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1. Investment Highlights

Table 1: Company Compari50ns
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• Rea:;rioo EPS
*'R';;SiAlCml, SOlICIT;"T1't11 OF C'JSTOMER ORDEF!!llSl flIlCHBlTED.
[11%lnwmsl,. FIll!l1Cl!d. (N9II~[I~redlllonVlCAPX ..OiIi:l~1

Core l'('Slflrs srartl!d to !>hOK' Long disWlce comp2llY IUUlts began to show some iUlprovcmcnt in the fom1h
.\Olll£' impro\'cmtmt ill 4Q... quarter. Surgingdr.mand for Wtla and Intemet producu, a slight deceJer-ation in

the rate ofm:nku share losses lUld c-ou cutting pMtia1ly offsellongdi~ share
losses and pricing-pressures, On anrage. founh quancr core EPS growth for the
Big 3 was in 1in~ with 4Q96'1i results - versus the declining trend Iict during the
first thru quan.en of ·97 (see Table 2). In addition, WorldCom, LCI. Qwesl and
RSL continued to post positive results as a resu)l ofnvc:nue growth driven by
ma:rkel sh~e expansion in addition to c.ontrolliDg costS.

Table 2: EPS irom Cote· Leng Distance Operations

Company '095 2096 ;'096 4096 1996 1097 llQ91 90S? 4DiT 1997
AT&T 51.00 $1.D9 Si.02 $O,g~ $4.04 $0..92 $0.80 $0.92 51,05 53.69

YIYGIOWJh -8.0"" .26.t1X. -9.8% 12.9% -8.7""
Sprint SO.B4 $0.95 10.135 $0.86 5342 $0.63 $0.91 $0.93 sua $~.73

YIYGrowth -1.2" 7.;" 9.4% 14.0"1f /u't.
Met SO.S<l So.53 $0.55 $o.~ $2.1£1 $0.57 So.57 SCAB $0,4' S2.03

YIYGrolt1h 5.6% 7.6% ·1;'7"" .26.8" -6.9%
Average Growm . -7.2% -4.0% ·.U~ MSt -22%-
Core TII~~.xclIde ~aet tram!IIW lritiatiwl (I. '-ocul, pes, Glot>~ AIWa&, 'rwemet, l!\c..)
Source: ~ReI2Cll1l

••._Wl n("'" ini:j{'llh-l'$ {'Ollfilll! e 10

drr-.r: 011 {'01lSolidatl'd EPS.

l\'1lilr- 211d tia companies
comiJllu,' to grow robustly.

DeSpite improvements in the core long disiinec business. COnso)idared EPS for
AT&:T, Sprint and Mel contillued tf;) suffu as a result of diJutivc-, but
competitively necessary, new initiatives likc l~l entry, PCS, data 6Ild Internet
sCr\lices. and global alliances. Itu imperative for the Big 3 to absorb the start-up
«Ists associ-arM with these new initiatives to effeet:ively compete wtth a full 8lTII)'

of products JJld ~rvices in order to protect their hnbedded. yet vulnerable.
CU510mer bas~.

On averag~. the Big 3'$ consoJi~led BPS declined 40% in the fourth quarter with
AT&T up 2.6%, MCl down 77% lUId Sprint down almost 469'., (see Tllble 3). New
inltJatives dilute.l;l J\.T&T's fourth quarterEPS by $0.24, Mel's by SO.31 and
Sprint's by $0.63. We forecast that the dilution from new initiatives has noc peaked
yet and~~xpect inc:reued dilution through '98 as the companies continue to
expOUld their PCS eO'\lcra,ge, data initiatives, local netWorks, and global alliances.

Unlike their Big 3 p~. WorldCom, LCI, and ACC showed positive BPS growth
in the founh quarta as a result ofsolid opemtion!O and easier year-over-ye2lJ
comparisons. WorldCom's EPS grew from (SO.05) in 4Q96 to 50.15 as a result of
strong revenue growth, impn:ssi\'e cost controls. and 5ynErgies from the. MFS
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~Merrlll Lynch

Loll' burriers to eutT): 1tav~ led
to significant market share

lo!!es for rile Big 3.

merger. LCI reported EPS growth of 249&, dri"en by soUd top line IJ'O\\1h as
result of continued market shm: gains. Fueled by its expansion into new ma.-kEts,
ACC's bouom line rose 22% jn the fourth quarter.

Table 3: t:Qnto~d8ted EPS Growth

Compill1Y 1Q!T 2097 scm 4097 1991

"TiT SQ.aa SO.59 $0.71 $0.81 S2.7S
YlV GrtIWtl -25.3% -37,9'1;, '15.6% 2,5"'k. ·20.6'%

Mel $0.42 $0.40 $0.18 $0.10 $1.11
YN GrowttJ 0-2'5:. ~7.6% '56.8% ·77.1'1'i ·36.0%

Sprinl $Om $0.60 $0.49 SO.SO 52.10
Y/"iGI'O'Io'ltl ·14.ti",(, '20.7% ·33.1% -45.6% ·27.7·...

Avert;i VN Growth ·1s.2% ·22.1% 45.1"" -40.1% -28.''''
sm.m: Cl:W!1!J1l'Y Repol\f

We have long pointed our that !he 1996·1997 phenomenon of unanticipated losses
to lOIla distance reseUers and thus dramatic EPS declines for e:ti..sting tUlIIiers from
'96 to '97 evidenced one $inglt thing: that the long disLanCt indLlStlj', especially
the mass market J'e$ldential and single-line bUiine51s m.a.rkeLS, had "ery low barriers
to entry. New entmus hB.ve continued 10 take rnarlcet share away from AT&T.
MCI and Sprint. The most recent FCC long distance market share study (3Q97)
shows the BiZ :3 market share SA 8. percentage of total revenues trending down 
totaling only 77.6% in Decembe1' 1996 versus 81.3% as of December 1995.

The Big 3'5 share continued to
trend down in 1996. TBbie 4~ Lang Distance Market Shart

Based on II Percerrtsge of TotAl Lang Oistance Revenues

ATaT MCI FON TDtllIJlg 3
'984 SO.t"'" 4.5·~ 2.7"-. 97.3....
1985 85.3°,," 5.5% 2.5% 94.4°"
1986 8U% 7.6":. 4.3% 93.8%
1987 78.6% 8.8% S.eel. B3.~·'"

1988 74.6"'- 10..3% 7.2910 92.1°,(,
1989 fj'fli'k 12.1'0 8.4% ea.O%
1990 65,(1.4 14.2'1. 9,7% 8B.9%
1991 63.2% 15.2% lU"" BB.:r..
1992 60.8"4 16.'7% 9.7",4 B7.2."':'
UaJ 58.1"/0 17.8'¥. 10.0% 1I5.!l~

1994 SS.2WA, 17.4'% 10.1% 82.'''.
1995 51.8% 19.7'% 9.8% 81.3"10
1998 47.9"k 20.0% 9.7'" 71.6"10

ft ......

SOIJl1le; FCC L~Di~ MQIlIe.1 $hQr<t Aepol\ - 3Q!17

WCOM OthEl'
2.6%
5.6%
8':1'1.
6.6%
6.00/.

C.2'Y. .. 11.8%
O,S% 10.8%
0.5% 11.3""
1.4"10 11.5"1.
1.9".. 12.3%
:3.3% 14.0%
4.9"~ 13.8%
5.5% 17.0%

,.
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A.T& T's s11Q.re continues to
Irend down.

Fl9"'" 1: Lang Distance MotShll"
Based Dn Rewn\lll Clr Long Distance carriers Only
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Tite lOllg distallce marktt share
shIfT cominllcd rl~rough 4Q.

The 111'0 primary drivers oj
illcreasillg LV competition:

SourcI: FCC Lon; OiIIance loIz~ SIlare~ -DT

w£ utimate second tier company markel shZlfe gziTlS decreased slightly in the later
h8If of 1997. Nevcrthelc5lii. the long distance market!Mtt shift continued through
th£ :fourth quarter - as evidenced by the disparity OftltB Tevtnue growth statistics
between the Big 3 and second tier playen (shown In Tobie 5). The average
revenue gmwtb rat.e for the Big 3 dropped from 7.29& iIl1990 to 2.69C in 4QCJ7.
These single digit fi~ures for Lhe Big 3 compare with average second tier C'.ompany
composit~ g;rO\l,'th n.te~ of over 20% in 1996 and 31% io 4Q.

Table 5: U. S. Long Di51anc~ ~evenue Growth trends (in $DaO's)

YIY VIY VIY
'1996 1997 GroWUl 3Q96 3Qg"l Goruwth as . 4097 Growth

AUT 46,241 46.174 0.1)"-' 11,739 , 1.695 -0.4";' 1'.M1 11,739 0.8%
Mel 16,784 17,691 5.4~ 4,274 4.410 3.2% 4,302 4.644 6.6%
Sprint ~ WQ 7.s·,,~....wg 8.1% 2.164 1.m ~

Tol.fl "Big 3" 91,327 $12.'75 2.", $lBP9r tr8,35r 1.4f' 118,117 '18.SSr l.t"
~
Wor'odcom 5,213 6,952 33.4'lit "g33 ',782 33.6% 1,484 1,9~8 2!l.9%
Frontier 1,888 ',6JlS 1:2.!l"~ "95 ~4 -14.6% oM 41~ ,/J'%
LCI 1,216 1,390 ,<1,3",;, 318 400 2s.e·~ 321 414 29.0%
ACC !Ill 120 21.QOk 21. 31 47.5"" 26 39 46.1%
ASL a6 195 t27% 23 58 152'l:> 2El 67 1:iil%
!XC 204 421 10e-J0 6' 112 84.0% 73 13E rw~

EXca 1.(191 1,333 22.2'% 300 294 -1.7% 358 4ti7 30.5"';'
Tel·SIVe 305 2.32 31.5'% eo eo 3S.3% 64 7B 21.9%
GTE 4-4 3'2 N~ 80 NM 90 NM
SNET --.!Q1 ~ ~---'i ---.:E. ~ m 41 i14.1·~

To~l2ndner $1rJ,247 572.742 2U" &2,641 C3.2'B .2U" $2.'196 $3,672 31.3%

TOI.I.1LD • sa',547 ces,s5? 4.!1% 12.e,082 $2.1,14'1 5.3% 820,913 122.267 6.5%
IicluIw;~~.Ull'IlIL~ lJ:limIIes

As new, low cost long distance capacity comes on line Ovt!T the next 6-12 momhs
(e.g., the ~'5t. IXC and Williams nerworb: among Others) and the RBoes be!in to
enter the Jong mswlI:a market as buycn oflarge quantities of wholesale capacily, the
wnolltSaleJrcl&i1 spread is likely to widen. attracting mare competition - ull1ess retail
T8.le5 drop significantly.
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Pace ofRBOC entry will dictate
retail L.D pricing structure.

AT&T is a.t most rlskfrom
RBDe tntry, as a result of /ligh

t:rposure to mass markflts.

We believe me pace ~t which the RBOCi are ellowed to enter the lon~ distance
maTla:.t ....;11 dictate ther~ pricin.1! structure owt the next few YeJlS. With slower
RBOC tatty. we should tiel. moderate acce\eabOn in long distance pricing
preilllre (tet Figure 2, Sc~ntJrio 1). However. with quicker RBOC long distance
entry, we. forecast retail~ will decline at a more rapid pa.ce. thus causing a
dramatic increase in pricing pmsnre on the LD industl')' (.ste Figure - Sctmario 4}

It i5 important 10 note the R,BOes. are expected to initiall)' target the mass markets
(nsidcDCCS and small buiine$se£) for Ion, dislAJ\ce. As. arcsult, the RBOCs v..'ill
affect the long distance companies in varying deBTces based on theiT cltposure In

tb£se markets. For example.~ believe AT&T is ~t most risk due to 11.$ relatively
high c1egrM of exposure in the small business and residential markets while
WQrldCom.',Qwcst. and Frontier hold 1\ relatively slfQng position due to a l~ than
proportionate share in the residential market.

Figura 2: Left; DistanceWhalesaleJRetall Price .rtJltrage
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Xe....· products sllould put
further prersure on lorlg

distance rafiJs.

DIaI·1 to

w

SOUIUl: UalT'il L)'lldl ~aI~

Table 6: LD Praiit Margins
(Per Mil'lute)

We have seen a Dumber ofnr.w, low T8tll1tlng diMllnCe products offered by various
providers over the past few months wbich should pllt fuT!fu.r pressure on pricing.
AT8tT annoUllced rwQ new produc~ at itS analY£t meeting in IllnulUj'. One .
prod-net virtnally mitmrs "tel-Save's 9¢ per minute offer on AOL wherc1n the call
IS II routine long distlll1~ call with normal a.ccess chlU'ges Msocillted with it
bow8ver. sales, order cnuy, and billin! are all done on.lin~t lh~by lowering
SG&:A., billin& and uncol1ectable ex.penses. Thft second product is Internet "Dice
urviee, offering phone-tC)-phone service whieh is comp3l"8.ble to using a calling
~d. ~ Intemet voice product is a reaction to recent similar product
IntroduCtions by Qwcst and RSL v..-hich offer dmnc.stie service at 7.5¢ pet minute
lU\d int£t'l1lltlonal &&1"Yice B1 30-40« per minutCl. tt~ively. AT&T has DDt yet
announced .m internlltion31 product but Wft believe the mIl-out is nat far behind.

We do 'Dot dispute that these new products offer adv8Iltlges, yet we believe thete is
an inhcrcnt'rlsk ofcannibalization of higher rate Dial-l LD traffic. Additionally,
despite the SG&.A cost savings. """l: believe that long distance prnfit per minute
(not necessarily percenlage UJllfgin) win be ~queezed. As shown in Table 6, even
when .....-e asS'LUl'lC 867% reduction in SG&'A and network operation expenses per

$0.100 ·28-6~

(~c.C5) 0.0'1'
($0.011) -68.6%
($n.o05) -6&.i"Jb

(!O.01) 0.0"
10-024 -20.D"
24.0% +12.ft,

On-Line %CMn,e
$0.14

(SO.05)
(S:J-03S)
($0.015)

(SO.01)
.so.no

Profit Margin 21.4%

AveTllge Rail!
Access
SG,&A

Netwolt;CplI

Oepreciatlon
NelPrcfil
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The W Gap remained
relath'elJ high in 4Q.

.
min~ and JJW'gin expansion of almost' pucenrage pointE, the new on-line
product'll net profit per mimll.e declines to 2.4¢ veT5m 3¢ for tnlditional Dial-}
long distance stTViccs (See AT&T's 4Q Review, on pagl!! 17).

Deipite numerous pri(:e jpa-cucs and huge growth in datallnrernet traDsmiS!lions
-price. preS5\U'CSm~man doubled in 1997. As fohown below In Table 7 and Figure
3. the avuaee rate per Dtinutc declined by 8.0% in 4Q, compared to a 2.8% d=cline
in 4Q96. For 1997, the average rate:. pel'miJ1Ult. feU 6.59b versus 2.290 in 1996.
Although the decliniDZ Gap trend began tQ flatten out at !he end of 1997. it
remaius relatively bleh when comparr.d to histaricll1lcvds - ev~ before RBOC
long distance entt;'. w~ emib'D~the current lcveli of rate per minute declines to
two prinwy factors: (1) Mosl data traffic is carried on wholes8le-priced Internet
Protocol (lP),pri'vate line netwo:rks, thus deeply discounted frcm t)'pical retail
:rataj and (2) Rewl voice traffic rates continlle to be under pricing pressUre as l:l

result of increased competition.

Fisure S: Long Distance -Gllp" Anllysis
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Ta!)le 7~ LDng Digtance Revenue/Vclume (-Gap") Analysts

1995 109& 2096 3098 4Q96 181& 109'7 mlr 3a97 "Oi7 '191 1999E

LP M[l1l1!e Growth
AUT e.e% 7.7% 5.1" 5.1% 8.0% Wk 6.7% s.re" 10.1% 7.2% 8.4% 1l.0"I0

MOl 16.20/0 21.:r", 14.5% 11.(1% 8.0% 13.7'. 4.0% 5.5% 6.2% 9.7% 6.4% e.so,:,
Sllrinl 7.'% 17.3% U.O% 21J1'10 21.0% '9H" 14.0% 15.0% 13.5"0 12.0% 13.8% 11.3%

Fr<l~r 60.2% 86-6'% 64.2% ~.~ -10.7% 35."'''' ·24.7% .i:!.D% ·21.1!% , .4"" ·1U'l'. 6.7%

Lei 47.8% lW.6't. 75.7% 7,,2CJ. 57.~% (11.6% 38.,% 89.00.4 33.0% 30.0"10 SU",," 35.0%

Wortdccm 31.0"" 22-S% 2U% 2.2.2% 4ij.8% a.a", 23.~. 23.D"JI. 210% 23.mi 23.0"'" 20.0%
Weigl'rtbd Averagt 11.3% 12.9% 111.2% 1U~ 1U·'" 11-0'% 7.7% 9.8% 10.1% e.",. 8.2.",4 'D.O%

Rev!!nu!! Growth
AT&T 4.0"1. 6.6% 3A'lIr a.!1% 3.9% 4.4% 0.6% 1.5% -0."% -2.3% -0.1% 18%

Mel t~" 14.1" 12.7% 11.-4% 10.0"-' ,2.If.'. B.r~ 4.7% 3.2% ~ 5.4% 5.2%
SpIlM e.g~k 14.2"-' 'S.9% 14.1% ,2.3% 14.1% B.5% 7.8% 8.1% 6.3% 7.8""" 9(]%

Frontier 415.5% 63.2% 47.1% i!2.!% ·7.1% 27.~ ·17.5".4 ·18~ -14.5"'" 1.1% ·12.9"1.. 3.5%
leI 48.9% 80.2% BS.l"lo 7l.6% 47.7% 69.7% 25.S% 2S-"" 2.5.&-'" 29."'" 25.15% 23.St~

Worlc::cm '9.3DM '6.a% 17.~4 18.2% 3O.4"f. 2O.B'r. z~~:.. 2'.7% 19.8'" 16.6% 2.0.1% 19.0%
Weiglrted AY(l~913 1.2~~ 10.3% 8.5'% 8.8% 8.2% 8.8% 404% 4.0% 2's'''' 1.$% 2.8% 4.D~

~
AT&T -4.7"/. ·'.1% ·1.1"',l, ·1.2% -2.1% .'.6% -6.1% oS.2% 9'005"" ·g.5% -8.6% ·7.2%
Mel ·:1.7% ·7,2% ·1.8"'" 0.4% 2.0% ·1.7% 4.2% ..a.~ ·3.0»4 -4.2% -0.9,. ·1.5%
SpriP'\t -0.20:. .3.1'1" -3.1% ~.g% -8.6~ -5..5% '5.5% -7.2% -5.4% '5.7% ,6.0% -2.2%
Frontier ·13.7"'" -23.4% ·17.1% ·7.1% 3.!% -8.\% 7.2% B.I.l% 1.2% -o.:J-..i. 6.3% ·3,2%
Lei 1.lW. 10.8% 10.7% 1.4% 08.",4 1.9% -12.4% ,113% -7.2% -0.8'% ·9.1% ·11.E%
World::cm ·111.5% -3.7% 3.5% .(1.7% -e.4% -0.9% 0.0% .1.3% ·3.2% -6.4% .2.ll,. ....C%
Welgntecl Average -4.1~ .2.6% ·1.7% ·1."" ..2.8'% .2,2"" ~.B"4 1i.2% ·7.B'V, -8.g% -6.5% -6.0";'-_...._-
.~. Tepresm lhe tlillerence bltwlln .MUIl m1nutf gmwItl a'XlllftlallllYlllJl ;r'Il"th
A~~,ive 3~~ implies aver.g. rail per mJl\U1e Is c1eclring a: 1tl.1nrIcalId IllIlIJII rail.
WCOJo,l reo;enul:1;\llli r.prlunt lSti,'Tl2.18d swilehed LO r8Ytnutlllter 1illS.
WCOM 1957 MOU jJ)Wl'l IS Marrill Lynct. B&tima~ 8TI:l nanna6t8d Ior"QliG migration tlI' ~cellnlllic ana 1095 Will!! acquisition.
S';1Urc;e: CCl~PlrTi reports, Merlill Lyr.ch e51ill1ll\es.

LD companies rode the
conso/ida/ion wave illto 1998.

LD entry into local markets is
still at a ~tand stilL

Despite the negalive pricing trends mentioned above, we expect "Gap" to
lnatJinally improve during the next year as the year-over-year comparisons get
Wier. We caution that UU, should nOt be intelFeted to mean price competition i~

easing in long dlst.ance. 011 the contrary. as; highlighted earlier, we expect even
more compe.tltive inroads by neW entrantS offering new produclli, including the
RBOCs eventually, which should continue to drive LD prices downward.

Consolidation contitlued to make headlines with the CClmp&tingWorldcom and
GTE bIds fotMCI, WcrldCcm', purchase DfBrooks Fiber, Let's acquisition of
US Long Disranee, TelepOrt" planned acquiJiticn of ACe and, subs.equenrly,
AT&T'$ bId. for Tele.port. In addition, Frontier hIS made 8. play lo offer:m array
or data producWaaviees through its planned acquisition of OlobalCenter We
expect the consolidation wave will continue i.n 1998. In addition, once tile
WorldComIMCI deal is closed, British Telecom is free and financially c:apaNr: [0

esmbllsh new partnerships with ether companies in the U.S. WP. believe BT will
look to piece tOgether a vertically integrated local,long distance, voice and data
company in the u.s. .and might look ICJ companies such as the R.BOCIl. I.D
cempan1es (i.~. Sprint. LeI, Frontier, and Qwest) and/or the CLECs (i.e. leG.
Intcrmedia, ~cligcnt,USN).

Local entry by the long dim.nce. companies continue.s to take shape at 8. much
slower pace man many had orlg1nel1y expecttd - as evideJ1ced by Mers third
quaner annDuncement bighllghting the difliculties. dc1llYs and costs it ~
experiencing in its efforts 10 erner the local mmbt ."ill Mel Metro end AT&1' s
and Mel's pullout from the total servi~ renle (TSR) IIW'.ket in the fourth quarter
Sprint has ye1 to roH-oot m 10IPal offerings on a broad scale. and even smaller long
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.~T&T lIas jiuaU....· started fo

foclI5 on thc- local marker 'H-iz11
t!Je QCqflisilio'l of Tcl"port.

disnmc& compsni=S like LCI .md Ace are rolling out much slower than they had
originally hoped.

The acquisition ofTe]eport finally launched AT&T into the local market. although
even with the. CLEC's vast local assets AT&Ts nauonallocal e'll.pOsUfe ls ~l
limited. AT&T says Telcport'i assets will addTess only 2890 (Dr $2.1 blllion) of
the $7~ bmton local market (exc1udini approxintat.e1y S25 billioD of access
re"tnues). thllS leaving the remaining SS4 bUJioD to be addressed by re.sale and
unbundling matepes.. wbicb thus far have proved to be uneconomic lllIdJOf

extremely complex.phY5i~ly and legally. In additioD, AT&T's 8Ccess 51lviugS

and revenue synereies from th~ TCCi acquisition imply less thB.n 1% per year
inc:rementa11ocaJ share gain than would have occurred without suc:h • merger (See
Appe.ndix5: ~mplicaJlons cifAT&T's AcquisitiOn of.Td!porr).

Table e: IXC F'enetrlltlon of Local Market

1891£ 1998E

1.696
2,838

212
?Jli

16.125

Reveru
Ul!%
1.45%
0.11%

~
4.1~

$tIl7,IlSS
%olLocaI

Mark.,
1,152
1.552

184
~
$4,~

Revenue
,l,T&1/1J 633
UC'2] 345
Sprint 160
Wo~dCom (3) J.JlQ§
Tor.J U,144

['1 FigInIl'l'Il f0lll111cr TI'II':n mer~r
[~] Llel n;um Ire blfarl mII!;lr w.1h WCOM IIF1d Ilre lIIaljr 10 be sC81ed beck 15 • result of lhlI rnlIl'I1lT.
[3] Flgmes pro 10IIIlI1ar MFS IITd Brooks Fibef~
Sourte: Cclmp1nv TIPOrI5, MtIrriJl LyncIlIsllmatn.

SG.iA :J<; a prrc(,1l1agc of
rnc .'Il1l·S dL diti,a for all tile

((I1Jlpalli(s llwf w( were able to
IlIc'tlsurt!.

Of' '·C:[lI~ margill rr('lIas
,""('1'(' mix('d.

Fourth Quarter LD Operating Results

On an annual comparisoIl, SG&.A as a pr.rcent ofrevcnUCi declined fDr all of me
companies we were able to measure - AT&T. Mel, Sprint and LCI. AT&T kept
up iii improving trend as the company has committed itself to decreasin.s its
SG&.A marlins 10 22% of core long Ch5W1CC revenues by the end of 1999.
AT&.T'$ SG&A as 8 percentage of reVMUU declined by 110 basis points venus
3Q. As amult of Mel's aggresslv~::'..3rlt8ting campaign 10 win-back share during
the fourth quarter (e.g. I its S~ Sundays campaign and ncw airline frequent traveler
aw~ partnerships), SO&.A as a p8rcentagl! ofrevenue& rose 120 basis points
sequentially. Sprint'! SG&.A spending as I pm:entage of revennei fell 70 basis
poinls sequentially in 4Q M thl'. comp8ny continues to ride the wave of SUCt;ess

wrraunding the Sprint Sense ~d Friday's Free, iJ. has been able to funit its
advertIsiDg and promotiQT1al ~nding. LCT continued focus on efficienc), gains
,.esulted in a annu:l) 40 basis point decrease in its SG&A margins.

OparatiDg margins fen r"r some companies while they rose for others in the. fourth
qnmtC.T, AT&.T Dnd Sprint showed slight improvements sequentially as re5ulr of
both SG&:A and acceSs spehdinglmprovemenlS. AT&T's operating m:ngin ros~

2SO buill paints Over 3Q wbne Sprint's margin rose 90 b~ls points onr JQ'5
margin. 011 the other hand. Mel. Frontier and LCI saw declining opcratin!!
margins. Sequential1y. Frontier's opuating margins fell 30 basis points and LCI's
margins deolined 70 basis points due to increased network costs while awaiting to
shift b"llffie to Qwest and IXC fibers., respectively.
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Table 9: Acces~ Expense, SG&A Expenae and operating Income
(n i P,rt.ntag' orReV'l"lIaa)

ImproVll'lllnl
Complny ~& 19M 3097 .4Q97 1997 1998E Annual Seq'!
A=... ... "of"-va:
AT&T 36.3% SS.3% 31;" 33-" 35.3% 35.!% ..z.5" -0.'"
~CI 49.8"'" 50.1% 53.9".4 54.4"1. S2.!i% 62.8"" 4.B% 0.5%

5print "5."- 44.11% 42.6""- 42.1% 44,00/" 43.5".. -3.5% -iJ.5%
LC1 63.0% 64.0% 64,tl"4 669'" 64.5% 62.7·,,:, . 2.4Yo 15"
WCOM 57.2% 552% NA NA. NA NA tvA NA

$aU ••• " 'f~n:
AT&T 32,1% 32.tr% 33.1·"" 32.0% 32.5% 2B.s".. -iJ_1~ -1.1%
MOl 26.4% 26A 23.~'" 24.4% 24.1% 24.6% .2.0'1t 1.2%
Sprint 25.3% 23:7% 22.2% 21.6'% 21.S-'" 21.4"':' ·3.1'S -0.7-10
LeI 24.8% 25.1% 24.5% 24.4'% 2,11.4°,(, 24.gt,l, -<l.4% -iI.I%
WCOM 16..3% 17.8% NA NA NA NA N~ NA

LD Op.,."tlnglflrr;itr
AT&T 14.8% 17.3% 13.7~~ 15.9"'" n.7% 16.9% 1.1% 2.3%
MCI 14.5% 14.6% 12.2% 10.4% 13.1~ 11.6'% 04.0"; ·1.7%
Sprint 11.9% 11.9% '12.8% 13.7% 12.2% 13.3% 1.8" D.9%
FRO a.4% 1U% 3.3% 3.0% 3.5% 8.6% -5,4% ~.3)('

Lei lUi'll. 11.2% 11.6"1. 11.2% 11.6% 12.6"1. -0.7% -114%
WCOM 20.0% 20.0% NA NA NA NA N.A NA

AccnIls percllll DI LD menuK, F=r Llel mI S/lMl SG&A :1M o~ratir'l~ rnarginli a~ Ill!' Img l1I"lIflCe ll"Jiltlnly
ATIT IrId Sprim lCteSl figullS:Il'A aCCeM ol'll'y, Ill! olIlen; irdud~ SOME! ~1WQ1k 1mb.

\
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Fourth Quarter Earnings Were $0.81 Per Share
Full-year 1997 Earnings Were $2.74 Per Share

----------------------

FOURTH QUARTER AND 1997 SUMMARY

• Earnings from continuing operations were $0.81 per share, up
5.2% from $0.77 per share in the fourth quarter of 1996. Earnings
for the full year were $2.74, down 20.6% from $3.45 in 1996.

• Earnings from the core business - long distance and cellular
services - were about $1.05 per share, an increase of about 13%

from $0.93 in the fourth quarter of 1996. The increase reflects
AT&T's efforts to achieve a competitive cost structure, including the
elimination of over $1 billion from AT&T's annualized fourth quarter
cost run rate (excluding certain transitory expenses such as costs
for the year 2000 project). For the year, the core business earned
$3.69, down 8.7% from $4.04 in 1996..

• Investment in initiatives - local service, international markets,
AT&T WorldNet and other online services, new wireless markets,
and AT&T Solutions reduced earnings by $0.24 per share,
compared to $0.16 per share a year ago. For the year, initiatives
reduced earnings by $0.95, compared to $0.59 in 1996.

• Revenue decreased 0.3% in the quarter as a result of a 2.3%

decrease in long-distance revenue. Lower revenue from consumer
long-distance markets, related largely to the flow-through of access
reductions to customers, resulted in the decline. Total revenue
increased 1.5% for the full year, while long-distance revenue was
essentially flat compared to 1996.

• Long-distance calling volume increased 7.2% in the fourth
quarter and 8,,7% for the year led by strong demand for toll-free and
outbound service for business customers.

------ ------------------------ --- ---- ------

httn·llnTnTnT ~tt £'1'\1'11/,rl£'1'\1'111'11pnt!:l"'107..1rt_£'1'11nt ht1'111
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4TH QUARTER & 1997 AT A GLANCE

Page 2of20

Growth Compared To:

Revenue 4Q96 3Q97 1996
Total (0.3)0/0 (1.4)% 1.50/0

Long-distance Services (2.3)% (2.6)% (0.1)0/0

Business LD Services 3.0% (1.4)% 2.9%

Consumer LD Services (6.8)%) (3.8)% (2.8)%)

Wireless Services 4.2% 2.9% 10.3%

Other Key Data
Long-distance Volume 7.2% (0.5)0/0 8.70/0
SG&A Expense (2.5)0/0 (6.0)0/0 0.70/0

AT&T 1997 CONTINUING OPERATIONS HIGHLIGHTS
Total Revenue: $51.3 Billion
Total Net Income: $4.6 Billion
EBITDA: $11.3 Billion
Total Capital Expenditures: $7.2 Billion
Cash Generated or Expected from $6 7 B·"·
D· t't P . I IonIves lure rogram:
At December 31, 1997, Value of
$1,000 Invested in AT&T Stock on $1,537
December 31, 1996:

EARNINGS RECAP
~PSfrom: 1997 4Q97 3Q97 2Q97 lQ97 1996 4Q96 3Q96 2Q96 lQ96
Core Business $3.69 $1.05 $0.92 $0.80 $0.92 $4.04 $0.93 $1.02 $1.09 $1.00
Initiatives (0.95) (0.24) (0.23) (0.23) (0.25) (0.59) (0.16) (0.17) (0.16) (0.10)
Continuing

2.74 0.81 0.69 0.57 0.67 3.45 0.77 0.85 0.93 0.90
Operations
Discontinued

0.06 0.02 0.02 0.02 0.11 0.13 0.04 (0.01) (0.05)
Operations --

Gain on Sale of
Discontinued 0.04 -- 0.04 -- -- 0.10 0.10 -- -- --
Operations
Consolidated

$2.84 $0.81 $0.75 $0.59 $0.69 $3.66 $1.00 $0.89 $0.92 $0.85
AT&T
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In December, AT&T reached an agreement to sell AT&T Universal Card
Services (UCS). Accordingly, the results of UCS have been removed
from AT&T's consolidated financial statements and are accounted for as
discontinued operations. Financial results for 1997 and 1996 have been
restated to reflect this change. Appendix C shows restated 1997
quarterly data and 1996 fourth quarter and annual data.

Note: All earnings-per-share figures in this document are presented on a
diluted basis.

Income Statement Discussion

REVENUE

Business long-distance services revenue was $5.543 billion in the
fourth quarter, up 3.00/0 from 4Q96 driven primarily by data services
revenue growth in the mid-teens. For the full year, total business
long-distance revenue grew 2.9%, with double-digit growth in data
revenue. Throughout the year, demand for emerging data services such
as frame relay led the growth in data services revenue, while growth in
private line data services also contributed significantly. Revenue from
frame relay services grew well in excess of 100% in 1997. Excluding the
impacts of businesses that AT&T sold in 1997, namely AT&T Skynet
and AT&T Tridom, total business long-distance revenue grew 4.0% in
4097 and 3.5% for the year.

As expected, the rate of growth in business calling volume declined
slightly from previous quarters, though continuing to grow at a
double-digit rate with gains in both inbound and outbound calling. For the
year, business volume increased at a rate in the mid-teens. The lower
rate of growth in the quarter was related primarily to strong volume in the
fourth quarter of 1996, when a spurt of contract renegotiations began
due in part to uncertainty surrounding detariffing. Contract activity and
the corresponding pressure on prices continued throughout 1997,
leading to strong volume growth and a substantial gap between volume
and revenue growth. Reductions in access charges led to further price
decreases-and a wider gap-as savings were passed to customers, often
in advance of AT&T's realization of lower rates. The gap, which has also
been caused by growth in lower-priced intra-LATA services and
migration of customers from switched to nodal services, narrowed in the
fourth quarter. The anniversary of the increase in contract activity, the
impact of certain price increases implemented in the fourth quarter, and

htto://www.att.comJir/commentarv/974a-cmnthtml ()/1/9R
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increases in data revenue growth caused the gap to shrink.

International business calling volume grew at a double-digit rate for the
quarter as well as for the entire year, driven by strong demand for both
outbound and inbound international calling.

Compared to the third quarter, business services revenue declined
1.40/0, on a low-single-digit decrease in volume. This performance is
consistent with seasonal patterns related to the occurrence of fewer
business days in the fourth quarter.

Consumer long-distance services revenue was $5.845 billion in the
fourth quarter, down 6.8% compared to 4096. Revenue was impacted
by a number of factors in the fourth quarter. In the second half of the
year, AT&T stopped targeting unprofitable customers, and in the fourth
quarter accelerated the migration of high-usage customers to more
favorable optional calling plans. These efforts are part of AT&T's plan to
target and retain the most profitable residential customers. AT&T was
able to put customers on more favorable rate plans, as well as lower
basic rates, as a result of lower access costs. Other factors affecting
revenue in the fourth quarter and throughout 1997 included the
continued competition in residential long-distance markets, as well as
the use of free minutes (which have a contra-revenue effect) as a
customer incentive. For the full year, consumer long-distance revenue
declined 2.8%, or about 0.8% adjusted for the impacts of free minutes
and access reform.

Note To Readers
rro assist investors in understanding the performance of AT&T's
established businesses, as distinct from the dilutive impacts of
'nvestments in new business areas, this document presents certain
information in terms of "core" businesses and "initiatives". Earnings per
iShare, EBIT, EBITDA, capital expenditures, and assets related to
initiatives are provided separately. Revenue for initiatives is included in
he "Local and Other Initiatives" and "Wireless Services" revenue lines,
as appropriate.

Core businesses include: business and consumer long distance services
(inter- and intra-LATA toll, network management, data services,
messaging, and other network-enabled services and related product
sales); wireless voice services in existing 850 MHz markets;
air-to-ground services; and wireless product sales. Initiatives include:
local service; wireless service in new 1.9 GHz markets; wireless data

.... " {:. /1. /02
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ervice; online services such as AT&T WorldNet and Website Services;
he AT&T Solutions outsourcing, consulting, and systems integration

business; and international expansion.

II financial data presented on a "core" and "initiatives" basis should be
onsidered approximate. Data on initiatives include costs and expenses
n an incremental basis, and require certain estimates and allocations

hat management believes provide a reasonable basis on which to
resent such information. Also, the revenue, EBIT, and EBITDA
mounts include the impact of sales between revenue categories; such

revenues are eliminated in the "Other and Eliminations" line.

Iso, note that this document contains certain forward-looking
tatements which rely on a number of assumptions concerning future
vents, and are subject to a number of uncertainties and other factors
hat could cause actual results to differ materially from such statements.
Readers are directed to AT&T's filings with the SEC for more information
related thereto. AT&T disclaims any intention or obligation to update or
revise an forward-Iookin statements.

LONG-DISTANCE SERVICES - 1997 RECAP
Year-over-year Growth in: FY 1997 4Q 1997 3Q 1997 2Q 1997 lQ 1997
Calling Volume 8.7% 7.2% 10.10/0 9.7°,10 6.70/0
Total Long-distance Revenue (0.1 )°/0 (2.3)°,10 (0.4 )0,10 1.5°/0 0.6°/0
Business Long-distance Revenue 2.9°/0 3.00/0 1.90/0 4.10/0 2.4°,10
Consumer Long-distance

(2.8)% (6.8)% (2.4)% (0.8)% (1.0)%
Revenue

Consumer long-distance calling volume increased at a low-single-digit
rate in the fourth quarter. AT&T's efforts to target high-value customers,
along with the effects of competition, caused volume growth to slow
relative to the previous quarter.

International calling volume in consumer markets declined slightly
compared to the fourth quarter of 1996. The decrease was driven by the
expiration of certain international promotions, which had helped produce
double-digit volume growth rates in late 1996 and the first half of 1997.

Compared to the third quarter, consumer long distance revenue
decreased 3.8% on a slight increase in calling volume, primarily due to
the slowdown in international growth as well as changes related to the
targeting of high-value customers.

6/3/98
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Wireless services revenue, which includes wireless product sales,
increased 4.2% from 4096 to $1.129 billion. For the full year, wireless
revenue grew 10.3%. The wireless subscriber base in consolidated
markets was 6.019 million at December 31, 1997, an increase of 15.7%
over the prior year. These numbers include revenue and subscribers
from AT&T's 1.9 GHz markets, nine of which were activated in 1997,
including six in the fourth quarter. As of December 31, AT&T had fewer
than 100,000 subscribers in these new markets. Throughout 1997,
wireless revenue and subscriber growth rates were reduced by 2-3%
due to the impact of the disposal of several wireless properties in
December 1996.

During the quarter, about 234,000 net wireless subscribers were added
to AT&T's consolidated base. This figure represents a decline of 44%
compared to the fourth quarter of 1996. The reduction in net subscriber
additions, as well as the downward trend in revenue growth evident in
the table below, primarily reflects the intense competition in the wireless
industry. Competition has been particularly intense in the southwestern
and western areas of the United States, where the introductory offers of
new market entrants have been met with equally competitive offers from
incumbent cellular competitors. The decline also reflects the fact that
while new PCS systems have been activated in many of AT&T's cellular
markets, AT&T is just beginning to enter new markets using its own 1.. 9
GHz licenses. Also, AT&T has now focused its efforts on targeting
high-value wireless customers and reducing sales of low-end offers in
order to improve profitability. Nevertheless, despite the cumulative
negative effects of these factors on revenue growth, wireless services
revenue in core cellular markets grew 12.1 % for the year on an adjusted
basis-in line with the industry rate for traditional cellular markets.

*1997 R5AT&TW· I

DIgItal Subscnbers Yo of

Ire ess ervlces - ecap
4Q97 3Q97 2Q97 lQ97 FY97

Total Revenue Growth 4.2% 10.40/0 13.90/0 13.9% 10.3%
Approx. Net Customer

234 188 273 251 946
Adds (000)

End-of-period Data
Dec. 31, Sept. 30, June 30, March Dec. 31,

'97 '97 '97 31, '97 '96
Consolidated Subscribers

6,019 5,769 5,596 5,325 5,204
(000)

Total Subscribers (000) ** 8,188 7,828 7,638 7,316 7,138
.. 0-

http://www.att.com/ir/commentarv/974a-cmnt.html 6/3/98
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Dlgtta u scn ers- 00
280/0 240/0 21.0% 19.40/0 17.4%

Consolidated
Messaging Subscribers 1,300 1,268 1,231 1,185 1,150
(000)

AT&T Earnings Commentary: Expanded Year-end E...

. . I S b'b c>A f

* Data includes 1.9 8Hz markets; growth rates not adjusted for impact of disposal of
several wireless properties in 1996.
- Equals consolidated subscribers plus subscribers in markets where AT&T shares
a controlling interest, such as Los Angeles, San Francisco, and Houston.

Local and other initiatives revenue increased 42.6% to $683 million in
the fourth quarter, led by growth in revenue from international markets,
outsourcing revenue from AT&T Solutions, and revenue from AT&T
WorldNet and local services.

Other and eliminations decreased revenue by $372 million in the fourth
quarter. This category reflects the elimination of revenues for services
sold between revenue categories (e.g., sales of business long distance
services to other AT&T units).

EXPENSES

Access and other interconnection expenses declined 8.90/0 compared
to 4096 in spite of growth in calling volume. The decline is primarily
attributable to the FCC-mandated reduction in access rates, which took
effect July 1, 1997. These savings to AT&T have been passed to
customers through reduced price levels in both business and consumer
markets. The decrease was also driven by other declines in interstate
and intrastate tariffs and in international settlement rates. Access and
other interconnection expenses were 33.8% of long-distance services
revenue this quarter, compared to 36.3% in 4096 and 33.9% in the third
quarter. For the year, access expense was down 0.20/0, and amounted to
35.30/0 of long-distance revenue for the full years 1997 and 1996.

Network and other communications services expenses decreased
1.1 % compared to 4096. A lower provision for uncollectibles accounted
for the decline. Partially offsetting this reduction were expenses related
to new initiatives. especially local service and AT&T Solutions. as well as
expenses for compensation of payphone operators. Payphone
compensation expenses were lower in the fourth quarter than in previous
quarters due to the reduction of the compensation rate to $0.284 per call
from $0.35. This reduction resulted in the reversal of expenses accrued

httn· /!uru.,.,u ~tt (Y'Itn !IT/f'I'Itntn pnt~rv/07.1n_f'tnnt hhn1 r../?,./OQ
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in the first three quarters of 1997. For the year, network and other
communications services expenses were up 17.6% due primarily to
spending on initiatives and payphone compensation expenses, as well
as the purchase of equipment at retail prices from Lucent Technologies.

Depreciation and amortization expenses increased 46.7% from 4Q96,
driven by increased capital investments, which includes the impact of
purchasing equipment at retail from Lucent. Capital investments in 1997
were directed largely at the deployment of ATM and SONET technology
in AT&T's long-distance network, and at AT&T's wireless network and
local services initiative.

Selling, general and administrative expenses decreased 2.5% from
4Q96, and 6.0% from the third quarter. For the year, SG&A was up
0.7%. The decline in the fourth quarter is reflective of the AT&T
management team's focus on ensuring that AT&T attains a competitive
cost structure. While investment in initiatives and transitory spending
such as the year-2000 project put upward pressure on spending, AT&T
achieved significant reductions in core spending levels. Lower
advertising expense across the company, as well as lower customer
acquisition costs in consumer markets, driven largely by a reduction in
the use of checks to acquire customers, are key examples. Lower
marketing and sales expenses in business markets also contributed to
the decrease. Retention and acquisition costs in wireless markets were
essentially flat in spite of the investment in the migration of customers to
digital service; these costs were offset by lower customer adds and
reduced average acquisition costs. Cost per gross add in core (850
MHz) wireless markets was down 5.4% in the fourth quarter.

SG&A EXPENSE AS A PERCENTAGE OF TOTAL REVENUE
FY 1997 4Q 1997 3Q 1997 2Q 1997 lQ 1997 1996 4Q96 3Q96 2Q96 lQ96

29.0% 28.4% 29.8% 29.6% 28.3% 29.3% 29.0% 30.5% 30.40/0 27.1%

Other Income Statement Items

Other income - net decreased $35 million from the fourth quarter of
1996, primarily due to non-recurring 1996 events such as a gain on the
exchange of wireless properties. For the year, other income increased
$26 million due primarily to a gain of approximately $100 million on the
sale of AT&T Skynet as well as various other insignificant items. While
announced in 1997, the sales of AT&T Solutions Customer Care, LIN
Television Corporation, and WOOD-TV are expected to close in 1998.

htto://www.att.comJir/commentarv/974a-cmnt.html 6/3/9R
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Interest expense decreased $4 million from the year-ago quarter due to
a lower average interest rate partially offset by a higher level of average
debt. For the year, interest expense decreased $152 million due
primarily to a lower level of average debt and a higher percentage of
capitalized interest.

Provision for income taxes increased $24 million, or 3.3%, compared
to 4096 due to higher income. The effective tax rate of 36.0% was down
from 36.7% in the year-ago quarter. For the year, provision for income
taxes was down $516 million, or 15.9%, due to lower income. The
effective tax rate for the full year was 37.8%, compared to 36.7% in 1996.

Income from discontinued operations net of taxes was $11 million in
4097 and $100 million in 1997. The fourth quarter income relates to
AT&T Universal Card Services, while the full year also includes income
from AT&T's submarine systems business, which was sold in July.

See Appendix A for complete fourth quarter and full-year income statements.
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AT&T Operating Units -1997 in Review

Business Markets Division

AT&T's Business Markets Division (BMD) turned in strong 1997 results,
in spite of competitive conditions and other factors that put constant
pressure on prices for voice services. BMD generated $22.2 billion in
core long-distance revenue in 1997, an increase of 3.5% over 1996
adjusting for the impacts of businesses that AT&T sold in 1997 (AT&T
Tridom and AT&T Skynet). Calling volume grew at a double-digit rate
each quarter in 1997 led by strong demand for both inbound and
outbound calling. The booming data business, led by growth in frame
relay service, showed double-digit revenue growth each quarter
including adjusted growth of over 20% in the fourth quarter. BMD took
actions in 1997 to bring its cost structure in line with competitive
benchmarks, and also made important moves to strengthen its position
in Internet-related services and local service for businesses.

BMD's adjusted annual long-distance revenue growth of 3.5% fell just
short of the 4-6% range that management targeted for the year. The
substantial gap between volume and revenue growth in voice services
was the primary reason for the shortfall. Pricing on voice contracts was
under pressure throughout the year, particularly in the first half. This
trend had begun in the fourth quarter of 1996, when uncertainty
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surrounding the possibility of detariffing encouraged many customers to
reopen their contracts. As contracts were renegotiated, prices were
forced down by competition and by the flow-through of savings to AT&T
from access reform. In many cases, access savings were passed along
to customers in advance of AT&T's realization of any savings.
Competition notwithstanding, BMD held its market position with major
contract wins. American Express, Prudential, the State of Florida,
American Home Products, CVS, and others signed on with AT&T in
1997.

By the fourth quarter the pricing environment showed signs of stabilizing.
BMD increased prices on certain voice and data services, and the gap
narrowed as BMD's revenue growth rate increased over the previous
quarter. Data services revenue leaped to a 20%+ adjusted growth rate in
the fourth quarter. The key driver of that growth was frame relay service,
which grew at a triple-digit rate for the year

In addition to a strong volume and data revenue growth, BMD made
progress in 1997 toward a best-in-class cost structure. The streamlining
of marketing and customer care organizations, as well as reductions in
advertising and promotions, contributed to an improvement in BMD's
SG&A levels. Not only did SG&A as a percent of revenue decrease
year-aver-year, but so did the actual level of SG&A expenditure.
Improvement of the cost structure remains as a key issue in 1998.

Also an area of focus in 1998 will be the continuing development of
AT&T's position in Internet-related services for businesses. AT&T made
important progress in this area in 1997, activating its own carrier-grade
Internet Protocol network facilities. This high-quality network is the
foundation for business services like AT&T WorldNet MIS and BMD's
hosting business for high-volume business web sites.

Local service is a key part of AT&T's plan to be the end-to-end
telecommunications services provider for businesses. In 1997, BMD
introduced AT&T Digital Link (ADL) local service for medium- to
large-sized businesses. At the end of the year, ADL was available in 49
states for outbound local calling. Inbound capability, however, was and
remains delayed by the lack of local number portability. In January,
AT&T made an aggressive move to expand its reach into the market for
business local service and dedicated access by reaching an agreement
to merge with TCG. TCG brings to AT&T a valuable collection of local
exchange assets in 66 markets, with over 5,000 buildings on its network
and a total of 13,500 buildings passed. The merger is expected to close
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in the second half of 1998.

Consumer Markets Division

1997 was a solid year for the Consumer Market Division (CMD) despite
intense competition in the industry. CMD changed its approach to the
market, becoming a market-facing organization focused on value and
simplicity for customers. For the year, CMD grew long distance volume
and increased profit from its core business, and second-half core profit
increased more than 20% compared to the first half.

Stabilizing market conditions-reducing churn and using marketing
techniques to encourage customer loyalty-was CMD's top priority for the
first half of 1997. CMD removed 1.8 million spinners from its acquisition
targeting programs, and reduced its reliance on checks to win
customers. More than 60% of CMD's customer acquisitions came from
checks in 1996. This level came down throughout 1997, falling below
20% in the fourth quarter and getting CMD to one of its key goals for the
year. Free minutes began to replace checks as a customer incentive. As
spinners and checks declined, CMD moved its focus to customer
retention. Over 35 million CMD customers received offers designed to
increase their loyalty to AT&T. These offers included the One Rate Plus
calling plan for high-value customers, Basic Telephony bundles, and
Value Bundles such as the Family Communications bundle.

To improve its offers, CMD rolled out additional flat-rate plans and
simplified its variable-rate plans to reduce customer confusion over price
and value. Mileage bands were eliminated, and time-of-day rate
elements were reduced from eleven to three. AT&T rolled out five new,
innovative services in 1997: nationwide directory assistance ("DO"
information), local messaging in Texas, Call Organizer, Sound Scan,
and True Voice Plus.

As CMD changed the focus of its marketing efforts, it also worked to
increase the effectiveness of its customer touches. CMD consolidated its
direct mail and telemarketing, and realigned itself from an organization
managed on a product-line basis to one managed by customer
segments. Looking at usage levels and communications habits, CMD
divided its customer base into the following segments:

• Growth (High Communicators)
• Developing (Low Communicators)
• Global (Contacts around the World)
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• Military (Need to Contact Home and Friends)
• College (Connect with Home, Friends, Information)

Segment managers became responsible for customer relationships, not
products, and messages could be consolidated into fewer touches. A
single telemarketing call could be used to sell multiple services. The
myriad of 800 numbers customers could call to order different services
from CMD decreased by more than 60%. And most importantly, offers
could be targeted at customers based on their specific needs and
spending habits. In 1997 CMD introduced eleven different "value
bundles," or multiple-service, single-bill offers designed and targeted for
specific customer segments. AT&T sold 188,000 of these value bundles
in 1997, plus 3.5 million "basic" bundles such as combinations of
long-distance and wireless on a single bill.

The database mining efforts used in the segmentation process during
the first half of the year had revealed that CMD's customer base included
millions of unprofitable customers. Beginning in the second half of the
year, AT&T began to remove unprofitable customers from its targeted
acquisition programs. Minute count replaced customer head count as a
key measure in CMD's business.

The elimination of unprofitable customers from targeting programs saved
over $100 million in marketing and advertising costs in the second half of
the year. At the same time, marketing to the high-value segments
intensified. Customers with high usage were proactively moved to the
most favorable rate plan, and selling of bundled offers accelerated. The
plan was to support highly profitable customers with good rates-which
further stimulate usage-and packages of services that change the way
they communicate. Those two factors have significant impacts on
customer loyalty.

The decision to pursue a high-value strategy had certain planned
negative short-term effects on CMD's customer base and revenue.
Customer headcount acquisition decreased, and volume growth slowed.
At the same time, access reductions were passed to customers. These
changes had the cumulative effect of actually causing negative revenue
growth. However, CMD made the pivot to a high-value strategy in order
to improve profitability, and early trends indicate that the move is having
the desired effect. The average bill size in minutes of customers joining
AT&T increased by about 250/0 in 1997 compared to 1996, while the
customers leaving tended to be of lower value. And as mentioned
above, second-half core profits increased significantly.
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While CMD made a lot of progress in 1997, much remains to be done in
dealing with unprofitable customers, refining the segmentation of the
base, and developing the right offers for each segment. Local service, a
key element of any bundled offer, remains a question mark. The
regulatory environment continues to prohibit CMD from offering local
service broadly in an economically advantageous way. However, AT&T
is exploring alternative methods of local entry, and is ready with the
billing, customer care, and marketing capabilities needed to deliver
service to customers.

AT&T WIRELESS SERVICES

Despite very competitive market conditions, AT&T Wireless Services
(AWS) turned in strong results in 1997 and is well positioned to continue
to lead the industry and help AT&T achieve its goal of enabling
communications over any distance, in all forms, to any place. AT&T
Wireless focused its efforts in 1997 in three strategic areas: profitability,
growth, and integration with AT&T. Adjusting for a gain on the sale of
certain properties in 1996, profits (EBIT) from AWS's core business
increased approximately 24% in 1997. AWS earned about $700 million
in EBIT from its core business in 1997, and over $1.5 billion in EBITDA.
Adjusted revenue from cellular services grew 12.1 %--in line with the
industry rate for traditional cellular markets. Wireless achieved these
results in spite of the entry of multiple new competitors in many of its key
markets, who pressured revenue and subscriber growth across the
industry. AWS also improved its profitability while aggressively migrating
analog customers to digital service. Over time, the economic advantages
of digital technology, and in particular AT&T's TDMA technology, will add
to AWS's profitability. (However, investment is required today in order to
realize this benefit in the future.) At the end of 1997, AWS had 2.1
million digital subscribers (including partnership markets), many more
than any other cellular or pes carrier. In fact, Yankee Group recognized
AWS for this effort in the fourth quarter by naming it the carrier with the
best executed digital strategy.

AWS's enhanced core profitability in 1997 came primarily from efforts to
reduce costs. For example, AWS focused on increasing its use of less
expensive distribution channels. As a result, cost per gross add (CPGA)
fell by 6.1 % in 1997. In addition to these short-term profitability initiatives,
AWS adopted a strategy designed to boost profitability in the long term ..
AWS phased out many of its low-usage analog rate plans, eliminated
free phones from direct distribution channels, and focused its targeting
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efforts on high-value customers. Of course, an increased level of
customer churn and a slowdown in customer additions was inevitable
given the adoption of this strategy and the abundance of low-priced rate
plans available from competitors. While competition was the largest
factor in AWS's reduced revenue and subscriber growth rates, the
quality-over-quantity approach also partly accounts for the slowdown,
particularly in the second half of the year.

Growth was another key area of emphasis for AT&T Wireless in 1997.
Not growth in the sense of pure subscriber and revenue accumulation at
any cost, but rather expansion of AT&T's ability to provide innovative
digital communications services across North America, seamlessly to
customers and profitably for AT&T. The most significant growth
opportunity for AWS is the expansion of its digital footprint in markets
where it has acquired 1.9 GHz spectrum licenses. AWS built out ten of
these markets in 1997, launching nine of them, with the tenth pending an
announcement of a partnership agreement. With the activation of these
markets (PhoenixfTucson, Atlanta, Chicago, Philadelphia, Charlotte,
Detroit, Baltimore/ Washington, St. Louis, and Cleveland), plus Boston in
January 1998, AT&T Wireless is the only carrier to operate in 24 of the
top 25 markets in the U.S. AWS has 130 million digital POPs across the
country, a footprint 60% larger than any other carrier. And the tri-modal
phones introduced in June offer AWS customers the ability to roam
seamlessly across the country on analog systems and digital systems in
the 850 MHz and 1.9 GHz spectrum-a capability currently only available
with IS-136 TDMA technology. The investment required for this
expansion is substantial. AT&T invested nearly $1 billion in capital in
1997 for its 1900 MHz build-out, and the start-up costs, depreciation, and
amortization of licenses for these markets cost AT&T over $200 million
in EBIT for the year. However, AT&T plans to work with partners in order
to both minimize its own investment and accelerate the build-out of
TDMA systems. A joint venture with Triton pes was announced in
October, and other deals are planned in 1998.

Maximizing the synergies between AWS and AT&T remains a key
priority for the AT&T management team. Bundling of services is a major
example of such an opportunity. In 1997 AT&T sold 1.6 million
long-distance/wireless bundles, many with integrated customer care.
Many of these bundles were sold through AT&T's own retail stores,
which have been converted from AWS outlets to stores offering a
complete line of AT&T serviceS-long-distance, wireless, pre-paid cards,
AT&T WorldNet, personal 800 numbers, and more. Also, AWS's



AT&T Earnings Commentary: Expanded Year-end E... Page 16 of20

telemarketing activity is now done by AT&T's consumer long-distance
business, where a single call can be used to sell wireless and
long-distance. On the business side, the AWS and AT&T sales forces
are now integrated into the Business Markets Division.

Update On Growth Initiatives

AT&T has undertaken a number of initiatives in order to ensure that it
has a complete portfolio of services that customers demand. While
these initiatives currently have a dilutive impact on the company's
earnings, they are expected to contribute significantly to its future
earnings and revenue growth. The following are updates on these
initiatives and their impacts on the company's earnings; information on
capital expenditures and assets related to initiatives appears in Appendix
B.

AT&T continues to work to provide local service to business and
residential customers across the country. The company's recently
announced agreement to merge with TCG accelerates AT&T's entry into
the $21 billion business local service market. The merger, anticipated to
close in the second half of 1998, is expected to generate over $1 billion
in synergies in 1999, and will give AT&T over 9000 route miles of local
fiber optic facilities.

In residential markets, AT&T offers resold local service in seven states,
covering 33% of the company's consumer long-distance revenue base.
However, in spite of strong demand, AT&T no longer actively markets
local service in these areas because the LECs are unable to provision
service at a rate even approaching the level of demand. In the absence
of a resale arrangement that allows unbundling of network elements,
AT&T will no longer pursue a resale approach to local service.

Nevertheless, despite the diffiCUlty of the regulatory environment, local
service is an essential part of AT&T's strategy, and the company is
taking action to accelerate the process of entering local markets.

The EBIT and EBITDA dilution attributable to the local service initiative
this quarter were approximately $333 million and $308 million
respectively. For the year, local service reduced EBIT and EBITDA by
about $987 million and $916 million.

AT&T's primary wireless initiative is to begin providing services in new
markets on the 1.9 GHz spectrum purchased in the FCC's "A and B
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Block" auction in 1996. The company activated systems in
Phoenixrrucson in the second quarter, Atlanta and Chicago in the third
quarter, and Philadelphia, BaltimorelWashington, Cleveland, Charlotte,
S1. Louis, and Detroit in the fourth quarter. These markets extend the
availability of AT&T Digital PCS, which has already been introduced in
AT&T's 850 MHz markets, as well as in Canada through the company's
partnership with Cantel. Also in order to extend the reach of AT&T's
digital wireless services, AT&T announced in 1997 a joint venture
agreement with Triton PCS and an interoperability agreement with
Dobson Communications. These agreements allow AT&T to achieve a
more complete build-out of certain license areas with minimal capital
investment.

The wireless initiatives diluted AT&T's EBIT and EBITDA by about $133
million and $117 million this quarter, respectively, and about $432 million
and $310 million for the year. The full-year figures include charges of
$160 million and $80 million, respectively, related to the exit of two-way
messaging business.

Other initiatives include AT&T Solutions, AT&T WorldNet and other
online services, and international markets. AT&T Solutions, the
company's outsourcing, consulting, and systems integration business,
made progress in 1997 toward achieving profitability, and is expected to
be profitable in 1998. Among AT&T Solutions' customers are such
companies as Merrill Lynch, Master Card International, J.P. Morgan,
United Health Care, and Textron.

AT&T's online services continue to develop the company's presence in
the Internet access and electronic commerce businesses. AT&T
WorldNet Service signed up its one-millionth customer in the fourth
quarter, and finished the year with 1.01 million Internet access
customers. As AT&T WorldNet's initial promotional activity has begun to
expire, subscriber growth has slowed, with many non-paying customers
deactivating service. Also, as of December 31,1997 AT&T hosted nearly
7,000 web sites for business customers.

Globally, AT&T continues to focus its strategy on serving multi-national
corporations and global travelers, and on expanding its North American
franchise in Canada and Mexico. In 1997 the company announced an
agreement with Telecom Italia that will enhance AT&T's ability to serve
multi-national customers in Europe and Latin America. Telecom Italia
will join the AT&T-Unisource joint venture in Europe, and AT&T and
Telecom Italia plan to create a joint venture to serve customers in Latin
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