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Dollars in millions except per share amounts

The foliowing table presents summarized financial

information for Cingular at December 31, or for the year
then ended:

2005 2004 2003

Income Statements

Operating revenues $34.433 $19,565 §15,577

Operating income 1,824 1,528 2,254

Net income © 333 201 977
Balance Sheets

Current assets $ 6,049 § 5570

Noncurrent assets 73,270 76,668

Current liabilities 10,008 7,983

Noncurrent liabilities 24,333 29,719

We have made a subordinated loan to Cingular that totaled
44,108 and $5,855 at December 31, 2005 and 2004, which
matures in June 2008. This loan bears interest at an annual
rate of 6.0%. During 2005, Cingular repaid $1,747 to reduce
the balance of this loan in accordance with the terms of a
revolving credit agreement. We earned interest income on
this loan of $311 during 2005, $354 in 2004 and $397 in
2003. This interest income does not have a material impact
on our net income as it is mostly offset when we record our
share of equity income in Cingular. (See Note 15)

Other Equity Method Investments Qur investments in
equity affiliates include primarily international investments.
As of December 31, 2005, our investments in equity
affiliates included an 8.2% interest in Teléfonos de México,
S.A. de C.V. (Telmex), Mexico’s national telecommunications
company, and a 7.9% interest in América Movil S.A. de C.V.
(Ameérica Movil), primarily a wireless provider in Mexico,
with telecommunications investments in the United States
and Latin America. We are a member of a consortium that
holds all of the class AA shares of Telmex stock, represent-
ing voting control of the company. Another member of the
consortium, Carso Global Telecom, 5.A. de C.V., has the
right to appoint a majority of the directors of Telmex.

We also are a member of a consortium that holds all of the
class AA shares of América Mdvil stock, representing voting
control of the company. Another member of the consor-
tium, Americas Telecom 5.A. de C. V., has the right to
appoint a majority of the directors of América Mavil.

The following table is a reconciliation of our investments
in equity affiliates as presented on our Consolidated
Balance Sheets:

2005 2004
Beginning of year $1,798  $6,924
Additional investments 6 100
Equity in net income 409 843
Dividends received {158} (231)
Currency translation adjustments 66 {53)
Dispositions (228) (4,995)
Other adjustments 138 (690}
End of year $2,031 $1,798

Undistributed earnings from equity affiliates were $1,615
and $1,377 at December 31, 2005 and 2004. The currency
translation adjustment for 2005 primarily reflects the effect
of exchange rate fluctuations on our investments in Telmex
and América Mévil. Dispositions for 2005 primarily refiect
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the dissolution of a wireless partnership. *Other adjust-
ments” for 2005 include equity investment balances at
December 31, 2005, acquired as part of our acquisition
of ATTC totaling approximately $135, which includes
our 49% economic interest in Alestra 5. de R.L. de CV,,
a telecommunications company in Mexico.

The currency translation adjustment for 2004 primarily
reflects the effect of exchange rate fluctuations on our
investments in TDC, Telmex and Telkom. Dispositions for
2004 reflect the sale of TDC shares of $2,619, Belgacom
shares of $1,190, Telkom shares of $1,114 (see Note 2},
Telmex L shares of $63 and América Mévil L shares of §9.
“Other adjustments” for 2004 include an adjustment of
$686 resulting from our change from the equity method
to the cost method of accounting for our investment in
TDC (see Note 2). '

During 2004, we sold our entire investment in Danish
telecommunications provider TDC for approximately
$2.864 in cash. We reported a net loss of approximately
$138 ($66 net of tax). We also sold our entire investment in
South African telecommunications provider Telkom during
2004 for approximately $1,186 in cash. We reported a net
loss of approximately $82 ($55 net of tax). See Note 2 for
details of these transactions.

Following our initial disposition of part of TDC, the
remaining portion was reclassified to a cost investment,
reflected in "Other adjustments” in the table above.

As noted, that remaining investment was also sold
during 2004.

In March 2004, in connection with Belgacom's IPC,
we disposed of our entire investment in Belgacom. We
received approximately $2,063 in cash from the disposition
of our direct interest and reported a combined direct and
indirect net gain of approximately $1,067 {$715 net of tax).
See Note 2 for details of this transaction.

In November 2004, a subsidiary in our directory segment
entered into a joint venture agreement with BellSouth
Corporation (BellSouth) and purchased the internet
directory publisher YELLOWPAGES.COM {YPC) for approxi-
mately $98, our portion of which was $65.

The following table presents summarized financial
information of our significant international investments
accounted for using the equity method, taking into
account all adjustments necessary to conform to GAAP but
excluding our purchase adjustments, including goodwill,
at December 31 or for the year then ended. As noted
above, during 2004 we completely disposed of our invest-
ments in TDC, Belgacom and Telkom, Accordingly, those
investments are not included in the 2005 or 2004 column
in the table below.

2005 2004 2003

Income Statements

Operating revenues £30,521 $22,800 $34,747

Operating income 7,773 6,487 9,067

Net income 4,254 4,131 4,689
Balance Sheets

Current assets $ 6990 § 5101

Noncurrent assets 27,801 21,280

Current liabilities 9,404 5,493
Noncurrent liabilities 13,588 12,280
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At December 31, 2005, we had goodwill of approximately
£316 related to our significant international investments in
equity affiliates.

The fair value of our investment in Telmex, based on the
equivalent value of Telmex L shares at December 31, 2005,
was approximately $2,221. The fair value of our investment
in América Mévil, based on the equivalent value of
América Mévil L shares at December 31, 2005, was approxi-
mately $4,198. Our weighted-average share of operating
revenues shown above was approximately 8% in 2005 and
2004 and 17% in 2003.

NOTE 7. DEBT

’ Long-term debt of AT&T and its subsidiaries, including
interest rates and maturities, is summarized as follows at
December 31:

2005 2004
Notes and debentures!
Interest Rates Maturities
0.00% - 5.98% 2005 - 20542 $12,292 $11,105
6.00% — 7.85% 2005 - 20433 12,678 11,429
8.25% - 11.08% 2005 - 2031 4,418 111
29,388 22,675
Unamortized net premium {(discount) 639 (142)
Total notes and debentures 30,027 22,533
Capitalized leases 115 35
Total long-term debt, including
current maturities 30,142 22,568
Current maturities of long-term debt (4,027) (1,337)
Total long-term debt $26,115  $21,231

1The fair value of our variable rate interest rate swaps was reported with its cor-
responding debt (see Note B).

2Includes $1,000 of 4.18% Puttable Reset Securities (PURS) maturing in 2021 with
a put option by holder in 2006. If the option by halder to elect repayment is
exercised in 2006, we intend to refinance that amount with jong-term debt.

3Includes $125 of 6.35% debentures maturing in 2026 with a put option by
holder in 2006. if the option by holder to elect repayment is exercised in 2008,
we intend to refinance that amount with long-term debt.

On November 18, 2005, we assumed $8,293 in long-term
debt, including capital leases, related to our acquisition of
ATTC. ATTC's debt included both fixed and floating-rate
coupons with a weighted average rate of approximately
8.6% (ranging from 3.87% to 9.75%) and had maturities
ranging from 2006 to 2054. Included in our “Total notes
and debentures” balance in the table above was the face
value of acquired debt from ATTC of $6,910, which had a
carrying amount of $7,694 at December 31, 2005.

Included in the table above at December 31, 2005, was
approximately $784 representing the remaining excess
of the fair value over the recorded value of debt in
connection with the acquisition of ATTC, of which $747
was included in our "Unamortized net premium (discount)”
and $37 was included in our “Current maturities of long-
term debt.” The excess is amortized over the remaining
lives of the underlying debt obligations.

At December 31, 2005, the aggregate principal amounts
of long-term debt and weighted-average interest rate
scheduled for repayment for the years 2005 through 2009,
excluding the effect of interest rate swaps and the remain-
ing excess of the fair value over the recorded value of debt

of approximately $37 mentioned above, were $3,990
{6.2%), $1,129 (6.6%), $1,208 (5.6%), $4,094 (5.0%) and
$1,148 (5.1%) with $17.913 (6.8%) due thereafter. As of
December 31, 2005, we were in compliance with all
covenants and conditions of instruments governing our
debt. Substantially ali of our outstanding long-term debt
is unsecured.

Financing Activities
Debt During 2005, we used a portion of our available
excess cash from operations to repay our current and long-
term debt. Debt repayments totaled $6,801 and consisted of:
¢ $4,077 related to commercial paper borrowings.
e 31,077 related to debt maturities with interest rates
ranging from 6.25% to 9.50%.
= $1,347 related to our early redemption of debt, which
included $26 of call premiums.
¢ $238 related to the exercise of a put option on our
5.95% notes originally maturing in 2038,
* $42 related to net repayments on other short-term
borrowings.
» $20 related to scheduled principal payments on other
debt.
in November 2005, we received net proceeds of $1,973
from the issuance of $2,000 of long-term debt consisting of
$500 of three-year floating rate notes, with an initial rate
of 4.52%:; $1,000 of 5.30% five-year notes; and $500 from
the reopening of our 6.15% 30-year bonds maturing in 2034.
Debt maturing within one year consists of the following
at December 31:

2005 2004
Current maturities of long-term debt $4,027 $1,337
Commercial paper 320 4,397
Bank borrowings! 108 —
Total $4,455 $5.734

1Primarily represents borrowings, the availabiiity of which is contingent on the
level of cash held by some of cur foreign subsidiaries.

The weighted-average interest rate on commercial paper
debt at December 31, 2005 and 2004 was 4.31% and
2.26%.

Credit Facility We have a three-year credit agreement
totaling $6,000 with a syndicate of banks, which expires on
October 18, 2007. Advances under this agreement may be
used for general corporate purposes, including support
of commercial paper borrowings and other short-term
borrowings. There is no material adverse change provision
governing the drawdown of advances under this credit
agreement. We are in compliance with all covenants under
the agreement. We had no borrowings outstanding under
committed lines of credit as of December 31, 2005 or 2004.

We are subject to a debt-to-EBITDA (a metric defined in
the agreement and nominally representing earnings before
interest, taxes, depreciation and amortization; although
other adjustments are also included) covenant, and if
advances are received, we are subject to a negative pledge
covenant, both as defined in the agreement. Defaults
under the agreement, which would permit the lenders to
accelerate required payment, include nonpayment of prin-
cipal or interest beyond any applicable grace period; failure
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by AT&T or any subsidiary to pay when due other debt
above a threshold amount that resuits in acceleration of that
debt (commonly referred to as “cross-acceleration™) or
commencement by a creditor of enforcement proceedings
within a specified period after a money judgment above a
threshold amount has become final; acquisition by any
person of beneficial ownership of more than 50% of AT&T
common shares or a change of more than a majority of
AT&T's directors in any 24-month period other than as
elected by the remaining directors {commonly referred to as
a "change of control”); material breaches of representations
in the agreement; failure to comply with the negative
pledge or debt-to-EBITDA ratio covenants described above;
failure to comply with other covenants for a specified period
after notice; failure by AT&T or certain affiliates to make
certain minimum funding payments under the Employee
Retirement Income Security Act of 1974, as amended (ERISA);
and specified events of bankruptcy or insolvency.

NOTE 8. FINANCIAL INSTRUMENTS

The carrying amounts and estimated fair values of our long-
term debt, including current maturities, and other financial
instruments, are summarized as follows at December 31:

2005 2004
Carrying Fair  Carrying Fair
Amount Value Amount Value
Notes and debentures  $30,027 $30,735  $22,533 $23,628
Commercial paper 320 320 4,397 4397
Bank borrowings 108 108 — —
Cingular shareholder
loan 4,108 4,108 5,855 5,855
Available-for-sale
equity securities 648 648 732 732
EchoStar note receivable 465 447 453 453
Preferred stock of
subsidiaries 43 43 393 393

The fair values of our notes and debentures were estimated
based on guoted market prices, where available, or on the
net present value method of expected future cash flows
using current interest rates. The carrying value of debt with
an original maturity of less than one year approximates
market value. The carrying amount of commercial paper
borrowings approximates fair value. '

Our shareholder loan to Cingular is recorded at face
value, and the carrying amounts approximate fair values.
The fair value of our EchoStar note receivable was esti-
mated based on a third-party valuation. The carrying
amount of this note was based on the present value of
cash and interest paymenits, which will be accreted on the
note up to the face value of $500 on a straight-line basis
through August 2008.

Our availabie-for-sale equity securities are carried at fair
value, and realized gains and losses on these equity
securities were included in “Other income {expense) - net”
on the Consolidated Statements of Income. The fair value
of our available-for-sale equity securities was principally
determined based on quoted market prices and the
carrying amount of the remaining securities approximates
fair value. Gross realized gains on our available-for-sale
equity securities were $110 in 2005, $323 in 2004 and
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$1,775 in 2003. Gross realized losses on these securities
were $1 in 2005, $191 in 2004 and $0 in 2003. These gains
and losses were determined using the specific
identification method. Our proceeds from the sales of
our available-for-sale equity securities were $125 in 2005,
$3.188 in 2004 and $2,975 in 2003.

Our short-term investments, other short-term and long-
term held-to-maturity investments and customer deposits
are recorded at amortized cost, and the carrying amounts
approximate fair values. In addition, we held other short-
term held-to-maturity securities of $3 at December 31, 2005
compared to $99 at December 31, 2004.

Preferred Stock Issuances In November 2005, we issued
768,391.4 shares of Perpetual Cumulative Preferred Stock  *
{AT&T preferred stock), par value $1 per share. The AT&T
preferred stock was issued to replace each share of
ATTC preferred stock that was issued and outstanding
prior to the November 18, 2005 acquisition and is held by
a subsidiary of ATTC. (See Note 2)

Preferred Stock Issuances by Subsidiaries In the fourth
quarter of 2002, we restructured our holdings in certain
investments, including Sterling. As part of this restructuring,
a newly created subsidiary issued approximately $43 of
preferred stock, which was included in “Other noncurrent
liabilities” on the Consolidated Balance Sheets. The
preferred stock will accumulate dividends at an annual
rate of 5.79% and can be converted, at the option of the
holder, to common stock {but not a controlling interest)
of the subsidiary at any time.

In June 1997 and December 1999, an AT&T subsidiary
issued $250 and $100 of preferred stock in private
placements. In December 2005, we redeemed these
subsidiary-issued preferred stock private placements.

In November 2005, we repaid approximately $378 of
preferred securities previously issued by an AT&T subsidiary,
which was related to an internal restructuring of our
ownership in several investments.

Letters of Credit Letters of credit are guarantees we
purchase, which ensure our performance or payment to
third parties in accordance with specified terms and
conditions. Management has determined that our letters
of credit do not create additional risk to us. The notional
amounts outstanding at December 31, 2005, were
appraximately $623 and the fair values of the letters of
credit, based on the fees paid to obtain the obligations,
were approximately $1.

Derivatives \We use interest rate swaps, interest rate
forward contracts and foreign currency exchange contracts
to manage our market risk changes in interest rates and
foreign exchange rates. We do not use financial instruments
for trading or speculative purposes, Each swap matches the
exact maturity dates of the underlying debt to which they
are related, allowing for perfectly effective hedges. Each
utilized forward contract matches the interest payments
of the underlying debt to which they are related, allowing
for perfectly effective hedges.

interest Rate Swaps We had fair value interest rate
swaps with a notional value of $4,250 at December 31,
2005 and 2004, with a net carrying and fair value liability
of approximately $16 and a carrying and fair value asset of
$79, respectively. The net fair value liability of $16 at




December 31, 2005, was comprised of a liability of $33 and
an asset of $17.

Interest Rate Locks In November 2005, we entered into
an interest rate forward contract with a notional amount
of $500 to partially hedge interest expense related to
refinancing a portion of our debt maturities in 2006.

In November 2005, we utilized the notional amount of this
interest rate forward contract, and incurred settlement
costs of approximately $2. During 2004, we utilized a
notional amount of $1,500 of interest rate forward
contracts, and incurred settlement costs of approximately
$302 ($196 net of tax benefit), During 2006, we expect to
reclassify into earnings between %6 to $7, net of tax, of the
previously mentioned settlement expenses.

interest Rate Foreign Currency Swaps We have
combined interest rate foreign currency swap agreements
for Euro-denominated debt, which hedge our risk to both
interest rate and currency movements. At December 31,
2005, the noticnal amounts related to these contracts were
$636, which were not designated for accounting purposes.
The carrying value of these swaps at December 31, 2005
was an asset of $233. These swaps are valued using current
market quotes, which were obtained from dealers.

Foreign Currency Forward Contracts We enter into
foreign currency forward contracts to manage our
exposure to changes in currency exchange rates related to
foreign-currency-denominated transactions. At December
31, 2005, our foreign exchange contracts consisted
principally of Euros, British pound sterling, Danish krone
and Japanese Yen. At December 31, 2005, the notional
amounts under contract were $623, of which $18 were
designated as net investment hedges. The remaining
contracts were not designated for accounting purposes.
There was no ineffectiveness recognized in earnings for
these contracts during 2005. These foreign exchange
contracts had a net carrying and fair value liability of $8,
comprised of a liability of $13 and an asset of $5. These
contracts were valued using current market quotes, which
were obtained from independent sources.

NOTE 9. INCOME TAXES

Significant components of our deferred tax liabilities
(assets) are as follows at December 31:

2005 2004
Depreciation and amortization $13,921  $13,725
Intangibles (nhonamortizable) 1,874 —
Equity in foreign affiliates 727 706
Employee benefits {4,897) (2,197)
Currency translation adjustments (272} (300)
Allowance for uncollectibles (351) (320)
Unamortized investment tax credits (79) (73}
Other - net 2,146 3,358
Subtotal _ 13,069 14,899
Deferred tax assets valuation allowance 627 145
Net deferrad tax liabilities $13,696 $15,044
Net long-term deferred tax liabilities $15,713  $15,621

Less: net current deferred tax assets {2,011} {566)
Less: other assets (6) (11

Net deferred tax liabilities $13,696 $15,044

At December 31, 2005 and 2004, net deferred tax liabilities
include a deferred tax asset of $542 and $605 relating to
compensation expense under FAS 123(R). Full realization
of this deferred tax asset requires stock options to be
exercised at a price equaling or exceeding the sum of the
strike price plus the fair value of the option at the grant
date. The provisions of FAS 123(R), however, do not allow a
valuation aflowance to be recorded unless the company's
future taxable income is expected to be insufficient to
recover the asset. Accordingly, there can be no assurance
that the stock price of AT&T common shares will rise to
levels sufficient to realize the entire tax benefit currently
reflected in our balance sheet. See Note 12 for additional
discussion of FAS 123(R).

The change in the valuation allowance for 2005 is
primarily the result of the acquisition of ATTC. Other
changes are the result of an evaluation of the uncertainty
associated with the realization of certain deferred tax assets
unrelated to FAS 123(R). Future adjustments to the valua-
tion allowance attributable to the ATTC opening balance
sheet items may be required to be allocated to goodwill
and other purchased intangibles. The valuation allowance
is maintained in deferred tax assets for certain federal and
state loss carryforwards, expiring through 2025, that may
not be realized.

The components of income tax expense are as follows:

2005 2004 2003
Federal:
Current $1,385 1,145  $ (528)
Deferred — net {681) 843 3,046
Amortization of investment
tax credits (21} (32) (24)

683 1,956 2,494

State, local and foreign:

Current 226 427 37
Deferred - net 23 (197) 400
249 230 363

Total $ 932 $2,18  $2,857

A reconciliation of income tax expense and the amount
computed by applying the statutory federal income tax
rate (35%) to income before income taxes, income from
discontinued operations, extraordinary items and
cumulative effect of accounting changes is as follows:

2005 2004 2003
Taxes computed at federal
statutory rate $2,001  $2,508  $3,051
Increases (decreases) in
income taxes resulting from:
State and local income
taxes — net of federal
income tax benefit 176 213 241
Effects of international
operations (70) {(222) (230)
Madicare reimbursements (95) (89) (8)
Tax settlements (902) (65) {41)
Other - net (178) (159) {156}
Total $ 932 $2,186 $2,857
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In December 2005, we reached an agreement with the IRS
to settle certain claims, principally related to the utilization
of capital losses and tax credits for years 1997-1999.
Included in the settlement was relief from previous
assessments and agreement on multiple items challenged
by the IRS in the course of routine audits. As we had
previously paid the assessments in full and filed refund
claims with the IRS, the settlement resulted in our recogni-
tion of approximately $302 of reduced income tax expense
in 2005 and a corresponding increase in net income.

Effects of international operations include items such as
foreign tax credits, sales of foreign investments and the
effects of undistributed earnings from international
operations. Deferred taxes are not provided on the
undistributed earnings of subsidiaries operating outside
the United States that have been or are intended to be
permanentiy reinvested.

NOTE 10. PENSION AND POSTRETIREMENT BENEFITS

We acquired ATTC on November 18, 2005. ATTC sponsored
noncontributory defined benefit pension plans covering
the majority of its U.S. employees. In accordance with
Statement of Financial Accounting Standards No. 87,
“Employers’ Accounting for Pensions” (FAS 87) and
Statement of Finandial Accounting Standards No. 106

"Employers’ Accounting for Postretirement Benefits Other
Than Pensions” (FAS 106), when an employer is acquired as
part of a merger, any excess of projected benefit obligation
over the plan assets is recognized as a liability and any
excess of plan assets over the projected benefit obligation
is recognized as a plan asset. The recognition of a new
liability or a new asset by the acquirer, at the date of the
merger, results in the elimination of any (a} previously
existing unrecognized net gain or loss, {b) unrecognized
prior service cost and (¢) unrecognized net transition
obligation. In addition, the accumulated postretirement
benefit obligations are to be measured using actuarial
assumptions and terms of the substantive plans, as
determined by the purchaser. As such, and consistent
with our practice, we did not account for the annual dollar
value cap of labor contracts in the value of the accumulated
postretirernent benefit obligation for the ATTC postretire-
ment benefit plans (i.e., we assumed the cap would be
waived for all future contract periods). All other significant
weighted-average assumptions used were determined based
on our policies that are discussed below in "Assumptions.”
The reconciliation of the December 31, 2004 funded
status of ATTC's U.S. plans, excluding supplemental retire-
ment plans, and status of those plans subsequent to the
merger are as follows:

Pension Benefits Pastretirement Benefits

Pre-merger Post-merger Pre-merger Post-merger
Benefit obligations ${16,178) $(16,942) $(5,813) ${9,129)
Fair value of plan assets 18,510 18,917 2,313 2,429
Funded (unfunded) benefit obligation 2,332 1,975 (3,500) (6,700)
Unrecognized net loss 949 — 1,298 —
Unrecognized prior service cost 356 — 53 -—_
Net amount recorded $ 3.637 $ 1975 $(2,149) $(6,700)

In subsequent periods, net periodic pension cost for ATTC
will exclude any amortization of either the unrecognized
loss or the unrecognized prior service cost existing at the
date of the merger. However, the funding of ATTC's plans is
not directly affected by the merger. The basis of funding,
over time, will reflect the past amendments and losses

that underlie those amounts. As they are reflected in the
funding process, contributions will, in some periods, exceed
the net pension cost, and that will reduce the liability
{unfunded accrued pension cost) recognized at the date

of acquisition.

Pension Benefits

Substantially all of our U.5. employees are covered by one
of our noncontributory pension and death benefit plans.
At December 31, 2005, management employees from the
legacy SBC operations participated in pension plans that
require that all future benefit accruals be based upon the
plan’s traditional pension formula {j.e., a stated percentage
of employees’ adjusted career income). Effective January
15, 2005, the management pension plan for those
employees was amended to freeze benefit accruals
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previously earned under a cash balance formula. Each
employee’s existing cash balance continues to earn interest
at a variable annual rate. After this change, those
management employees, at retirement, can elect to receive
the portion of their pension benefit derived under the cash
balance or defined lump sum as a lump sum or an annuity.
The remaining pension benefit, if any, will be paid as an
annuity if its value exceeds a stated monthly amount.

ATTC management employees participate in a cash balance
pension plan. The pension benefit formula for most
nonmanagement employees is based on a flat dollar
amount per year according to job classification. Most
nonmanagement employees can elect to receive their
pension benefits in either a lump sum payment or an
annuity.

Postretirement Benefits

We provide certain medical, dental and life insurance
benefits to certain retired employees under various plans
and accrue actuarially determined postretirement benefit
costs as active employees earn these benefits.




Obligations and Funded Status

For defined benefit pension plans, the benefit obligation is
the “projected benefit obligation,” the actuarial present
value, as of the measurement date, of all benefits
attributed by the pension benefit formula to employee
service rendered to that date. The amount of benefit to be
paid depends on a number of future events incorporated
into the pension benefit formula, including estimates of
the average life of employees/survivors and average years

of service rendered. It is measured based on assumptions
concerning future interest rates and future employee
compensation levels.

For postretirement benefit plans, the benefit obligation
is the “accumulated postretirement benefit obligation,”
the actuarial present value as of a date of all future
benefits attributed under the terms of the postretirement
benefit plan to employee service rendered to that date.

We use a December 31 measurement date for calculating the values reported for plan assets and benefit obligations for our
plans. The following table presents this reconciliation and shows the change in the projected benefit cbligation for the years

ended December 31:

Pension Benefits Postretirement Benefits

2005 2004 2005 2004
Benefit obligation at beginning of year $28.189 $27,617 $25.114 $27,231
Service cost - benefits earned during the period 804 818 390 383
Interest cost on projected benefit obligation 1,725 1,642 1,496 1,495
Amendments (2} (87} (422) (2,320}
Actuarial loss (gain} 1,182 774 613 (423)
Special termination benefits 15 29 2 3
Curtailments — — n —
Benefits paid {2.679) (2,604) {1,234) . (1,255)
Merger with ATTC 16,942 - 9,129 —
Other — — 234 —
Benefit obligation at end of year $46,176 $28,189 $35,225 $25,114

The folloewing table presents the change in the value of plan assets for the years ended December 31 and the plans’ funded

status at December 31:

Pension Benefits Postretirement Benefits

2005 2004 2005 2004
Fair value of plan assets at beginning of year $29,813 $28,154 $ 8,692 $ 6,967
Actual return on plan assets 2,704 3,259 677 830
Employer contribution — 1,001 — 1,232
Benefits paid? (2,679) (2,601) (381) (337)
Merger with ATTC 18,917 — 2,429 —_ .
Fair value of plan assets at end of year $48,755 $29,813 $ 11,417 t 8,692
Funded (unfunded) status (fair value of plan assets
less benefit obligation)? $ 2,579 $ 1,624 $(23.808) $(16,422)
Unrecognized prior service cost (benefit) 768 968 (3.073) (3,022)
Unrecognized net loss 7.804 6,748 10,423 10,173
-Unamortized transition asset — . {11} — —
Net amount recognized $11,151 $ 9,329 $(16,458) $ (9,271)

Pension benefits paid include benefits transferred between plans during the year. At our discretion, certain postretirement benefits are paid from AT&T cash accounts and
do not reduce Voluntary Employee Beneficiary Association (VERA) assets. Future benefit payments may be made from VEBA trusts and thus reduce thase asset balances.
2Funded status is not indicative of our ability to pay ongoing pension benefits nor of our obligation to fund retirement trusts. Required pension funding is determined in

accordance with ERISA regulations.

Amounts recognized in our Consolidated Balance Sheets at December 31 are listed below:

Pension Benefits Postretirement Benefits

2005 2004 2005 2004
Prepaid pension cost? $12,699 $9,329 $ — $ -
Additional minimum pension liability? (1 {1} — -
Intangible asset : — — — —
Deferred tax asset - _— — —
Employee benefit obligation2 (1,548) — (16,458) (9,271)
Accumulated other comprehensive income 1 1 — —
Net amount recognized $11,151 $9,329 $(16,458) $(9,271)

Yincluded in “Other Assets.”
Zincluded In "Postemployment benefit obligation.”

AT&T INC, 2005 ANNUAL REPORT - T3




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

Dellars in millions except per share amounts

Included in *Postemployment benefit obligation” on our
Consclidated Balance Sheets at December 31, 2004 was a
reduction in the liability associated with the “1983
Unfunded Postretirement Benefits Cost Sharing Agreement”
and “1983 Force Adjustment Cost-Reimbursernent and
Indemnification Agreement” {(Agreements). Under the
Agreements, the Bell Systern Companies (RBOCs) (which
included the former SBC) agreed to provide postemploy-
ment benefits to those employees of ATTC who retired prior
to the 1983 reorganization that divided ATTC. As part of
the Agreement, ATTC agreed to reimburse RBOGs for post-
employment benefits paid to these retirees. Since ATTC
agreed to provide reimbursement, the accumulated
postemployment benefits recorded on our Consolidated
Balance Sheets prior to the November 18, 2005 acquisition
of ATTC did not include these expected payments. Upon the
merger, we no longer will receive third-party reimburse-
ment for these liabilities and have accordingly increased our
benefit obligation by $234. ATTC maintains the Agreements
with the remaining RBOCs and we include estimated
amounts subject to reimbursement on our Consolidated
Balance Sheets as “Other noncurrent liabilities.”

Also included in "Postemployment benefit obligation”
on our Consclidated Balance Sheets at December 31, 2004
were phone concessions for out-of-region retiress of the
former SBC. The out-of-region phone concession, which is
not part of the pension plan and not subject to ERISA,
allowed for out-of-region retirees to receive reimburse-
ments for phone services provided by a carrier other than
the former SBC. During 2005, we notified out-of-region
retirees of changes which allowed us to reduce this
obligation by approximately $96.

in December 2004, we announced a prospective change
in the calculation of pension benefits provided to legacy
SBC management employees. Effective January 15, 2005,
the pension calculation formula for management employees
is now based upen a stated percentage of employees’
adjusted career income. When we initially implemented
the cash balance formula, the change in liability required
the establishmenit of a prior service cost deferral for the
plan. With the current change to eliminate future service
contributions to the cash balance plan, we determined
during our annual review of prior service costs that the
cash balance prior service cost was impaired and that the
remaining amounts deferred must be immediately
recognized. Accordingly, we wrote off approximately
$99 of prior service cost in 2004,

Effective January 1, 2005, medical coverage for legacy
SBC nonmanagement retirees was amended to increase

co-pays and deductibles for prescription drugs and certain
medical services.
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In December 2005, we agreed to new contracts with
the Communications Workers of America (CWA) and
International Brotherhood of Electrical Workers (IBEW) for
certain employees covered under labor agreements
previously negotiated by ATTC. The new labor agreements
are for three years and four months, cover approximately
11,000 employees and replace three-year contracts that
expired in December 2005. The union members ratified the
labor agreements which provide for employment security
and changes to active nonmanagement employees’ pension
benefits and medical coverage. '

During 2004, we agreed to new five-year labor
agreements with the CWA and the IBEW for legacy SBC
nonmanagement employees. The agreements provided for
additional contributions from current employees toward
certain medical and prescription drug co-pays. We also
agreed in an agreement with the CWA, that prior to
expiration of the agreement, we would contribute $2,000
to a VEBA trust to partially fund current and future retiree
health care, $1,000 of which was contributed during 2004,

Shown below is 2 summary of our pension obligations
and the fair value of pension assets for the years ended
December 31:

2005 2004
Projected benefit obligation $46,176 328,189
Accumulated benefit obligation 44,139 26,849
Fair value of plan assets 48,755 29,813

The accumulated benefit obligation for our pension plans
represents the actuarial present value of benefits based on
employee service and compensation as of a certain date
and does not include an assumption about future
compensation levels. On a plan-by-plan basis, if the
accumulated benefit obligation for our pension plan
exceeds that plan’s assets and at least this amount has

not been accrued, an additional minimum liability must
be recognized, partially offset by an intangible asset for
unrecognized prior service cost, with the remainder a direct
charge to equity, net of deferred tax benefits. These items
are included in the table above that presents the amounts
recognized in our Consolidated Balance Sheets at
December 31. At December 31, 2005, for one of our
pension plans, the accumulated benefit obligation
exceeded plan assets by less than $1. This resulted in an
additional minimum liability of $1 (net of deferred taxes
of $1). At December 31, 2004, for one of our pension
plans, the accumulated benefit obligation of $2 exceeded
plan assets of $1. This resulted in an additional minimum
liability of $1 (net of deferred taxes of less than $1). These
reclassifications in equity, while adjusting comprehensive
income, will not affect our future results of operations

or cash flows.




Net Periodic Benefit Cost

Our combined net pension and postretirement cost recognized in our Consolidated Statements of Income was $1,336,
$1,287 and $1,835 for the years ended December 31, 2005, 2004 and 2003. The following table presents the components
of net pension and postemployment benefit cost (gains are denoted with parentheses and losses are not):

Pension Benefits Postretirement Benefits

2005 2004 2003 2005 2004 2003
Service cost - benefits earned during the period $ BOA ¢ 818 § 732 $ 390 $ 383 % 378
Interest cost on projected benefit obligation 1,725 1,642 1,666 1,496 1,495 1,602
Expected return on plan assets (2,736) {(2,684) (2,456) {781) (720) (525)
Amortization of prior service cost {benefit) and transition asset 186 188 G4 (344) (349) (122)
Recognized actuarial loss 156 44 53 440 470 413

Net pension and postretirement cost!

$ 135 § B $ 89 $1.201  $1.279  $1,746

1During 2005, 2004 and 2003, the Medicare Prescription Drug, Improvement and Modernization Act of 2003 (Medicare Act} reduced postretirement benefit cost by $304,

$255 and $22. This effect is in¢luded in several line items above,

During 2005, 2004 and 2003, as part of our workforce
reduction programs, an enhanced retirement program was
offered to eligible Pacific Telesis Group (PTG) nonmanage-
ment employees. This program offered eligible empioyees
who voluntarily decided to terminate employment an
enhanced pension benefit and increased eligibility for
postretirement medical, dental and life insurance benefits.
Employees who accepted this offer and terminated
employment before December 31 totaled approximately 71
in 2005, 144 in 2004 and 339 in 2003. In addition to the net
costs reported in the tables above, enhanced pension
benefits related to this program were recognized as an
expense of approximately $11 in 2005, $22 in 2004 and

$42 in 2003; enhanced benefits related to the PTG nonman-
agement early retirement program were recognized as
expenses of $1, $3 and $2 in 2005, 2004 and 2003.

The IRS determines monthly interest rates applicable for
caleulations of lump sum payments from pension plans
(plan sponsors may elect whether the interest rate changes
apply monthly, quarterly or annually). An increase in the
interest rate has a negative impact on the lump sum
pension calculation for some of cur employees. During
certain quarters of 2004 and 2003, we chose to extend the
pension plan lump sum benefit payout rate for a specified
period of time, allowing our employees to receive a higher
payout of their pension benefits. The extension of the
lump sum benefit payout rate was accounted for as a
special termination benefit and was recorded in addition to
the net pension cost.reported in the tables above. We rec-
ognized expenses of approximately $7 in 2004 and $28 in
2003 associated with these special termination benefits.

Assumptions

in determining the projected benefit obligation and the
net pension and postemployment benefit cost, we used the
following significant weighted-average assumptions:

2005 2004 2003

Discount rate for determining
projected benefit obligation
at December 31 5.75% 6.00% 6.25%
Discount rate in effect for
determining net cost (benefit)! 6.00%
Long-term rate of return
on plan assets
Composite rate of compensation
increase for determining
projected benefit obligation

6.25% 6.75%

8.50% B.50% 8.50%

at December 31 4.00% 4.00% 4.25%
Composite rate of

compensation increase

for net pension cost (benefit) 4.00% 4.25% 4.25%

1Discount rate in effect for determining net cost {benefit) of ATTC pension and
postratirement plans for the 43-day period ended December 31, 2005 was 5.75%.

Primarily resulting from assumption changes for 2006, we
expect combined net pensicn and postretirement costs of
between $1,700 and $1,800 in 2006. Approximately 10% of
these costs will be capitalized as part of construction labor,
providing a small reduction in the net expense recorded.
While we will continue our cost-cutting efforts, certain fac-
tors, such as investment returns, depend largely on trends
in the U5, securities markets and the general U.S. economy.
In particular, uncertainty in the securities markets and U.$.
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economy could result in investment returns less than those
assumed and a decline in the value of plan assets used in
pension and postretirement calculations, which under
GAAP we will recognize over the next several years. Should
the securities markets decline and medical and prescription
drug costs continue to increase significantly, we would
expect increasing annual combined net pension and
postretirement costs for the next several years. Additionally,
should actual experience differ from actuarial assumptions,
combined net pension and postretirement cost would be
affected in future years.

Discount Rate Our assumed discount rate of 5.75% at
December 31, 2005 reflects the hypothetical rate at which
the projected benefit obligations could be effectively
settled or paid out to participants on that date. We deter-
mined cur discount rate based on a range of factors,
including the rates of return on high-gquality, fixed-income
corporate bonds available at the measurement date and
the related expected duration for the obligations. For each
year, at December 31, 2005 and 2004 we reduced the dis-
count rate by 0.25%, resulting in an increase in our pension
plan benefit obligation of approximately $609 in 2005
and $575 in 2004 and an increase in our postretirement
benefit obligation of approximately $844 in 2005 and
$803 in 2004. Should actual experience differ from actuarial
assumptions, the projected pensicn benefit obligation
and net pension cost, and accumulated postretirement
benefit obligation and postretirement benefit cost would
be affected in future years.

Expected Long-Term Rate of Return  Qur expected
long-term rate of return on plan assets of 8.50% for 2006
and 2005 reflects the average rate of earnings expected on
the funds invested, or to be invested, to provide for the
benefits included in the projected benefit obligations.

We consider many factors that include, but are not limited
to, historic returns on plan assets, current market
information on long-term returns (e.g., long-term bond
rates) and current and target asset allocations between
asset categories. The target asset allocation is determined
based on consultations with external investment advisors,
This assumption, which is based on our long-term
expectations of market returns in future years, is one

of the most significant of the weighted-average assump-
tions used to determine our actuarial estimates of pension
and postretirement benefit expense. If all other factors
were to remain unchanged, we expect a 1% decrease in
the expected long-term rate of return would cause 2006
combined pension and postretirement cost to increase
approximately $579 over 2005 (analogous decrease in
cost would result from a 1% increase). _

Under GAAP, the expected long-term rate of return is
calculated on the market-related value of assets (MRVA).
GAAP requires that actual gains and losses on pension and
postretirement plan assets be recognized in the MRVA
equally over a period of not more than five years. We use
a methodoclogy, allowed under GAAP, under which we hold
the MRVA to within 20% of the actual fair value of plan
assets, which can have the effect of accelerating the
recognition of excess actual gains and losses into the
MRVA to less than five years. Due to investment losses on
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plan assets experienced through 2002, this methodology
contributed approximately $605 to our combined net
pension and postretirement cost in 2003 as compared with
the methodology that recognizes gains and losses over a
full five years. This methodology did not have a significant
effect on our 2004 or 2005 combined net pension and
postretirement benefit costs and we do not expect a
significant incremental impact on our combined net
pension and postretirement cost in 2006.

Composite Rate of Compensation Increase Our
expected composite rate of compensation increase of
4.0% for 2005 and 2004 refiects the long-term average
rate of salary increases. Based on historic salary increase
experience and management’s expectations of future salary
increases, we reduced our expected composite rate of
compensation increase assumption from 4.25% at
December 31, 2003 to 4.0% at December 31, 2004.

Health Care Cost Trend The following table provides
the medical cost trend.

2006 2005

Health care cost trend rate assumed

for following year

Retirees 64 and under 7.0% 8.0%

Retirees 65 and over 8.0% 9.0%
Rate to which the cost trend is assumed

to decline (the ultimate trend rate) 5.0% 5.0%
Year that rate reaches the

ultimate trend rate 2009 2009

A one percentage-point change in the assumed combined
medical and dental cost trend rate would have the
following effects:

One Percentage- One Percentage-
Point Increase Point Decrease

Increase (decrease) in total

of service and interast

cost components £291 $(228)
Increase (decrease) in

accumulated postretirement

benefit obligation 4,200 (3.442)

For the majority of our labor contracts that contain an
annual dollar value cap for the purpose of determining
contributions required from nonmanagement retirees, we
have waived the cap during the relevant contract periods
and thus not collected contributions from those retirees.
Therefore, in accordance with the substantive plan
provisions required in accounting for postretirement
benefits under GAAF, we do not account for the cap in
the value of our accumulated postretirement benefit
obligation (i.e., for GAAP purposes, we assumed the cap
would be waived for all future contract periods).

Plan Assets

Plan assets consist primarily of private and public equity,
government and corporate bonds and real estate. The asset
allocations of the pension plans are maintained to meet
ERISA requirements. Any plan contributions, as determined
by ERISA regulations, are made to a pension trust for the




benefit of plan participants. We maintain VEBA trusts to
partially fund postretirement benefits; however, there
are no ERISA or regulatory requirements that these
postretirement benefit plans be funded annually.

The principal investment objectives are: to ensure the
availability of funds to pay pension and postretirement
benefits as they become due under a broad range of future
€Conomic scenarios; 10 maximize long-term investment
return with an acceptable level of risk based on our
pension and postretirement obligations; and to be broadly
diversified across and within the capital markets to insulate
asset values against adverse experience in any one market,
Each asset class has a broadly diversified style. Substantial
biases toward any particular investing style or type of
security are sought to be avoided by managing the
aggregation of all accounts with portfolio benchmarks.
Asset and benefit obligation forecasting studies are
conducted periodically, generally every two to three years,
or when significant changes have occurred in market

conditions, benefits, participant demographics or funded
status. Decisions regarding investment policy are made
with an understanding of the effect of asset allocation on
funded status, future contributions and projected expenses.
The current asset allocation policy is based on a forecasting
study conducted in 2004 for our pension plan and 2005 for
our postretirement benefit plan.

The tabie below presents the asset targets by asset
category as determined by AT&T and does not reflect
updated targets for the November 18, 2005 acquisition of
ATTC due to the proximity of that transaction to year end.
It is our intention to perform forecasting studies during
2006 that will establish appropriate investment strategies
for all AT&T plan assets.

The plans’ weighted-average asset target and actual
allocations as a percentage of plan assets, including the
notional exposure of future contracts by asset categories
at December 31 are as follows:

Pension Assets Postretirement {(VEBA) Assets

Target 2005 2004 Target 2005 2004

Equity securities
Domestic
International

40% - 50% 1% 47%

40% - 50% 51% 51%

12% - 18% 17 17 12% - 18% 16 14
Debt securities 25% - 35% 29 29 20% - 30% 28 32
Real estate 3% -6% 6 2 0% ~ 10% 1 —
Other 4% — 7% 7 5 5% - 15% 4 3
Total 100% 100% 100% 100%

At December 31, 2005, the pension assets included 2.3 million
shares of AT&T common stock with a fair value of approxi-
mately $57 and AT&T bonds with a notional amount of
$51 and fair value of $60. As a result of our acquisition of
ATTC, pension assets increased by 2.1 million shares of
ATET stock with a fair value of $51 and AT&T bonds with
a notional value of $41 and fair value of $49. During 2005,
the pension plans purchased and sold AT&T bonds totaling
approximately $13 and $3, respectively, and sold AT&T
common stock of $1. Pension plan holdings in AT&T
securities represented approximately 0.2% of total plan
assets at December 31, 2005,

At December 31, 2005, the VEBA assets included 352,700
shares of AT&T common stock with a fair value of approxi- -
mately $9 and AT&T bonds with a notional amount and
fair value of $1. As a result of our acquisition of ATTC, the
VEBA assets increased by 68,000 shares of AT&T stock with
a fair value of $2. During 2005, the VEBAs did not purchase
any bonds and sold approximately $2. VEBA holdings in
AT&T securities represented approximately 0.1% of total
plan assets at December 31, 2005.

Estimated Future Benefit Payments

Expected benefit payments are estimated using the same
assumptions used in determining our benefit obligation at
December 31, 2005. Because benefit payments will depend

on future employment and compensation levels, average
years employed and average life spans, among other
factors, changes in any of these factors could significantly
affect these expected amounts. The following table
provides expected benefit payments under our pension
and postretirement plans:

Medicare

Pension Postretirement Substdy

Benefits Benefits Receipts

2006 $3,649 $1,884 $(30)
2007 3,519 1,945 (102)
2008 3,597 2,028 (112)
2009 3,716 2,105 (121
2010 3,767 2,172 (130)
Years 2011 - 2015 18,873 11,414 {863)

Supplemental Retirement Plans

We also provide senior- and middle-management
employees with nongualified, unfunded supplemental
retirement and savings plans. While these plans are
unfunded, we have assets in a designated nonbankruptcy
remote trust that are used to provide for these benefits.
These plans include supplemental pension benefits as well
as compensation deferral plans, some of which include a
corresponding match by us based on a percentage of the
compensation deferral. '
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We use the same significant assumptions for the discount
rate and composite rate of compensation increase used in
determining the projected henefit obligation and the net
pension and postempioyment benefit cost. The following
tables provide the plans’ benefit obligations and fair vaiue
of assets, a statement of the funded status at Decermber 31
and the components of the supplemental retirement
pension benefit cost.

2005 2004
{Unfunded) benefit abligations
at end of year $(1,800) $(1,181)
Unrecognized net loss 404 371
Unrecognized prior service cost 15 24
Net amount recorded $(1,381) $ (786)

Amounts recognized on our Consolidated Balance Sheets at
December 31 are listed below:

Non-U.S. Plans

As part of our ATTC acquisition, we acquired certain non-U.S.
operations that have varying types of pension programs
providing benefits for substantially all of their employees.
As described earlier, in accordance with FAS 106 we
eliminated previously existing unrecognized net gains or
losses, unrecognized prior service costs and unrecognized
net transition obligations. The following table provides the
plans’ benefit obligations and fair value of assets, and a
statement of the funded status at December 31;

2005
Benefit obligations at end of year $(906)
Fair value of plan assets 650
{(Unfunded) benefit obligation {256)
Unrecognized net loss 20
Net amount recorded? $(236)

2005 2004
Employee benefit obligation® $(1,747}  $(1,118)
intangible asset 15 24
Accurnulated other comprehensive income 351 306
Net amount recognized 801,381 $ (786)

Tincluded in “Other noncurrent liabilities.”

At December 31, 2005, the accumulated benefit obligation
of certain of the plans exceeded the recorded liability,
requiring us to recognize a direct charge to equity of

$217 (net of deferred taxes of $134). At December 31,
2004, the accumulated benefit obligation of certain of the
plans exceeded the recorded liability, requiring us to
recognize a direct charge to equity of $190 (net of deferred
taxes of $116).

2005 2004

Service cost — benefits earned
during the period $ 8 $ 6
interest cost on projected benefit obligation 73 70
Amortization of prior service cost 9 9
Recognized actuarial loss 23 21
Net supplemental retirement pension cost $113 $106

In addition to the supplemental retirement pension benefit
cost, we had other supplemental retirement benefit
expenses of $1, with a projected benefit obligation of

$84 included as “Other noncurrent liabilities.” Deferred
compensation expense was $46 in 2005 and $44 in 2004,
with liability balances of $574 and $610, respectively, also
included in "Other noncurrent liabilities.”
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Yindluded in “Posternptoyment benefit obiligation” on our Consolidated Balance
Sheet.

The following table provides information for certain
non-U.5. defined benefit pension plans with accumulated
benefit obligations in excess of plan assets:

2005
Projected benefit obligation $906
Accumulated benefit obligation 765
Fair value of plan assets 650

The benefit obligations were determined using a weighted-
average discount rate of 4.55% and a weighted-average
rate of compensation increase of 4.25%. Net periodic
pension cost was approximately $4 for the 43 days ended
December 31, 2005 and was determined using the follow-
ing weighted-average assumptions: discount rate of 4.90%,
compensation increase of 4.25% and return on plan assets
of 6.15%.

NOTE 11. EMPLOYEE STOCK OWNERSHIP PLANS {ESOP)

We maintain contributory savings plans that cover
substantially all employees. Under the savings plans, we
match in company stock a stated percentage of eligible
employse contributions, subject to a specified ceiling.
There are no debt-financed shares held by the ESOPs,
allocated or unallocated.

In November 2005, we completed our acquisition of
ATTC and intend to maintain its savings plans, which
provide for a match of a percentage of the employee
contributions up to certain limits,

Our match of employee contributions to the savings
plans is fulfilled with purchases of our stock on the open
market. Benefit cost is based on the cost of shares allocated
to participating employees’ accounts and was $334, $316
and $300 for the years ended December 31, 2005, 2004
and 2003.




NOYE 12. STOCK-BASED COMPENSATION

In September 2005, we adopted FAS 123(R), which is a
revision of FAS 123. FAS 123(R) supersedes Accounting
Principles Board Opinion N, 25, "Accounting for Stock
issued to Employees,” and amends Statement of Financial
Accounting Standards No, 95, “Statement of Cash Flows.”

We adopted FAS 123(R} using the “modified retrospec-
tive” method. The modified retrospective method requires
that compensation cost be recognized beginning with the
effective date (a) based on the requirements of FAS 123(R}
for all share-based payments granted after the effective
date and (b) based on the requirements of FAS 123 for all
awards granted to employees prior to the effective date of
FAS 123{R} that remain unvested on the effective date. The
modified retrospective method also allowed for companies
to restate based on the amounts previously recognized
under FAS 123 for purposes of pro forma disclosures for all
prior years for which FAS 123 was effective. Accordingly, we
have adjusted our December 31, 2004 Consolidated Balance
Sheets to increase "Capital in excess of par value” and
decrease “Retained earnings” by $546.

We had previously adopted the fair-value-based method
of accounting for share-based payments allowed under
FAS 123 effective January 1, 2002, using the retroactive
restatement method of adoption described in Statement of
Financial Accounting Standards No. 148, “Accounting for
Stock-Based Compensation - Transition and Disclosure.”
This included restatement of results from January 1, 2000
forward, as those were the years for which audited income
statements were included in the 2002 SBC Annual Report.
Upon adoption of FAS 123(R), because we elected to use
the modified retrospective method, we also restated results
for 1995 through 1999 for the effects on our equity. We
will continue to use the Black-Scholes option pricing model
to estimate the fair value of stock options granted to
employees,

By using the modified retrospective method to adopt
FAS 123(R), we increased the amount of excess tax benefits
we had previously recorded on our Consolidated Balance
Sheets, Our accounting under FAS 123(R) may affect our
ability to fully realize the value shown on our balance
sheet of deferred tax assets associated with compensation
expense, Full realization of these deferred tax assets
reqguires stock options to be exercised at a price equaling or
exceeding the sum of the strike price plus the fair value of
the option at the grant date. The provisions of FAS 123(R}
do not allow a valuation allowance to be recorded unless
the company's future taxable income is expected to be
insufficient to recover the asset. Accordingly, there can be
no assurance that the current stock price of our common
shares will rise to levels sufficient to realize the entire tax
benefit currently refiected in our balance sheet. However,
to the extent that additional tax benefits are generated in
excess of the deferred taxes associated with compensation
expense previously recognized, the potential future impact
on income would be reduced.

Because of the requirements of FAS 123(R) to estimate
forfeitures, our December 31, 2005 income before income
taxes and income from continuing operations increased by
approximately $9 and our net income increased by $6.
Adopting FAS 123(R} did not affect any prior period income

before income taxes, income from continuing operations
and net income. Our adoption of FAS 123(R) did not affect
our basic and diluted earnings per share for any period
reported.

When the tax deduction exceeds the compensation cost
resulting from the exercise of options, a tax benefit is
created. Prior to the adoption of FAS 123(R), we presented
all such tax benefits as operating cash flows on our
Consolidated Statements of Cash Flows. FAS 123(R) requires
the cash flows resulting from such tax benefits to be
classified as financing cash flows. Had we not adopted
FAS 123(R), we would have classified excess tax benefits
of $3, $5 and $1 for the years ended December 31, 2005,
2004 and 2003, respectively, as operating cash inflows.

In connection with the November 2005 acquisition of
ATTC, all outstanding ATTC stock-based compensation plans
were restructured based on the 0.77942 per share conver-
sion rate and the special dividend, and subsequently issued
in AT&T shares of stock or stock units. We converted and
recorded approximately 86 million stock options.

At December 31, 2005, we had various stock-based
compensation plans, which are described below. The
compensation cost recognized for those plans for the years
ended December 31 was approximately $143 in 2005,
$153 in 2004 and $244 in 2003 and are included in “Selling,
general and administrative” on our Consolidated
statements of Income. The total income tax benefit
recognized on the Consolidated Statements of Income
for stock-based compensation arrangements for the
years ended December 31, 2005, 2004 and 2003 was
approximately $54, $58 and $93.

Under our various plans, legacy SBC senior and other
management and nonmanagement employees and
nonemployee directors have received stock options,
performance stock units and other nonvested stock units.
Stock options issued through December 31, 2005 carry
exercise prices equal to the market price of our stock at
the date of grant and have maximum terms ranging from
five to ten years. Beginning in 1924 and ending in 1999,
certain employees of SBC Teleholdings, Inc. (formerly known
as Ameritech} were awarded grants of nonqualified stock
options with dividend equivalents. Depending upon the
grant, vesting of stock options may occur up to five years
from the date of grant, with most options vesting on a
graded basis over three years (1/3 of the grant vests after
one year, another 1/3 vests after two years and the final
1/3 vests after three years from the grant date}. Performance
stock units, which are nonvested stock units, are granted to
key employees based upon the stock price at the date of
grant and are awarded in the form of common stock and
cash at the end of a two- or three-year period, subject to
the achievement of certain performance goals. Other
nonvested stock units are valued at the market price of
our stack at the date of grant and vest over a three- to
five-year period. As of December 31, 2005, we were
authorized to issue up to 81 million shares of stock {in
addition to shares that may be issued upon exercise of
outstanding options or upon vesting of performance
stock units or other nonvested stock units} to officers,
employees and directors pursuant to these various plans.
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We use an accelerated method of recognizing compen-
sation cost for fixed awards with graded vesting, which
essentially treats the grant as three separate awards, with
vesting periods of 12, 24 and 36 months for those grants
that vest over three years. As noted above, a majority of
our aptians vest over three years, and for those we recog-
nize approximately 61% of the associated compensation
expense in the first year, 28% in the second year and the
remaining 11% in the third year.

The compensation cost that has been charged against
income for our stock-hased compensation plans is as follows:

2005 2004 2003

Stock option expense 519 $ 75 $183

Performance stock units 116 65 27
Mark-to-market effect on

dividend equivalents 2 — 4

Other 6 13 30

Total $143 $153 $244

The estimated fair value of the options when granted

is amartized to expense over the options’ vesting period.
The fair value for these options was estimated at the
date of grant based on the expected life of the option
and historical exercise experience, using a Black-Scholes
option pricing model with the following weighted-
average assumptions:

2005 2004 2003
Risk-free interest rate 4.15% 4.21% 3.64%
Dividend yield 5.38% 5.00% 4.40%
Expected volatility factor 22.47% 23.78%  22.38%
Expected option life in years 8.00 7.00 6.74

A summary of option activity as of December 31, 2005, and changes during the period then ended, is presented below

{shares in millions):

Weighted-Average

Weighted-Average Remaining Contractual

Aggregate

Options Shares Exercise Price Term (Years) Intrinsic Value!
Outstanding at January 1, 2005 214 $37.46

Granted 3 23.96

Converted from ATT(C2 86 43,90

Exercised (8) 21.60

Forfeited or expired {18) 38.48

Cutstanding at December 31, 2005 277 $39.74 4.8 $73
Exercisable at December 31, 2005 270 $40.07 48 $71

Aggregate intrinsic value includes only those options with intrinsic value {options where the exercise price is below the market price).
20ptions converted from ATTC used the following weighted-average assumptions: risk-free interest rate of 4.35%, dividend yield of 5.16%, expected volatility factor of
22.47% and had an expected option life of 2.7 years. The weighted-average fair value of each option converted was $1.34.

The weighted-average fair value of each option granted
during the year ended December 31 was $3.39 in 2005,
$4.06 in 2004 and $3.88 in 2003. The total intrinsic value of
options exercised during the year was approximately $24 in
2005, $33 in 2004 and $10 in 2003,

A summary of the status of our nonvested stock units,
which includes performance stock units as of December 31,
2005, and changes during the period then ended is
presented below {(shares in millions):

Weighted-

Average

Grant-Date

Nonvested Stock Units Shares Fair Value
Nonvested at January 1, 2005 10 $25.61
Granted 6 ' 23.75
Vested (1 2454
Forfeited — —
Nonvested at December 31, 2005 15 $24.91

As of December 31, 2005, there was approximately $143 of
total unrecognized compensation cost related to nonvested
stock-based compensation arrangements granted. That cost
is expected to be recognized over a weighted-average
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period of 1.6 years. The total fair value of shares vested
during the years ended December 31, 2005, 2004 and 2003
was approximately $38, $24 and $24.

Cash received from option exercise under all stock-based
payment arrangements for year ended December 31 was
approximately $192 in 2005, $234 in 2004 and $112 in
2003. The actual tax benefit realized for the tax deductions
from option exercise from these arrangements for the
years ended December 31, 2005, 2004 and 2003 totaled
approximately $9, $12 and $4.

It is our policy to satisfy share option exercises using our
treasury shares.

NOTE 13. STOCKHOLDERS' EQUITY

From time to time, we repurchase shares of common stock
for distribution through our employee benefit plans or in
connection with certain acquisitions, In December 2003,
the Board of Directors authorized the repurchase of up to
350 million shares of our common stock. This authorization
replaced previous authorizations and will expire on
December 31, 2008. As of December 31, 2005, we had
repurchased approximately 93.5 million shares under the
program.




NOTE 14. ADDITIONAL FINANCIAL INFORMATION

December 31, Statements of Cash Flows 2005 2004 2003
Balance Sheets 2005 2004 Cash paid during the year for:
Deferred directory expenses Interest $1395 $ 1,043 § 1310
(included in Other current assets) £ 500 §$ 505 Income taxes, net of refunds 2,038 506 1,321
Ac;lounts payable and accrued liabilities: 6 2 oa1 Statements of
A‘éz‘r’::éspzayaﬁle $ ;':04 $ 138 Stockholders’ Equity 2005 2004 2003
yro r [ N
Current portion of postemployment Accumulated other cc:jm;;rel?enslve
benefit obligation 1,883 1,117 ;“”0"“? is comprised of the
Deferred directory revenue 1,832 1,876 ?c owing coDmpom;nts, ??t
Advance billing and customer deposits 1717 1,325 ?o:;;?'cztreiijm er 31:
Compensated future absences 875 798 . .
Acched interest 473 376 translation adjustment $ (505) $ {555} § (427)
Unrealized gains on .
Other 3,738 2,588
securities 340 3N 427
Total a;cgtilpt;'?a'yable and 7088 $11.459 Unrealized (losses) on
accrued liabilities $17.088 311, cash fiow hedges (191)  (196) —
Deferred compensation (inFIuded in Accumulated other
Other noncurrent liabilities) $ 1127 $ 900 comprehensive (loss) $(356) % (360) § —
Statements of Income 2005 2004 2003 No customer accounted for more than 10% of consolidated
Advertising expense $ 812 $ 862 § 867 revenues in 2005, 2004 or 2003.
Interest expense incurred $1,492 §$ 1,054 $ 1,228
Capitalized interest . (36} (31) (37)
Total interest expense $1,456 § 1,023 $ 1,191

Goodwill and Other Intangible Assets

Changes in the carrying amounts of goodwill for the years ended December 31, 2005 and 2004 are as follows:

Wireline AT&T Corp. Directory QOther

Segment Segment Segment Segment Total
Balance as of January 1, 2004 $717 $ — $8 $386 $ 1,611
Goodwill acquired 7 —_ — —_ 7
Goodwill reclassification — — - 7 7
Balance as of December 31, 2004 724 — 8. 893 1,625
Goodwill acquired : g8 12,343 — — 12,441
Goodwill written off related to sale of business unit —_ — — {1 a1
Balance as of December 31, 2005 822 £12,343 $8 4882 $14,055

Goodwill is tested annually for impairment, with any impairments being expensed in that period’s income statement.
Goodwill recorded in our AT&T Corp. segment relates to our November acquisition of ATTC and, as allowed by GAAP, is subject
to adjustment for one-year as we finalize the valuations of assets acquired and liabilities assumed in that transaction.

As part of the final valuation we will determine to which entities and to what extent the benefit of the acquisition applies,

and will record the appropriate goodwill to that entity, which may

Our other intangible assets are summarized as follows:

affect our segment presentation.

December 31, 2005

December 31, 2004

Gross Carrying Accumulated Gross Carrying Accumulated

Other Intangible Assets Amount Amortization Amount Amortization
Amortized intangible assets:

Customer lists and relationships $3,430 $397 3 365 $174

Other 1,100 589 758 545
Total $4,530 $986 $1,123 $719
Indefinite {ife intangible assets:

Trade name $4,900 L

Licenses 59 25
Total $4,959 $ 25
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

Dollars in millions except per share amounts

Amortized intangible assets are definite-life assets, and as
such we record amortization expense based on a method
that most appropriately reflects our expected cash flows
from these assets with a weighted-average amortization
pericd of 8.1 years. Amortization expense for definite-life
intangible assets was $271, $117 and $203 for the years
ended December 31, 2005, 2004 and 2003, respectively.
Amortization expense is estimated to be $1,010 in 2006,
$680 in 2007, $490 in 2008, $410 in 2009 and $320 in 2010.

Indefinite life intangible assets are not subject to
amortization.

NOTE 15. TRANSACTIONS WITH CINGULAR

We and BellSouth, the two owners of Cingular, have
each made a subordinated loan to Cingular (shareholder
ioans). Our shareholder loan to Cingular totaled
approximately $4,108 at December 31, 2005 and $5,855
at December 31, 2004, refiecting repayments under the
revolving credit agreement discussed below. This loan
bears interest at an annual rate of 6.0% and matures in
June 2008. We earned interest income on this loan of
$311 during 2005, $354 in 2004 and $397 in 2003,

Effective August 1, 2004, we and BellSouth agreed to
finance Cingular's capital and operating cash requirements
to the extent Cingular requires funding above the level
provided by operations. We and BellSouth entered into
a one-year revolving credit agreement with Cingular to
provide short-term financing for operations on a pro rata
basis at an interest rate of LIBOR (London Interbank
Offered Rate} plus 0.05% which may be renewed upon
agreement of the parties, This agreement includes a
provision for the repayment of our and BellSouth's
shareholder loans made to Cingular in the event there are
no outstanding amounts due under the revolving credit
agreement and to the extent Cingular has excess cash, as
defined by the agreement. Effective June 28, 2005, this
agreement was amended to extend the termination date
of the agreement to July 31, 2007. All other terms of the
agreement remain substantially identical.

Under the revolving credit agreement we received net
repayments from Cingular totaling $2,442 in 2005. After
applying the net repayments, our share of advances to
Cingular under the revolving credit agreement was
approximately $307 at December 31, 2005 and $1,002 at
December 31, 2004 and is reflected in “Investments in
and Advances to Cingular Wireless” on our Consolidated
Balance Sheets. Under the terms of the agreement,
approximately $1,747 of net repayments were applied to
reduce the balance of our shareholder loan to Cingular.

In May 2005, we transferred wireless properties to
Cingular to settle a liability related to the formation of
Cingular. This transfer resulted in a decrease of approxi-
mately $35 to our “Investment in Cinguiar” account and
resulted in a gain of $24, which was refiected in our
“Qther Income” account.

We generated revenues of $869 in 2005, $602 in 2004
and $539 in 2003 for services sold to Cingular. These
revenues were primarily from access and long-distance
services sold to Cingular on a wholesale basis and
commissions revenue related to customers added through
AT&T sales sources. The offsetting expense amounts are
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recorded by Cingular, and 60% of these expenses are
included in our “Equity in net income of affiliates” line on
our Consolidated Statements of Income when we report
our 60% proportionate share of Cingular’s results.

NOTE 16, CINGULAR ACQUISITION OF AT&T WIRELESS

On October 26, 2004, Cingular acquired AT&T Wireless for
approximately $41,000 in cash. In connection with the
acquisition, we entered into an investment agreement with
BellSouth and Cingular. Under the investment agreement,
we and BellSouth funded, by means of an equity
contribution to Cingular, a significant portion of the
merger consideration for the acquisition. Based on our
60% equity ownership of Cingular and after taking into
account cash on hand at AT&T Wireless, we provided
additional equity of approximately $21,600 to fund the
consideration. In exchange for this equity contribution,
Cingular issued to us and BellSouth new membership
interests in Cingular. Equity ownership and management
control of Cingular remain unchanged after the acquisition.

As a joint venture, we account for our investment in
Cingular under the equity method of accounting, recording
60% of Cingular's earnings as "Equity in net income of
affiliates.” As a result of this transaction, we recorded the
$21,600 contributed to Cingular to complete the AT&T
Wireless acquisition as an increase in “Investments in and
Advances to Cingular Wireless.”

NOTE 17. DISCONTINVED OPERATIONS

in September 2004, we scld our interest in the directory
advertising business in lllinois and northwest Indiana to
Donnelley and received net proceeds of approximately
$1.397. As part of this transaction we recorded a gain of
approximately $1,357 ($827 net of tax) in our 2004 results.

In accordance with Statement of Financial Accounting
Standards No, 144, "Accounting for Impairment or Disposal
of Long-Lived Assets,” we have reclassified the results from
our directory advertising business in illinois and northwest
Indiana as discontinued operations, restating previously
reported results to reflect the reclassification on a
comparable basis. The operational resuits and the gain
associated with the sale of this business are presented in
the “Income From Discontinued Operations, net of tax”
fine item on the Consolidated Statements of income.
Prior to the reclassification, these results were reported
in our directory segment.

Summarized financial information for the llincis and
northwest Indiana directory advertising business is as

follows:

Year ended December 31, 2005 2004 2003
Operating revenues s — $311 $481
Operating income — 132 © 186
Income taxes - 51 74
Net income from operations —— 81 112
Gain on disposal, net of tax — 827 —

At December 31, 2005 and 2004, the assets of the discontin-
ued operations were $0. The liabilities of the discontinued
operations were $0 at December 31, 2005 and $310 at
December 31, 2004 and are presented separately under the




caption “Liabilities of discontinued operations” on our
Consolidated Balance Sheets. The December 31, 2004,
liabilities of $310 were primarily tax liabilities associated
with the gain on the disposition. These liabilities were ali
paid in 2005, as reflected on the Consolidated Statements
of Cash Flows. Except for the net proceeds of $1,397, which
related to discontinued investing activities in 2004, all other
amounts on the Consolidated Statements of Cash Fiows
related to discontinued operations relate to cash provided
by ar used in operating activities.

NGTE 18. CONTINGENT LIABILITIES

In addition to issues specifically discussed elsewhere, we are
party to numerous lawsuits, regulatory proceedings and
other matters arising in the ordinary course of business.

In accordance with Statement of Financial Accounting
Standards No. 5, “Accounting for Contingencies,” in

into account amounts already accrued on the balance
sheet. In our opinion, although the outcomes of these
proceedings are uncertain, they should not have a material
adverse effect on the company’s financial position, results
of operations or cash flows.

We have contractual obligations to purchase certain
goods or services from various other parties. Our purchase
obligations are expected to be approximately $1,235 in
2006, $1,234 in total for 2007 and 2008, $387 in tota! for
2008 and 2010 and $249 in total for years thereafter.

Included in our purchase obligations was approximately
$410 of total purchase commitments with WilTe! for
services to be provided on WilTel's network. Our AT&T
Corp. segment has contractual obligations to utilize
network facilities from local exchange carriers with terms
greater than one year. These contracts have no minimum
volume requirements and are based on an interrelationship

evaluating these matters on an ongoing basis, we take of volumes and discounted rates.

NOTE 19. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

The following table represents our quarterly financial results:

Discontinued Operations Stock Price

Total Basic  Diluted Basic  Diluted
Calendar Operating Operating Net Earnings Earnings Eamnings Earnings
Quarter Revenues income  Income Per Share! Per Share! Income Per Share! Per Share! High Low Close
2005
First $10,248 $1,556 § 885 $0.27 $0.27 5 — $ — § — $2598 $22.99 $23.69
Second 10,328 1,518 1,000 0.30 0.30 — — — 24.33 22.78 23.75
Third 10,320 1,962 1,246 0.38 0.38 — —_— - 24,97 23.20 23,97
Fourth 12,966 1,132 1,655 0.46 0.46 — — — 25.60 21.75 24.49
Annual $43,862 $6,168 $4,786 1.42 142 $ — — —
2004
First? $10,012 $1,516  $1,937 $0.59 $0.58 $ 26 $0.01 $ — $27.73 $23.18 £24.54
Second 10,196 1,440 1,168 0.35 0.35 32 0.01 0.0 25,68 23.50 24,25
Third 10,292 1,698 2,004 0.63 0.63 849 0.25 0.25 26.88 2298 25.95
Fourth 10,287 1,247 688 0.21 0.21 — — —_ 27.29 24.55 25.77
Annual $40,787 $5901 $5,887 1.78 1.77 $908 0.z8 0.27

TQuarterly earnings per share impacts may not add to full-year earnings per share impacts due to the difference in weighted-average shares for the quarters versus the
weighted-average shares for the year.

2The first-quarter 2004 diluted earnings per share was retduced by $0.01 in the Discontinued Gperations column to correct a miscaleulation.
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REPORT OF MANAGEMENT

The consolidated finandial statements have been prepared in conformity with U.5. generally accepted accounting principles.
The integrity and objectivity of the data in these financial statements, including estimates and judgments relating to matters
not concluded by year end, are the responsibility of management, as is all other information included in the Annual Report,
unless otherwise indicated.

The financial statements of AT&T Inc. (AT&T) have been audited by Ernst & Young LLP, Independent Registered Public
Accounting Firm. Management has made available to Ernst & Young LLP all of AT&T's financial records and related data, as
well as the minutes of stockhclders’ and directors’ meetings. Furthermore, managemant believes that all representations
made to Ernst & Young LLP during its audit were valid and appropriate.

Management maintains disclosure controls and procedures that are designed to ensure that information required to be
disclosed by AT&T is recorded, processed, summarized, accumulated and communicated to its management, including its
principal executive and principal financial officers, to allow timely decisions regarding required disclosure, and reported
within the time periods specified by the Securities and Exchange Commission’s rules and forms.

Management also seeks to ensure the objectivity and integrity of its financial data by the careful selection of its managers,
by organizational arrangements that provide an appropriate division of responsibility and by communication programs
aimed at ensuring that its policies, standards and managerial authorities are understood throughout the organization.

The Audit Committee of the Board of Directors meets periodically with management, the internal auditors and the
independent auditors to review the manner in which they are performing their respective responsibilities and to discuss
auditing, internal accounting controls and financial reporting matters. Both the internal auditors and the independent
auditors periodically meet alone with the Audit Committee and have access to the Audit Committee at any time.

Assessment of Internal Control

The management of AT&T is responsible for establishing and maintaining adequate internal control over financial reporting,
as defined in Rule 13a-15(f) or 15d-15(f) under the Securities Exchange Act of 1934. AT&T's internal control system was
designed to provide reasonable assurance to the company’s management and board of directors regarding the preparation
and fair presentation of published financial statements.

AT&T management assessed the effectiveness of its internal control over financial reporting as of December 31, 2005.
In making this assessment, AT&T management used the criteria set forth by the Committee of Sponscring Organizations of
the Treadway Commission (COSO) in Internal Control—Integrated Framework. We have excluded from the scope of our
assessment of internal control over financial reporting the operations and related assets of AT&T Corp., which we acquired
on November 18, 2005. At December 31, 2005 and for the period from November 18 through December 31, 2005, total
assets and total segment revenues subject to AT&T Corp.’s internal control over financial reporting represented 29.0% and
6.6% of AT&T's consolidated total assets and total revenues as of and for the year ended December 31, 2005, Based on our
assessment we believe that, as of December 31, 2005, AT&T's internal control over financial reporting is effective based on
those criteria.

Ernst & Young LLP, an independent registered public accounting firm, has issued an attestation report on management’s
assessment of the company’s internal control over financial reporting. The attestation report is included on page 86.

i d E 1 N | Wz

Edward E. Whitacre Jr. Richard G. Lindner
Chairman of the Board and Senior Executive Vice President and
Chief Executive Officer Chief Financial Officer
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
AT&T Inc.

We have audited the accompanying consolidated balance sheets of AT&T Inc. (AT&T, formerly SBC Communications Inc.}
as of December 31, 2005 and 2004, and the related consolidated statements of income, stockholders’ equity,

and cash flows for each of the three years in the period ended December 31, 2005, These financial statements are the
responsihility of AT&T’s management. Our responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit inciudes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated flnanaal
position of AT&T at December 31, 2005 and 2004, and the consolidated results of its operations and its cash flows for each
of the three years in the period ended December 31, 2005, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, in 2003 AT&T changed its method of recognizing revenues
and expenses related to publishing directories, as well as the method of accounting for the costs of removal of long-term
assets.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of AT&T's internal control over financial reporting as of December 31, 2005, based
on criteria established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission and our report dated February 16, 2006 expressed an unqualified opinion thereon.

Sanet ¥ MLLP

San Antonio, Texas
February 16, 2006
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REPORT OF INDEPENDENTY REGISTERED PUBLIC ACCOUNTING FIRM
ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The Board of Directors and Stockholders
ATE&T inc.

We have audited management’s assessment as described in the *Assessment of internal Control”, included in the
accompanying Report of Management, that AT&T Inc. (AT&T, formerly 5BC Communications Inc.} maintained effective.
internal control over financiai reporting as of December 31, 2005, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (the CO50
criteria). AT&T's management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal contro! over financial reporting. Our respansibility is to express an opinion on
management’s assessment and an opinion on the effectiveness of AT&T's internal control over financial reporting based
on our audit. )

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining
an understanding of internal control over financial reporting, evaluating management’s assessment, testing and evaluating
the desian and operating effectiveness of internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generaily accepted accounting principles, A company’s internal control over financial reporting includes those policies and
procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; {2} provide reasonable assurance that transactions are recorded
as necessary to permit preparation of financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in accordance with authorizations of management
and directors of the company; and (3} provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate, ’

As indicated in the accompanying “Assessment of Internal Control”, management’s assessment of and conclusion on the
effectiveness of internal control over financial reporting did not include the internal controls of AT&T Corp., which was
acquired on November 18, 2005 and is included in the 2005 consolidated financial statements of AT&T and constituted 29.0%
of total assets as of December 31, 2005 and 6.6% of revenues for the year then ended. Qur audit of internal control over
financial reporting of AT&T also did not include an evaluation of the internal control over financial reporting of AT&T Corp.

In our opinion, management's assessment that AT&T maintained effective internal control over financial reporting as
of December 31, 2005, is fairly stated, in all material respects, based on the COSO criteria. Also, in our opinion, AT&T
matntained, in all material respects, effective internal control over financial reporting as of December 31, 2005, based on
the COSQ criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of AT&T as of Decemnber 31, 2005 and 2004, and the related consolidated statements
of income, stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2005 of AT&T

and our report dated February 16, 2006 expressed an unqualified opinion thereon.
Ganet ¥ Mu?

San Antonio, Texas
February 16, 2006
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AT&T INC. BOARD OF DIRECTORS

{as of February 1, 2006)

Edward E. Whitacre Jr., 64 2439

Chairman of the Board and
Chief Executive Officer

AT&T Inc.

San Antonio, Texas

Director since October 1986

Background: Telecommunications

James A. Henderson, 71 458
Lead Director
Retired Chairman and
Chief Executive Officer
E Cummins Inc.
Columbus, Indiana
Director since October 1999
Ameritech Director 1983-1999
Indiana Bell Telephone Director 1978-1983
Background: Manufacturing

William F. Aldinger HI, 58 1.3
Retired Chairman and
Chief Executive Officer
HSBC North America Holdings Inc.
Prospect Heights, lllinois
Director since November 2005
AT&T Corp. Director 2003-2005
Background: Financial services

Gilbert F. Amelio, Ph.D,, 63 1.9
. Senior Partner

} Sienna Ventures
3 Sausalito, California
418 Director since February 2001
Advisory Diractor 1997-2001
Pacific Telesis Director 1995-1997
Background: Technology,

electronics engineering

August A. Busch I, 68 @34
Chairman of the Board
Anheuser-Busch Companies, Inc.
== St Louis, Missouri
Director since October 1983
Southwestern Bell Telephone
Director 1980-1983
Background: Brewing, family entertainment,
manufacturer of aluminum beverage
containers

-~

Martin K. Eby Jr.,, 71 0.8

Retired Chairman and

| Chief Executive Officer

_' ¥ The Eby Corporation

"Ml wichita, Kansas

Director since June 1992

Background: General building construction

Charles F. Knight, 70 245
Chairman Emeritus

i Emerson Electric Co.

St. Louis, Missouri

Director since October 1983

Southwestern Bell Telephone
Director 1974-1983

Background: Electrical manufacturing

Jon €. Madonna, 62 1.2
j Retired Chairman and

Chief Executive Officer
B KPMG
New York, New York
Director since November 2005
AT&T Corp. Director 2002-2005
Background: Public accounting

Lynn M. Martin, 66 &7

President

k The Martin Hall Group, LLC
« Chicago, lllinois

Director since QOctober 1399
Ameritech Director 1993-199%
Background: Consulting, former

Congresswoman and Secretary of Labor

John B. McCoy, 62 145
Retired Chairman and
Chief Executive Officer
Bank One Corporation
Columbus, Ohio
Director since October 1999
Ameritech Director 1991-199%
Background: Banking

Mary S. Metz, Ph.D., 68 &7

Chair of the Board of Trustees
' American Conservatory Theater
San Francisco, California
Director since April 1997

Pacific Telesis Director 1986-1997
Background: Education, administration

Toni Rembe, Esq., 69 27

Retired Partner

Pilisbury Winthrop LLP

San Francisco, California
Director since January 1998
Advisory Director 1997-1998

Pacific Telesis Director 1991-1997
Background: Law

S. Donley Ritchey, 72 (.34

Managing Partner

Alpine Partners

Retired Chairman and
Chief Executive Officer

Lucky Stores, Inc.

Danville, California

Director since April 1997

Pacific Telesis Director 1984-1997

Background: Diversified retail

Joyce M. Roché, 58 3.9

e President and

E Chief Executive Officer

Girls Incorporated

Mk New York, New York

Director since October 1993

Southern New England Telecommunications
Director 1997-1998

Background: Marketing

Randall L. Stephenson, 45
Chief Operating Officer
AT&T Inc.

Sah Antonio, Texas
Director since June 2005
Background: Telecemmunications

Dr. Laura D"Andrea Tyson, 58 29
Dean

London Business School
London, England

Director since October 1999
Ameritech Director 1997-1999
Background: Economics, education

Patricia P. Upton, 67 457
President and
Chief Executive Officer
~ Aromatique, Inc.
; " Heber Springs, Arkansas
Director since June 1993
Background: Manufacturing and
marketing of decorative fragrances

Committees of the Board:

(1) Audit

(2) Corporate Development

(3) Corporate Governance and Nominating
{4) Executive

{5) Finance/Pension

{6) Human Resources

{7) Public Policy and Environmental Affairs
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EXECUTIVE OFFICERS

Edward E. Whitacre Jr.,, 64
Chairman and Chief Executive Officer
AT&T Inc.

James W. Callaway, 59

Senior Executive Vice President-
Business Development

AT&T Inc.

James W, Cicconi, 53

Senior Executive Vice President-
External and Legislative Affairs
ATE&T Inc.
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James D. Ellis, 62

Senior Executive Vice President
and General Counsel

AT&T Inc.

Karen E. Jennings, 55

Senior Executive Vice President-
Human Resources and Communications
AT&T inc.

James §. Kahan, 58

Senior Executive Vice President-
Corporate Development

ATET Inc,

Richard G. Lindner, 51

Senior Executive Vice President
and Chief Financial Officer
AT&T Inc.

Forrest E. Miller, 53
Group President
AT&T Communications Corp.

John T. Stankey, 43

Senior Executive Vice President
and Chief Technology Officer
AT&T Inc.

Randall L. Stephenson, 45
Chief Operating Officer
AT&T Inc.

Rayford Wilkins Jr., 54
Group President
ATE&T Inc.




Call us at 1-800-351-7221 between
8 a.m. and 7 p.m. Central time,
Monday through Friday (TDD
1-888-403-9700) for help with:

Account inquiries

Requests for assistance,

including stock transfers

information on The DirectSERVICE™
Investment Program for
Stockholders of AT&T inc.
{sponsored and administered by

Computershare Trust Company, N.A.}

Please mail all account inguiries
and other requests for assistance

regarding your stock ownership to:

AT&T Inc.

¢/0 Computershare Trust Company, N.A.

P.O. Box 43078
Providence, Rl 02940-3078

Please mail requests for transactions
involving stock transfers or account

changes to:

AT&T Inc.

¢/o Computershare Trust Company, N.A.

P.O. Box 43070
Providence, Rl 02940-3070

You may also reach the
transfer agent for AT&T at

att@computershare.com.

is sponsored and administered by
Computershare Trust Company, N.A.
The program allows current stockholders
to reinvest dividends, purchase
additional AT&T stock or enroll in

an individual retirement account.

For more information,
call 1-800-351-7221.

ATAT Inc. is listed on the

New York Stock Exchange.
Ticker symbol: (NYSE: T)
Newspaper stock listing: AT&T

Information about AT&T is
available on the internet at

www.att.com.

The annual meeting of stockholders will
be held at 9 a.m. Friday, April 28, 2006, at:

Alzafar Shrine Temple
901 N. Loop 1604 W.
San Antonio, TX 78232

Ernst & Young LLP
1900 Frost Bank Tower
100 W. Houston St.
San Antonio, TX 78205

The AT&T Form 10-K, filed with

the LS. Securities and Exchange
Commission, is available in paper form
by request and on our Web site at

www.att.com/investor.relations.

Securities analysts and other

members of the professional

financial community may call
the Investor Relations Hotline
at (210) 351-3227.

AT&T Inc.

175 E. Houston St.

P.O. Box 2933

San Antonio, TX 78299-2933
{210) 821-4105
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