia Net service, which offers fast, 

personalized wireless access to the internet - plus 

parental controls. 

For business customers, Cingular introduced several 

powerful new devices last year for those on the go, 

including: 

The Sony VAIO', the first widely available notebook 

PC with integrated, high speed wireless wide area 

network technology. 

* Good Technology's GoodLinkTM wireless messaging 

and data access software. 



The growing demand for simplified mobility services 

presents tremendous opportunity for AT&T. Enterprise 

customers need solutions that integrate different 

wireless technologies, services and devices with 

existing voice and data networking capabilities. 

They need seamless access to their corporate networks, 

from anywhere in the world, regardless of the device 

they're using to connect. 

To help meet that need, AT&T launched in early 2006 
a branded wireless mobility service called AT&T 

Multi-Carrier SolutionsSH that helps companies manage 

their wireless usage and spending across different 

carriers and networks. 

Later this year, AT&T wil l also offer a range of inte- 

grated voice and data services from Cingular under 

the powerful AT&T brand to business customers in 

the United States. Deploying "built for business" voice 

and data services, the company will ensure that mobile 

employees enjoy the flexibility of secure, seamless 

access to any equipment, anywhere, by combining its 

networking expertise with wireless capabilities. 

AT&T and Cingular are working together to deliver a 
number of new converged services for businesses and 

consumers that will allow customers to use a single 

handset to access cellular, Wi-Fi or corporate wireless 

local area networks. Customers can use one phone 

number and enjoy seamless hand-off from network to 

network - stretching their wireless minutes. 

Powerful new solutions like these will help AT&T and 

Cingular retain customers, win new ones and create 

new revenue opportunities. 



Corn m u n ity 

AT&T has been in the business of listening for more 

than a century, and we have a Long heritage of 

community service. In the rapidly changing world of , 

communications and technology, our guiding principle- 

to consistently go beyond the call to meet the needs 

of our customers in the places where they live and 

work - remains unchanged. 

AT&T's commitment to community involvement is 
also demonstrated through the volunteer efforts of 

the AT&T Pioneers, a group of more than 250,000 

retirees and active employees that devotes millions 

of hours of personal time each year to community 

projects. 

The AT&T Foundation is among the five Largest 

corporate foundations in the United States. Over the 

last 40 years, the foundation has made combined 

philanthropic commitments of more than 51.7 billion. 

Our philanthropic programs include substantial 

financial contributions designed to positively impact 

the communities we serve, strengthen nonprofits 

and change lives. 

In addition to AT&T's active community philanthropy, 

the company has been widely recognized as an industry 

leader in i ts commitment to diversity in hiring and 

contracting. This ensures that our employees - as 
well as minority-owned, women-owned and disabled 

veteran-owned businesses that are our suppliers - 

feel valued and have real opportunities to grow and 

succeed in business. 

This year, our foundation wil l give more than 

$60 million to support programs that improve 

access to information technologies, technology 

training and professional skills development. 



AT&T Inc. 
Fi na ncia 1 Review 
Selected Financial and Operating Data 

2005 
18 

Management's Discussion and Analysis of 
Financial Condition and Results of Operations 

19 

Consolidated Financial Statements 53 

Notes to Consolidated Financial Statements 57 

Report of Management 84 

Report of Independent Registered 85 
Public Accounting Firm 

Report of Independent Registered a6 
Public Accounting Firm on 
Internal Control over Financial Reporting 

Board of Directors 87 

Executive Officers 88 

AT8T INC. 2005  ANNUAL REPORT - I T  



SELECTED FINANCIAL A N D  OPERATING DATA 
Doiiars in millions except per share amounts 

A t  December 31 or for the year ended: 2005 2004 2003 2002 2001 
Financial Datal2 
Operating revenues s 43.862 $ 40.787 40.498 $.42,82i $ 45,381 

Operating income 5 6,168 $ 5,901 $ 6,284 $ 8,438 $ 10,296 
Interest expense S 1.456 $ 1,023 $ 1,191 $ 1,382 $ 1,599 
Equity in net income of affiliates S 609 $ 873 $ 1,253 $ 1,921 $ 1,595 
Other income (expense) - net S 14 $ 922 $ 1,767 $ 733 4 (236) 
Income taxes J 932 $ 2,186 $ 2,857 $ 2,910 $ 3,858 
Income from continuing operations S 4,786 $ 4,979 $ 5.859 $ 7,361 $ 6,881 
Income from discontinued operations, 

net of tax3 S -  $ 908 $ 112 d 112 d 127 
Income before extraordinary item and 

Net income4 S 4.786 $ 5,887 $ 8,505 $ 5,653 4 7,008 
Earnings per common share: 

Income from continuing operations 5 1.42 $ 1.50 $ 1.77 $ 2.21 $ 2.04 
Income before extraordinary item and 

cumulative effect of accounting changes S 1.42 $ 1.78 $ 1.80 $ 2.24 $ 2.08 
Net income4 S 1.42 $ 1.78 $ 2.56 1.70 $ 2.08 

Operating expenses s 37,694 $ 34.886 $ 34.214 34.383 I 35,085 

cumulative effect of accounting changes s 4,786 $ 5,887 $ 5,971 $ 7,473 $ 7,008 

Earnings per common share - assuming dilution: 
Income from continuing operations S 1.42 d 1.50 d 1.76 $ 2.20 $ 2.03 
Income before extraordinary item and 

Net income4 5 1.42 $ 1.77 $ 2.56 $ 1.69 $ 2.07 
Total assets $145,632 $110,265 $102,016 $ 95,170 5 96,416 
Long-term debt S 26,115 $ 21,231 $ 16,097 $ 18,578 $ 17,153 

Dividends declared per common shares S 1.30 $ 1.26 $ 1.41 $ 1.08 $ 1.025 
Book value per common share S 14.11 $ 12.27 $ 11.57 $ 10.01 $ 9.82 
Ratio of earnings to fixed charges 4.11 6.32 6.55 6.20 5.83 
Debt ratio 35.9% 40.0% 32.0% 39.9% 44.3% 
Weiahted-averaae common shares 

cumulative effect of accounting changes J 1.42 $ 1.77 $ 1.80 $ 2.23 $ 2.07 

Construction and capital expenditures 5 5.576 $ 5.099 $ 5.219 $ 6.808 s 11.189 

o k a n d i n g  (600.000) 3,368 3,310 3,318 3,330 3,366 

outstanding with dilution (000,000) 3,379 3,322 3,329 3.348 3,396 
Weighted-average common shares 

End of period common shares 

Operating Data 
Network access lines in service (000)6 49.413 52.356 54,683 57.083 59,532 
DSL lines in service (000)6 6.921 5,104 3,515 2,199 1,333 
Wireless customers (000) - Cingular7 54,144 49,132 24,027 21,925 21,596 
Number of employees2 189,350 162,700 168,950 175,980 193,420 
lAmOuntr in the above table have been prepared in accordance with U.S. generally accepted amounting principles. 
2Amountr in 2005 reflect results from AT&T Corp. for the 43 dayr following the November 18, 2005 acquisition. 
'Our financial statements for ail periods presented reflect resuit from our soid directory advertising burinerr in Iiiinois and northwest Indiana as discontinued operations. 
The operational resuits and the gain associated with the sale of that burinerr are prerented in 'income from discontinued operations. net of tax." 

4Amounts inciude the following extraordinary item and cumulative effect o f  accounting changer: 2003, extraordinary loss of $7 related t o  the adoption of Financial 
Accounting Standards Board Interpretation NO. 46 "Consolidation of Variable Interest Entitier. an Interpretation of Accounting Rerearch Bulletin NO. 51" and the 
cumulative effect o f  accounting changer of $2.541. which includes a $3,677 benefit related to  the adoption of Statement of Financial Amxn t ing  Standards NO. 143, 
"Accounting for Aset Refiremem Obligations" and a 11,136 charge related t o  the January 1. 2003 change in the method in which we recognize revenue5 and expenses 
related to  publishing directories from the "issue barir" method to  the "amortization" method; 2002. charger related to  a January 1. 2 W 2  adoption o f  Statement of 
Financial Accounting Standards No. 142. "Goodwill and Other Intangible Aiiets." 

Wvidendr declared by AT&T's Board o f  Directors reflect the following: 2003. include% three additional dividends totaling 10.25 per share above our regular quarterly 
dividend payout. 

6The number presented reflects wireiine segment liner in sewice. 
'The number presented represents 100% of Cingula, Wireieis' (Cingular) ceilularlPCS curtomerr. The 2004 number includes customers from the arquirition of AT&T 
Wireless Sewicer in<. Cingular is a joint venture in which we own 60% and is accounted for under the equity method. 

outstanding (000.000) 3.877 3,301 3,305 3,318 3,354 
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF 
FINANCIAL CONDITION AND RESULTS OF OPERATIONS 
Oollars in millions exceot eer share amounts 

For ease of reading, AT&T Inc. i s  referred to as "we." "AT&T," or the "Company" throughout this document and the names 
of the particular subsidiaries and affiliates providing the services have been omitted. Prior to the November 18, 2005 
acquisition of AT&T Corp. (ATTO, we were known as SBC Communications Inc. (SBC). AT&T is a holding company; AT&T does 
not provide communications services, rather, its subsidiaries and affiliates operate in the communications services industry 
both domestically and internationally providing wireline and wireless telecommunications services and equipment as well 
as directory advertising and publishing services. You should read this discussion in conjunction with the consolidated financial 
statements and accompanying notes. A reference to a "Note" in this section refers to the accompanying Notes to 
Consolidated Financial Statements. In our tables throughout this section, percentage increases and decreases that equal 
or exceed 100% are not considered meaningful and are denoted with a dash. 

RESULTS OF OPERATIONS 
Consolldated Results 
Our financial results are summarized in the table below. We then discuss factors affecting our overall results for the past 
three years. These factors are discussed in more detail in our segment results. We also discuss our expected revenue and 
expense trends for 2006 in the "Operating Environment and Trends of the Business" section. 

We completed our acquisition of ATC on November 18, 2005. In accordance with U S  generally accepted accounting 
principles (GAAP), we included results from ATC in our consolidated results for the remaining 43 days of 2005 (see Note 2). 
Operating results for ATK prior to our acquisition are not discussed. Also in accordance with GAAP, our financial statements 
reflect results from our sold directory advertising business in Illinois and northwest Indiana as discontinued operations 
(see Note 17). The operational results and the gain associated with the sale of that business are presented in the "Income 
From Dixontinued Operations, net of tax" line item below and on the Consolidated Statements of Income. 

Percent Change 

2005 VI. 2004 VI. 

Operating revenues 143.862 $40.787 $40,498 7.5% 0.7% 
2005 2004 2003 2004 2003 

Operating expenses 37,694 34,886 34,214 8.0 2.0 
Operating income 6,168 5,901 6,284 4.5 (6.1) 

Income from discontinued operations, net of tax - 908 112 

cumulative effect of accounting changes 4.786 5,887 5,971 (18.7) (1.4) 
Extraordinary item! - - - - (7) 
Cumulative effect of accounting changes2 - - 2,541 - - 

Income before income taxes 5,718 7,165 8.716 (20.2) (17.8) 
Income from continuing operations 4,786 4,979 5.859 (3.9) (15.0) 

Income before extraordinary item and 
- - 

Net income 4.786 5,887 8,505 (18.7) (30.8) 
Diluted earnings per share 1.42 1.77 2.56 (19.8) (30.9) 
'2003 includes an extraordinary 1011 on our real estate leare$ related to the adoption of Financial Amwnting'stmdardr Board (FASB) Interpretation NO. 46 "Consolidation of 

22003 inhder wmulative effect of an-ounting changer of $2,541: a 13.677 benefit related to the adoption of Statement of Financial Amounting Standards NO. 143. 
Vatiabie Inter& Entitier. an Interpretation of Aaounting Rerearch Bulletin No. 51" (FIN 46). 

'Aaounting for Arret Retirement Obiigations" (FAS 143): and a 11.136 charge related to the January 1. 2003 change in the method in whith we recognize revenues and 
expenses related to publirhing directories from the "ieue barir" method to the "amomization" rnethd. 

Overview 
Operating income Our operating income increased $267. 
or 4.5%. in 2005 and decreased $383, or 6.1% in 2004. Our 
operating income margin decreased from 15.5% in 2003 to 
14.5% in 2004 and 14.1 % in 2005. Approximately $1 18 of 
the $267 increase in operating income during 2005 was due 
to our AT&T Corp. segment results. Our increased operating 
income in 2005 was driven by further growth in Data and 
Long-distance voice revenues, reflecting increased volumes, 
our continued emphasis on our bundling strategy and the 
addition of new business customers. partially offset by a 
decline in our Voice revenue as we continue to experience 
increasing competition. The operating margin decrease in 
2005 reflects additional operating expenses associated with 
a charge to terminate an agreement with WilTel 
Communications WilTel) and merger-related charges. The 
operating income and associated margin decrease in 2004 

I 
l 

1 
i 

was primarily due to increased cost of sales and expenses 
from strike preparation and labor settlements. These 
expense increases were larger than the increase in revenue, 
which was attributable to growth in Long-distance voice 
and Data revenues partially offset by the decline in Voice 
revenue caused by a decline in retail access lines. 

competition, as customers disconnected both primary and 
additional lines and began using wireless and, to a lesser 
extent, Voice over Internet Protocol (VolP) technology and 
cable instead of phone lines for voice and data. This was 
also a contributing factor in the year-ago period. Retail 
access lines also declined for both periods due to customers 
disconnecting their additional lines when purchasing our 
broadband internet-access (DSL) services. While we lose 
some revenue when a wireline customer shifts from one of 
our retail primary lines to a competitor that relies on a 

Retail access lines continued to decline due to increased 
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MANAGEMENT'S DISCUSSION A N D  ANALYSIS OF 
F INANCIAL CONDIT ION A N D  RESULTS OF OPERATIONS (CONTINUED) 
Dollars In millioni except per share amounts 

resale or commercial UNE-P replacements (commercial 
agreements with various Unbundled Network Element- 
Platform or "UNE-P" providers) (Le., one of our wholesale 
customers). we lose all revenue when a wireline customer 
shifts to an alternative technology such as cable, wireless 
or VolP or a facilities-based competitor. However, when a 
customer signs up for Cingular Wireless (Cingular) service, 
our net income impact of the lost revenue is  lessened 
because we own a 60% economic interest in Cingular (see 
Note 6). Increasing use of alternative technologies and 
facilities-based competition will continue to pressure our 
operating margins. Although retail access line losses have 
continued, the trend has slowed, reflecting in part our 
ability to offer retail nationwide long-distance service as 
well as offerings combining multiple services for one 
fixed price (bundles). 

reflects decreasing wholesale revenues from lines provided 
under UNE-P rules (which include commercial UNE-P 
replacements), reflecting changes in UNE-P rules over the 
past two years. During the 12-month transition period for 
the elimination of the UNE-P requirements (which ends in 
March 2006). we have been experiencing a decrease in the 
number of UNE-P lines as competitors move to alternate 
arrangements to serve their customers or their customers 
choose an alternative technology. Since this transition period 
started, our wholesale customers representing a majority of 
our UNE-P lines have signed commercial agreements with 
us. For the remaining UNE-P lines, we believe, based on 
marketing research, that customers are primarily switching 
from their UNE-P provider to alternative technology or 
facilities-based competitors (competitors with their own 
networks) as opposed to returning as our retail customers. 
For additional details on UNE-P, see "Triennial Review 
Remand Order" discussed in "Regulatoly Developments." 

$3,075, or 7.5%. in 2005 and $289, or 0.7%. in 2004. 
Operating revenues from our AT&T Corp. segment were 
$2,887. Our significant revenue impacts are listed below and 
discussed in greater detail in our "Segment Results" section. 

Data revenues increased $1,980 in 2005 and $834 
in 2004. primarily driven by additional revenues of 
$1,129 from ATTC in 2005 and continued growth 
in DSL for both periods. 

and $736 in 2004, mostly attributable to ATK revenues 
of $1,208 in 2005 and increased bundled sales of 
combined long-distance and local calling fixed-fee 
offerings in both periods. 

The decline in Voice revenue for both 2005 and 2004 also 

Operating revenues Our operating revenues increased 

Long-distance voice revenues increased $1,667 in 2005 

These increases in Data and Long-distance voice revenues 
were partially offset by declines of $759 in 2005 and $1,190 
in 2004 in Voice revenues, primarily resulting from the loss 
of retail and wholesale access lines and lower prices due 
to increased competition. The decline in our 2005 Voice 
revenues was slightly offset by the inclusion of ATTC Voice 
revenues for 43 days. Our 2005 Voice revenue decline also 
refleas an increase of $60 in 2004 related to regulatory and 
other matters, including the California Public Utilities 
Commission's (CPUC) September 2004 decision on UNE-P 
rates (see "State UNE Pricing Proceedings" discussed in 
"Regulatory Developments"). 

Operating expenses Our operating expenses increased 
$2,808, or 8.0%. in 2005 and $672, or 2.0%. in 2004. Our 
significant expense changes are listed below and discussed 
in greater detail in our "Segment Results" sections. 
2005 - Following our acquisition of ATTC, we included 

approximately $2,769 of i t s  operating expenses for the 
43-day period ended December 31, 2005. This included 
depreciation and amortization expense of $414, of 
which $191 was associated with acquired intangible 
assets. 

accruals increased operating expense approximately 
$349 and $283, respectively. 

increased operating expense approximately $338. 
A charge to terminate existing agreements with WilTel 
increased operating expenses approximately $236. 
Traffic compensation in our wireline segment (fees 
paid for access to another carrier's network), primarily 
due to higher call volumes generated by growth in 
our long-distance business, increased operating 
expenses approximately $330. Included in ATTC's 
operating expenses was traffic compensation 
expense, a significant expense for our AT&T Corp. 
segment, of approximately $1,102 for the 43 days. 
Costs associated with equipment sales and related 
network integration services reflecting sales in the 
large-business market, and prior to the amendment 
discussed in "Other Business Matters," our co-branded 
AT&T I DISH Network satellite TV sewice, which had 
more total customers than in the prior year, increased 
operating expenses approximately 6195. 

Merger-related asset impairments and severance 

Costs primarily associated with wage increases 

Partially offsetting the 2005 increase were reduced 
expenses of approximately $590 associated with reduced 
workforce levels and lower depreciation expenses of 
approximately $333 in the wireline segment as well as the 
2004 charges of approximately $263 associated with strike 
preparation and labor contract settlements. Expenses also 
reflect an increase of approximately $49 for net pension 
and postretirement cost, a decrease of approximately $96 
associated with changes in retiree out-of-region phone 
concessions in 2005 and $90 due to a charge resulting from 
an amendment to our management pension plan in 2004 
(see Note 10). 
2004 

Costs associated with our growth initiatives, including 
increased equipment sales and services to upgrade 
and integrate large-business customer network 
components (network integration services), increased 
operating expenses approximately $603. 

settlements increased operating expenses 
approximately $263. 
Costs associated with traffic compensation primarily 
due to higher call volumes generated by growth in 
our long-distance business, increased operating 
expenses approximately $122. 

management pension plan resulted in a charge which 
increased operating expenses approximately $90. 

Net impacts from strike preparation and labor 

A fourth-quarter 2004 amendment to our 
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The 2004 increases were partially offset by decreased 
combined pension and postretirement cost of approximately 
$548. During 2004, the majority of nonmanagement retirees 
were informed of medical coverage changes that affected 
cost sharing, which became effective January 1, 2005. These 
changes reduced our postemployment cost approximately 
$440 in 2004. Also contributing to the decreased combined 
pension and postretirement costs were better-than- 
expected asset returns in 2003, which decreased expense 
$322, and our accounting for the Medicare Prescription 
Drug, Improvement and Modernization Act of 2003 
(Medicare Act). which decreased expense $255. Partially 
offsetting those expense decreases were (1) higher-than- 
expected medical and prescription drug claims, increasing 
expense approximately $156; (2) the reduction of the 
discount rates used to calculate service and interest cost 
from 6.75% to 6.25%. in response to lower corporate bond 
interest rates, increasing expense $141; and (3) our 2004 
medical cost trend rate increase, increasing expense $83. 
The trend rate increased because we decided to extend our 
2003 medical cost rates into 2004 due to rising claim costs 
while maintaining our assumption that the rate will trend 
to a final expected annual increase of 5.0% in 2009 for 
al l  retirees. 

decreased $168, or 14.1%. in 2004. The increase in 2005 
was primarily due to issuing additional debt in the fourth 
quarter of 2004, thus accruing interest expense for a full 
12 months of 2005 in comparison to less than three months 
of 2004. In 2004 we issued debt totaling approximately 
$8,750 to finance our portion of Cingular's purchase price 
for AT&T Wireless Services Inc. (AT&T Wireless). In addition, 
we recorded approximately $63 of interest expense related 
to Ant 's outstanding debt. We expect our future interest 
expense to increase as a result of including AlTC's 
outstanding debt in our consolidated financial statements. 
However, this increase will be partially offset due to our 
redemption, prior to maturity, of approximately $1,559 of 
debt in 2005. 

The decrease in 2004 was primarily due to lower debt 
levels caused by the early redemption of approximately 
$1,743 of our bonds in 2003. 

Interest income decreased $109, or 22.2%. in 2005 
and $111, or 18.4%. in 2004. The decrease in 2005 was 
primarily due to lower investment balances during 2005 as 
investments held for the majority of 2004 were liquidated 
and used to fund our portion of Cingular's purchase price 
for AT&T Wireless, and less income earned on our advances 
to Cingular resulting from payments during 2005 on a 
portion of outstanding advances due to us. The decrease in 
2004 was primarily related to the early settlement in 2003 
of our notes receivable associated with the 2002 sale of our 
investment in Bell Canada Holdings Inc. to BCE, Inc. (BCE). 
This settlement included approximately $37 of prepaid 
interest. Also contributing to the decrease in 2004 was 
our 2003 renegotiation of the interest rates, from 7.5% 
to 6.0%. charged on our advances to Cingular. 

Equity in net income of affiliates decreased $264, or 
30.2%. in 2005 and $380, or 30.3%. in 2004. The 2005 
decrease was due to lower results from our international 
holdings of approximately $417 (largely attributable to 

Interest expense increased $433, or 42.3%. in 2005 and 

gains that occurred in 2004, and foregone equity income 
from the disposition of investments), partially offset by an 
increase of approximately $170 in our proportionate share 
of Cingular's results (including a charge of $105 that 
Cingular recorded in 2004 resulting from the correction 
of an error related to i ts  lease accounting practices). 

The 2004 results included increased income from our 
international holdings of approximately $206, primarily 
related to TDC NS's (TDC) gain on the sale of its interest in 
Belgacom S.A. (Belgacom) (see Note 2). offset by a decline 
of $583 in our proportionate share of Cingular's results. 

We account for our 60% economic interest in Cingular 
under the equity method of accounting and therefore 
include our proportionate share of Cingular's results in 
our "Equity in net income of affiliates" line item in our 
Consolidated Statements of Income. Cingular's operating 
results are discussed in detail in the "Cingular Segment 
Results" section and results from our international holdings 
are discussed in detail in "International Segment Results." 
Our accounting for Cingular is described in more detail 
in Note 6. 

Other income (expense) - net We had other income 
of $14 in 2005, $922 in 2004 and $1,767 in 2003. Results 
for 2005 primarily included a gain of approximately $108 
on the sales of shares of Amdocs Limited (Amdocs), 
Spectrasite, Inc. (Spectrasite) and Yahoo! Inc. Wahoo), a 
gain of $24 from the sale of a lease partnership and gains 
of approximately $24 related to the transfer of wireless 
properties to Cingular. These gains were partially offset by 
other expenses of $126 to reflect an increase in value of a 
third-party minority holder's interest in an AT&T subsidiary's 
preferred stock and expenses of $26 due to call premiums 
on early debt retirement. 

Results for 2004 primarily included a gain of approxi- 
mately $832 on the sale of our investment in Belgacom, 
gains of $270 on the sales of shares of Amdocs and Yahoo 
and a gain of $57 on the sales of shares of Telefonos de 
Mexico, S.A. de C.V. Crelmex) and America Movil S.A. de 
C.V. (America Movil). These 2004 gains were partially offset 
by 2004 losses of approximately $138 on the sale of all of 
our shares of TDC, $82 on the sale of all of our shares of 
Telkom S.A. Limited (lelkom) and $21 on the sale of 
another investment. 

Results for 2003 included gains of approximately $1,574 
on the sale of our interest in Cegetel S.A. and gains of $201 
on the sales of Yahoo and BCE shares, partially offset by a 
loss of $50 due to call premiums on early debt retirement. 

Income taxes decreased $1,254, or 57.4%. in 2005 and 
$671, or 23.5%. in 2004. Our effective tax rate in 2005 was 
16.3% compared to 30.5% in 2004. The decrease in income 
taxes and our effective tax rate in 2005 compared to 2004 
was due primarily to our agreement in December 2005 
with the Internal Revenue Service (IRS) to settle certain 
claims principally related to the utilization of capital losses 
and tax credits for tax years 1997.1999. by certain SBC 
entities. The settlement resulted in our recognition of $902 
of reduced income tax expense in 2005. The decrease in 
income tax expense in 2004 compared to 2003 was 
primarily due to lower income before income tax in 2004 
than in 2003. Our effective tax rate in 2003 was 32.8%. The 
decrease in effective tax rate in 2004 compared to 2003 is  
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, MANAGEMENT'S DISCUSSION A N D  ANALYSIS OF 
F INANCIAL CONDIT ION A N D  RESULTS OF OPERATIONS (CONTINUED) 
Ool lar~  ~n millions exceot ~ e r  share amounts 

primarily a result of the accrual related to the nontaxable 
Medicare Act reimbursement accruals, tax settlements and 
impacts from our foreign operations. (See Note 9) 

Income from discontinued operations was $908 in 2004 
and $112 in 2003 and represents results from the directory 
advertising business in Illinois and northwest Indiana that 
we sold in 2004. The increase of $796 in 2004 consisted of 
the portion of our sold directory operations and includes 
the gain on the sale of these operations of $827, net of 
tax (see Note 17). Operating results for 2004 include only 
eight months of activity prior t o  the sale, resulting in lower 
revenues and expenses than in 2003. Revenues from 
discontinued operations decreased $170, or 35.3%. and 
expenses decreased $116, or 39.3%. in 2004. 

loss of $7. net of taxes of $4. related to consolidation of 
real estate leases under FIN 46 (see Note 1). 

Cumulative effect of accounting changes Effective 
January 1, 2003. we changed our method of recognizing 
revenues and expenses related to publishing directories 
from the "issue basis" to the "amortization method." Our 
directory accounting change resulted in a noncash charge 
of $1,136, net of an income tax benefit of $714, recorded 
as a cumulative effect of accounting change on the 
Consolidated Statement of Income as of January 1, 2003. 
(See Note 1) 

On January 1,2003, we adopted FAS 143, which 
changed the way we depreciate certain types of our 
property, plant and equipment. The noncash gain resulting 
from adoption was $3,677, net of deferred taxes of $2.249. 
recorded as a cumulative effect of accounting change on the 
Consolidated Statement of Income as of January 1,2003. 
(See Note 1) 

Segment Results 
Our segments represent strategic business units that 
offer different products and services and are managed 
accordingly. Due to the proximity of our acquisition of 
AlTC to year end, we have reported those results in the 
AT&T Corp. segment even though there may be some 
overlap in the products and service provided by that seg- 
ment and our wireline segment. Our operating segment 
results presented in Note 4 and discussed below for each 
segment follow our internal management reporting. We 
analyze our various operating segments based on segment 
income. Interest expense, interest income, other income 
(expense) -net and income tax expense are managed 
only on a total company basis and are, accordingly, 
reflected only in consolidated results. Therefore, these 
items are not included in the calculation of each segment's 
percentage of our total segment income. Each segment's 
percentage of total segment operating revenue calculation 
is derived from our segment results table in Note 4 and 
reflects amounts before eliminations. We have six 
reportable segments that reflect the current management 
of our business: (1) wireline, (2) AT&T Corp., (3) Cingular, 
(4) directory, (5) international, and (6) other. 

The wireline segment accounted for approximately 47% 
of our 2005 total segment operating revenues as compared 
to 61 % in 2004 and 55% of our 2005 total segment income 
as compared to 52% in 2004. This segment consists of our 
traditional SBC wireline subsidiaries and operates as both a 

Extraordinary item in 2003 consisted of an extraordinary 
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retail and wholesale seller of communications services 
providing landline telecommunications services, including 
local and long-distance voice, switched access, data and 
messaging services and satellite television services through our 
agreement with EchoStar Communications Corp. (Echostar). 

The AT&T Corp. segment accounted for approximately 
4% of our 2005 total segment operating revenues and 2% 
of our 2005 total segment income. This segment reflects 
100% of the results of AlTC for the 43 days following the 
November 18, 2005 acquisition. AlTC operates as both a 
retail and wholesale seller of communications services, 
primarily providing long-distance and local voice, data 
services and managed networking to business customers. 
AlTC also provides local and long-distance voice and data 
services to consumers. 

The Cingular segment accounted for approximately 44% 
of our 2005 total segment operating revenues as compared 
to 32% in 2004 and 7% of our 2005 total segment income 
as compared to 2% in 2004. This segment reflects 100% of 
the results reported by Cingular, our wireless joint venture 
with BellSouth Corporation (BellSouth). Cingular offers 
both wireless voice and data communications services 
across the United States, providing cellular and PCS services. 
Although we analyze Cingular's revenues and expenses 
under the Cingular segment, we eliminate the Cingular 
segment in our consolidated financial statements. In our 
consolidated financial statements, we report our 60% 
proportionate share of Cingular's results as equity in net 
income of affiliates. 

The directory segment accounted for approximately 5% 
of our 2005 total segment operating revenues as compared 
to 6% in 2004 and 27% of our 2005 total segment income 
as compared to 30% in 2004. This segment includes all 
directory operations, including Yellow and White Pages 
advertising and electronic publishing. Results for t h i s  
segment are shown under the amortization method, 
which means that revenues and direct expenses are 
recognized ratably over the life of the directory title, 
typically 12 months. In November 2004, a subsidiary in our 
directory segment entered into a joint venture agreement 
with BellSouth and acquired the internet directory 
publisher YELLOWPAGE5.COM (YPC) (see Note 6). 

Other than those international investments acquired in 
our acquisition of AlTC, all investments with primarily 
international operations are included in the international 
segment, which accounted for less than 1 % of our 2005 
and 2004 total segment operating revenues and 
approximately 5% of our 2005 total segment income 
as compared to 12% in 2004. Most of our international 
inwestments reflected in the international segment are 
accounted for under the equity method, and therefore 
their results are reflected in segment income but not in 
segment revenue or expense. During 2004, we sold our 
interests in TDC, Belgacom and Telkom. 

and other operations as well as the equity income from 
our investment in Cingular. In November 2005 we sold 
our paging operations. Although we analyze Cingular's 
revenues and expenses under the Cingular segment, we 
record i t s  equity in net income of affiliates in this segment. 

The othersegment includes results from all corporate 

http://YELLOWPAGE5.COM


The following tables show components of results of 
operations by segment. We discuss significant segment 
results following each table. We discuss capital expendi- 
tures for each segment in “Liquidity and Capital 
Resources.” Due to the fourth-quarter 2005 acquisition 
of ATK and the application of purchase accounting rules 
required by GAAP, there are no period comparisons 

Wireline 
Seament Results 

available and thus percentage increases and decreases are 
not shown for the AT&T Corp. segment. In addition, 
Cingular’s 2005 operating revenue and expense percentage 
increases and decreases are not considered meaningful, 
due to Cingular’s fourth-quarter 2004 acquisition of AT&T 
Wireless, and are denoted with a dash. 

Percent Change 

2005 vs. 2004 vs. 
2005 2004 2003 2004 2003 

Segment operating revenues 
Voice 519,904 $20.796 $21.986 (4.3)% (5.4)% 
Data 11.930 10,984 10,150 8.6 8.2 
Long-distance voice 3.756 3,297 2,561 13.9 28.7 
Other 1,855 1,810 1,843 2.5 (1.8) 

Total Segment Operating Revenues 37,445 36,887 36,540 1.5 0.9 

Cost of sales 16,814 16,603 15,941 1.3 4.2 
Selling, general and administrative 9,505 9,206 8,794 3.2 4.7 
Depreciation and amortization 7.121 7,454 7,763 (4.5) (4.0) 

Total Segment Operating Expenses 33.440 33,263 32,498 0.5 2.4 

Segment Income I 4,005 $ 3,624 $ 4,042 10.5% (10.3)% 

Segment operating expenses 

Our wireline segment operating income margin was 10.7% 
in 2005, compared to 9.8% in 2004 and 11.1% in 2003. 
The improvement in our wireline segment operating 
income margin in 2005 was due primarily to the continued 
growth in our Data and Long-distance voice revenues, 
which more than offset the loss of Voice revenue from 
the decline in total access lines (as shown in the following 
table) from 2004 to 2005 of approximately 2.9 million 
lines, or 5.6%. due to increasing competition. 

Voice revenue declined due to customers continuing 
to disconnect primary and additional lines and using 
alternative technologies, such as wireless, and to a lesser 
extent VolP and cable instead of phone lines for voice and 
data; our bundling strategy and other pricing responses to 
competitors‘ offerings, and; lower demand for services. 
Voice revenue also has declined over the past several years 
as our retail customers have disconnected their lines in 
order to obtain service from competitors who lease our 
UNE-P lines. However, that trend started to change in the 
third quarter of 2004 and for 2005, UNE-P lines (which 
include lines under commercial UNE-P replacement agree- 
ments) declined by 2.2 million, or 33.8%. from 2004 levels. 
The decline in UNE-P lines during 2005 is also attributable 
to UNE-P customers switching to alternative technologies as 
the UNE-P rules have changed; this decline has decreased 
our wholesale revenues. The impact of the UNE-P rules on 
our operating revenue is discussed below. (The UNE-P rules 

are discussed in “Overview” and in “Operating 
Environment and Trends of the Business.”) During 2005, 
our operating income margin was pressured on the cost 
side due to a charge to terminate existing agreements 
with WilTel and by higher costs caused by our growth 
initiatives in long-distance and DSL as well as, prior to the 
amendment of our agreement, our co-branded AT&T 1 DISH 
Network satellite TV service, sales in the large-business 
market and by higher repair costs caused by severe 
weather in our traditional SBC regions. 

The decline in our wireline segment operating income 
margin in 2004 compared to 2003 was due primarily to the 
continued loss of voice revenue from the decline in total 
access lines from 2003 to 2004 of 2.3 million lines, or 4.3%. 
This revenue decline was caused by both an increase in 
customers disconnecting additional lines and using 
alternative technologies, our bundling strategy and other 
pricing responses to competitors’ offerings as well as lower 
demand for services due to the uncertain U.S. economy 
(primarily in the first half of 2004). Revenue also has 
declined over the past several years as our retail customers 
disconnected their lines in order to obtain sewice from 
competitors who leased our UNE-P lines. Our operating 
income margin was also pressured by costs due to our 
growth initiatives in long-distance, DSL and the large- 
business market. 

ATBT INC. 2005 ANNUAL REPORT - 23 



MANAGEMENT'S DISCUSSION AND ANALYSIS OF 
FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED) 
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Access Line Trends 
Following is a summary of our switched access lines a t  December 31, 2005, 2004 and 2003: 
Switched Access Lines 

Increase (Decrease) 

2005 VI. 2004 vs. 
(In 000s) 2005 2004 2003 2004 2003 
Retail Consumer 

Primary 22.793 23,206 23,948 (413) (742) 
Additional 3.890 4,322 4.894 (432) (572) 

Retail Consumer Subtotal 26.683 27.528 28,842 (845) (1,314) 

Retai l  Business 17.451 17 557 1 R ~ 7 K 4  1951 1717) .--, %. .-, ~ ~~ . . ,__- .-,-. 

Retail Subtotal 44,140 45,080 47,106 (940) (2.026) 
Percent of total switched access lines 89.3% 86.1% 86.1 % 

UNE-P 4,300 6,497 6,664 (2.197) (167) 
Resale 638 349 445 289 (96) 
Wholesale Subtotal' 4,938 6,846 7,109 (1,908) (263) 

Percent of total switched access lines 10.0% 13.1% 13.0% 

Payphone (retail and wholesale) 335 43 0 468 (95) (38) 
Percent of total switched access lines 0.7% 0.8% 0.9% 

Total Switched Access Lines 49,413 52,356 54.683 (2.943) (2.327) 

DSL Lines in Service 6,921 5,104 3,515 1 .81 7 1,589 
IWireline segment whalerale liner at December 31, 2005 include approximately 164mil l ion liner purchared by A T K  

Total switched access lines in service at December 31. 2005 
declined 5.6% from December 31, 2004 levels. Retail access 
lines, while declining 2.1% from 2004 levels, represent 
89.3% of total switched access lines a t  December 31, 2005, 
compared t o  86.1% a year earlier. During this same period, 
wholesale lines (which include UNE-P, commercially 
negotiated UNE-P replacements and resale) decreased 
27.9% and a t  December 31, 2005 represented 10.0% of 
total access lines, down from 13.1% a year earlier. 

factors, including the disconnection of additional lines 
as our existing customers purchase our DSL broadband 
services and for other reasons, and the continued growth 
in alternative communication technologies such as wireless, 
cable and other internet-based systems. While we lose 
some revenue when a wireline customer shifts from one of 
our retail lines to a competitor that relies on commercial 
UNE-P replacement agreements, the UNE-P rules or a resale 
agreement to offer service (Le.. one of our wholesale 
customers), we lose all customer revenue when a retail 
wireline customer shifts to an alternative technology such 
as cable, wireless or the Internet using VolP or a competitor 
using i ts  own traditional network. However, recently, 
declines in our retail business access lines have been 
partially offset by sales of our business internet-based 
systems (which are reported as Data revenues). We do 
not currently offer a residential internet-based service. 
The UNE-P rules are xheduled to end after a 12-month 
transition period that began March 11, 2005. Approximately 
10% of our wholesale lines are st i l l  subject to the UNE-P 
transition rules. Based on marketing research, we believe 
that the majority of remaining customers that had used 
UNE-P service are shifting to an alternative technology or 

The decline in total access lines in 2005 reflects many 
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to a competitor using i t s  own network, as opposed to 
returning as our retail customers. Our wireline segment's 
operating margins will continue to be pressured by 
increasing customer shifts from our traditional retail base 
to either alternative technologies or competitors using 
commercial UNE-P replacement or resale agreements or 
their own facilities, as well as our pricing responses to 
retain or regain retail customers. 

were 52.4 million, a decline of 2.3 million, or 4.3%, from 
December 31, 2003 levels. Of this total, retail access lines 
of 45.1 million represent 86.1% of total access lines. 
Wholesale lines represented 13.1% of total access lines at 
December 31, 2004. 

Voice revenues decreased $892, or 4.3%. in 2005 and 
$1.190. or 5.4%. in 2004 primarily due to the loss of retail 
and wholesale access lines. The decline in retail lines 
primarily reflects increased competition, including 
customers using wireless, VolP technology and cable instead 
of phone lines for voice and data, and the disconnection of 
additional lines for DSL service and other reasons. The 
decline in wholesale lines is related to the unwinding of 
the UNE-P rules which are scheduled to end in March 2006. 

Retail access line declines decreased revenues 
approximately $328 in 2005 and $841 in 2004. Lower 
demand for wholesale services, primarily due to the decline 
in UNE-P lines provided t o  Competitors, decreased revenue 
approximately $145 in 2005. A decline in demand for calling 
features (e.g., Caller ID and voice mail). due primarily to the 
access line declines, decreased revenues approximately 
$97 in 2005 and $180 in 2004. Continued declines in 
demand for voice equipment located on customer premises 
decreased revenues approximately $69 in 2005 and $87 in 

Total switched access lines in service at December 31, 2004 



2004. Lower demand for retail payphone services decreased 
revenues approximately $52 in 2005 and $57 in 2004. 
We expect payphone access lines and revenue to continue 
to decline in future periods. Reduced demand for inside 
wire service agreements decreased revenues approximately 
$36 in 2005 and $61 in 2004. Revenue from “local plus” 
plans (expanded local calling area) declined approximately 
$22 in 2005 and $76 in 2004, as more customers chose 
broader long-distance and other bundled offerings. 

Pricing responses to competitors’ offerings and regulatory 
changes were essentially flat in 2005 and reduced revenues 
approximately $390 in 2004. Revenue was lower by $71 in 
2005 from additional revenues we recorded in 2004 related 
to a September 2004 ruling by the CPUC that retroactively 
increased UNE-P rates we could charge in California. 
Revenue also was lower by $37 in 2005 from additional 
revenue we recorded in 2004 related to Federal 
Communications Commission (FCC) proceedings on the 
inclusion of other postretirement benefit costs in previous 
tariff filings. 

Partially offsetting these revenue declines were net 
settlements and billing adjustments with our wholesale 
customers which increased revenues approximately $34 in 
2005 and $204 in 2004. Also in 2004, increased demand 
for wholesale services, primarily UNE-P lines provided to 
competitors, increased revenues approximately $94. 

Data revenues increased $946, or 8.6%. in 2005 and 
$834, or 8.2%, in 2004 primarily due to continued growth 
in DSL, our broadband internet-access service, high-capacity 
transport and sales of data equipment and services. DSL 
and dial-up internet service increased Data revenues 
approximately $444 in 2005 and $538 in 2004, reflecting an 
increase in DSL lines in service and, in 2005, was partially 
driven by lower-priced promotional offerings and pricing 
responses to competitors. The number of DSL lines in service 
grew to approximately 6.9 million, a 35.6% increase from 
2004 At December 31,2004 we served 5.1 million 
DSL lines. a 45.2% increase from December 31, 2003. 

Revenue from our high-capacity transport services 
increased approximately $273 in 2005 and declined $81 in 
2004. Our high-capacity transport services, which include 
DSls and DS3s (types of dedicated high-capacity lines), 
and SONET (a dedicated high-speed solution for multi-site 
businesses), represented about 58% of total data revenues 
in 2005 and 61% in 2004. Our 2004 high-capacity results 
include revenue declines of approximately $65 related to 
the 2000 federal Coalition for Affordable Local and Long 
Distance Services (CALLS) order and the September 2004 
California order. Included in the 2004 decrease in high- 
capacity transport revenues was the favorable impact of a 
one-time MCI, Inc. (MCI) (formerly known as WorldCom) 
2003 settlement of approximately $45 which affected 
year-over-year comparisons. 

integration services increased approximately $1 32 in 2005 
and $402 in 2004. Revenues from large-business customers 
typically consist of revenue from the initial installation of 
equipment followed by services provided over multiple 
years. The significant increase in 2004 reflected our initial 
expansion into the large-business market following our 
late 2003 entry into nationwide long-distance. 

Revenue from data equipment sales and network 

Long-distance voice revenues increased $459, or 13.9%, 
in 2005 and $736, or 28.7%. in 2004. These increases were 
primarily driven by the increase in long-distance lines in 
service in 2005 and 2004 The number of long-distance lines 
in service in the wireline segment a t  December 31, 2005 
grew to approximately 23.5 million, a 12.6% increase from 
2004. At December 31, 2004, we served 20.9 million lines, a 
44.8% increase from December 31, 2003. Sales of combined 
long-distance and local calling fixed-fee offerings (referred 
to as “bundling”) also contributed to the increased long- 
distance revenues and lines. Long-distance revenues 
continued to increase in our traditional SBC Midwest, 
West and Southwest regions with the most significant 
improvements in results occurring in our Midwest region 
(Michigan, Illinois, Indiana. Ohio and Wisconsin). Our 
long-distance revenue growth slowed in 2005, reflecting 
continuing market maturity since we began providing 
service throughout our regions in late 2003. 

$467 in 2005 and $825 in 2004, reflecting our higher 
long-distance penetration levels. Continued growth in 
wholesale long-distance services sold to Cingular and our 
international and other long-distance services increased 
revenues approximately $155 in 2005 and $282 in 2004. 
Partially offsetting these increases was a decline of 
approximately $139 in 2005 and $340 in 2004 due to 
pricing responses to increased competition and a reduction 
in our billed minutes of use mainly related to the increased 
sales of our fixed-fee bundles, which do not separately bill 
for minutes of use. 

Other operating revenues increased $45, or 2.5%, in 
2005 and decreased $33, or 1.8%, in 2004. Our co-branded 
AT&T I DISH Network satellite TV service increased revenue 
approximately $196 in 2005 and $94 in 2004. We expect 
future growth in revenues from this service to moderate 
as we restructured our agreement with EchoStar in 
September 2005 (see “Other Business Matters”) to record 
only commission revenue when signing up future customers. 
Price increases, primarily in directory assistance, increased 
revenues approximately $23 in 2005 and $48 in 2004. 
Partially offsetting these revenue increases was lower 
demand for directory and operator assistance, billing and 
collection services provided to other carriers, wholesale and 
other miscellaneous products and services, various one-time 
billing adjustments and other pricing changes decreased 
revenue approximately $190 in 2005 and $148 in 2004. 
Commission revenue received from Cingular related to 
Cingular customers added through our sales sources 
increased approximately $8 in 2005 after decreasing $27 
in 2004, reflecting more stringent credit policies put in 
place in 2004. 

and $662, or 4.2%. in 2004. Cost of sales consists of costs 
we incur to provide our products and services, including 
costs of operating and maintaining our networks. Costs 
in this category include our repair technicians and repair 
services, certain network planning and engineering 
expenses, operator sewices, information technology, 
property taxes related to elements of our network, and 
payphone operations. Pension and postretirement costs. 
net of amounts capitalized as part of construction labor, 

Retail long-distance revenues increased approximately 

Cost of sales expenses increased $21 1, or 1.3%, in 2005 
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are also included to the extent that they are allocated to 
our network labor force and other employees who 
perform the functions listed in this paragraph. 

Traffic compensation expense (for access to another 
carrier's network) increased approximately $330 in 2005 
and $122 in 2004. Growth in our long-distance service 
generated approximately 0192,of the increase in 2005 
and $286 in 2004, partially offset by lower rates paid for 
local traffic (telephone calls) terminating on competitor 
networks and wireless customers. Expense also increased 
approximately $164 in 2005 resulting from reduced 
expense in 2004 from non-recurring traffic compensation 
settlements. Offsetting these increases, traffic compensation 
expense decreased approximately $26 in 2005 related to a 
carrier settlement. 

Costs associated with equipment sales and related 
network integration services and, prior to the amendment 
of our agreement, our cobranded AT&T I DISH Network 
satellite TV service increased approximately $195 in 2005 
and $603 in 2004, reflecting our emphasis on growth in DSL 
and sales in the large-business market and video. Prior to 
restructuring our relationship with EchoStar in September 
2005. our co-branded AT&T I DISH Network satellite N 
service had relatively high initial acquisition costs. Costs 
associated with equipment for large-business customers 
(as well as DSL and, previously, video) typically are greater 
than costs associated with services that are provided over 
multiple years. Costs in 2004 reflect our initial expansion 
into the large-business market. 

Salary and wage merit increases and other bonus accrual 
adjustments increased expense approximately $170 in 2005 
and $356 in 2004. Merger severance accruals increased 
expenses approximately $176 in 2005. We also incurred 
repair costs of approximately $100 in 2005 primarily related 
t o  severe weather in our regions, including California. 

Partially offsetting these increases were lower employee 
levels which decreased expenses, primarily salary and 
wages, approximately $322 in 2005 and $208 in 2004. 
Nonemployee-related expenses such as contract services, 
agent commissions and materials and supplies costs 
decreased approximately $100 in 2005 and $148 in 2004. 

Additionally, expenses decreased $154 in 2005 due to 
the one-time accrual in 2004 for a retiree bonus as a result 
of the settlement of our labor contract negotiations in 
the second quarter of 2004. Benefit expenses, consisting 
primarily of our combined net pension and postretirement 
cost, decreased approximately $12 in 2005, primarily 
resulting from changes made t o  management medical 
coverage in 2005. In addition, changes in 2005 to phone 
concessions for out-of-region retirees reduced expenses 
by approximately $20 in 2005. Benefit expenses decreased 
by $306 in 2004 compared to 2003 reflecting changes in 
nonmanagement retirees' medical coverage and our 
accounting for the Medicare Act. 

As part of an internal business unit realignment during 
the second quarter of 2005, expenses incurred by the 
affected unit in 2004 were reported in cost of sales, while 
in 2005 costs incurred by this group have been reported as 
selling expenses. This resulted in reduced cost of sales 
expenses of $148 in 2005, and a corresponding increase in 
selling, general and administrative expenses in 2005. 

Selling, general and administrative expenses increased 
$299, or 3.2%. in 2005 and $412, or 4.7%. in 2004. Selling, 
general and administrative expenses consist of our provision 
for uncollectible accounts; advertising costs; sales and 
marketing functions, including our retail and wholesale 
customer service centers; centrally managed real estate 
costs, including maintenance and utilities on all owned 
and leased buildings; credit and collection functions, and; 
corporate overhead costs, such as finance, legal, human 
resources and external affairs. Pension and postretirement 
costs are also included to the extent they relate to employees 
who perform the functions listed in this paragraph. 

Salary and wage merit increases and other bonus accrual 
adjustments increased expenses approximately $108 in 2005 
and $127 in 2004. Expenses increased during 2005 due t o  
a charge of $236 to terminate existing agreements with 
WilTel. which will continue to provide transitional and 
out-of-market long-distance services under a new 
agreement that commenced in November 2005 as a result 
of our acquisition of ATTC. ATTC merger-related asset 
impairment charges of approximately $349 and 
merger-related severance cost accruals of $107 increased 
expenses in 2005. Expenses increased approximately 
$111 in 2004 due to higher severance accruals. 

levels, which decreased expenses, primarily salary and 
wages, approximately $264 in 2005 and $36 in 2004. Our 
provision for uncollectible accounts decreased approximately 
$55 in 2005 and $21 in 2004 as we experienced fewer losses 
from our retail customers and a decrease in bankruptcy 
filings by our wholesale customers. Advedising expense 
decreased approximately $20 in 2005 and $43 in 2004 
primarily driven by higher costs in 2003 from our launch 
of long-distance service in new markets and bundling 
initiatives, which declined slightly in 2004 and 2005. 
Nonemployee-related expenses, such as contract services, 
agent commissions and materials and supplies costs, 
decreased approximately $59 in 2005 and increased $188 
in 2004. Other employee-related expenses, including travel, 
training and conferences, decreased approximalely $21 
in 2005 and increased $29 in 2004. 

Expenses decreased $79 in 2005 due to the one-time 
accrual in 2004 for a retiree bonus resulting from the 
Settlement of our labor contract negotiations in 2004. 
Benefit expenses, consisting primarily of our combined net 
pension and postretirement cost, decreased approximately 
$66 in 2005 primarily due to changes made to management 
medical coverage in 2005. In addition, changes in 2005 to 
phone concessions for out-of-region retirees reduced 
expenses by approximately $73 in 2005. Benefit expenses 
decreased by $22 in 2004 compared to 2003 reflecting 
changes in nonmanagement retirees' medical coverage 
and our accounting for the Medicare Act. 

As part of an internal business unit realignment during 
the second quarter of 2005, expenses incurred by the 
affected unit in 2004 were reported in cost of sales, while 
in 2005 costs incurred by this group have been reported 
as selling expenses. This resulted in increased selling, 
general and administrative expenses of $148 in 2005 and 
a corresponding reduction in cost of sales in 2005. 

Partially offsetting these increases were lower employee 
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