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The Bell System

The Bell System is an association of companies, each separately managed but
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. Bell (89.3%), Mountain Bell (88.6% ) and New England Telephone (86%). In

The 94th Annugl Meeting of AT&T addition, AT&T has a non-controlling ownership in Cincinnati Bell (27.7%)
shareholders will b‘? held at 2:00 p.m. and Southern New England Telephone (18.9% ). The Western Electric Company,
on Wednesday, April 18, 1979, in the a wholly-owned subsidiary, manufactures and purchases telecommunications
Seattle Center Opera House, 325 products and supplies for the Bell System. Bell Laboratories, jointly owned by

Mercer Street, Seattle, Washington. AT&T and Western Electric, provides research and development services.

The consolidated financial results AT&T’s Long Lines Department is the Bell System’s interstate and overseas z
reported herein are for American operating unit.
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Report of the Chairman of the Board

This is my final accounting to share
owners of the state of their business.
That it comes at the conclusion of
what in many ways was the Bell Sys-
tem’s most successful year is testi-
mony to the skills and energies of the
very nearly one million people who
made it so—the men and women of
the Bell companies throughout the
nation whose contributions at every
step of the service process—from
research and development through
manufacture and supply to operations
and customer service—produced the
year’s results. With affection and
pride, I salute them.

That this is my last Annual Report
makes it a natural occasion for a
review of developments not merely
from year-end to year-end but over a
span of time sufficient to provide a
sense of the longer-term direction of
the business—the trajectory that, bar-
ring a major discontinuity in the
national economy, it might reason-
ably be expected to follow in the years
immediately ahead.

Improved earnings

In early 1972 upon being elected
chairman of the board, I stated on
behalf of my colleagues that the first
priority of AT&T’s new management
would be to restore the Company to
the track of continuing improvement
in earnings per share that had charac-
terized its performance through most
of the years since World War II. That
has been accomplished.

Over the past seven years, earnings
per share have increased at an average
annual rate of 10.2 per cent. Nineteen
seventy-eight’s earnings—$7.74 per
share—are almost twice those of 1971.

Since 1971, the annual dividend rate
has been increased six times—from
$2.60 to $4.60—more than matching
the increase in the cost of living in
that period.
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With improved earnings came,
beginning in 1975, a sufficient improve-
ment in the market price of AT&T
shares to provide an opportunity to
strengthen the Company’s financial
structure through the marketing of
equity. Thus borrowing margins have
been restored that may one day stand
our business in good stead.

Not surprisingly, the Bell System’s
improved performance has not gone
unobserved in the financial markets.
Since mid-1972, the price of AT&T
shares on the New York Stock
Exchange has risen 50 per cent com-
pared to a decline in the N.Y.S.E. com-
posite index of common stocks of
about five per cent.

Undiminished opportunities

But more than on history the mar-
ket’s evaluation of our shares is based
on its appraisal of our prospects, the
opportunities we confront and our
readiness to meet them.

First, with respect to demand, there
is nothing in our experience of recent
years that suggests any abatement in
the trend of society’s demand for com-
munications services. In each of the
past seven years, the Bell companies
have handled a volume of business on
the average eight per cent bigger than
the year before. At the end of 1971 we
served 100 million telephones; today
we serve over 133 million. And in
1978, we handled almost twice as
many long distance calls—14.6 billion
—as we did in 1971. Growth like this
is hardly characteristic of an industry
that has matured, topped off.

Indeed, it is my conviction that the
Bell System today confronts an era of
opportunity unmatched in its history.
At last, the Information Age, so long
heralded, so long deferred, is here. For
its coming, no business is more
responsible than ours and none, I
believe, is better positioned to meet

John D. deButts, chairman, with
Chairman-elect Charles L. Brown (left).

its challenges, fulfill its promises.

Our strength is in the network.
Over the past seven years we have
increased its capacity—from 790 mil-
lion miles of cable, radio and satellite
circuits in 1971 to 1.2 billion today.

But it is not so much the network’s
capacity as it is its capabilities that
make it a unique resource. Indeed, in
my view, more than a diversity of sup-
pliers, it is the growing versatility of
the nationwide switched network
that will most economically and readily
provide this country with the di-
versity of communications services it
will require in the years ahead.
Already—through the application of
advanced electronics—we are well
launched on a thorough transforma-
tion of that network into an “intel-
ligent” network, as useful for data as
for voice, that one day, I am convinced,
will serve no two of its customers
alike but will be programmed to pro-
vide a range of services—and a calling
area—tailored to the unique interests
and needs of each.

To technology we owe not merely
the strengthening of the network’s



service capabilities but new efficien-
cies in its administration and more
assured control of its complexities.
Recent years have seen the develop-
ment and application—at an accelerat-
ing pace—of scores of computer-based
operations systems that have given
renewed impetus to the Bell System’s
traditional drive to improve produc-
tivity through improvements in
operating methods. That in 1978 the
Bell System was able to handle a
volume of business roughly 70 per
cent larger than it did in 1971 with but
a four per cent increase in the number
of its employees is in large measure—
although certainly not entirely—
attributable to the efficiencies accom-
plished by the accelerated introduc-
tion of computer-based operations
systems—what inside our business
has come to be known as the
“acronym revolution.” More to the
point, that since 1971, while the Con-
sumer Price Index has increased 61
per cent, the price of telephone service
has increased on the average but 29
per cent is evidence of our business’
undiminished determination to ne-
glect no opportunity that the Bell Sys-
tem’s integrated structure affords to
improve efficiency and thereby the
value of our customers’ services and
the profitability of our share owners’
investment.

Currently, as it has been from time
to time throughout its history, that
integrated structure is under chal-
lenge—in the courts, before regulatory
commissions and before Congress.
The Bell System’s performance over
the past seven years simply adds to
the already overwhelming evidence
that in no other way could the Ameri-
can people be so well served at so low
a cost.

I wish I could say at the end of my
term of service as the Bell System’s
chief executive officer that the course

of national telecommunications
policy appears more certain than it did
at the beginning. On the other hand, I
can state with some assurance that
what is at stake in the resolution of
that policy is clearer now than it was
then and, because it is, I am confident
that, while matters are unlikely to be
settled to our liking in every par-
ticular, too much sense resides in the
Congress, in the regulatory commis-
sions and in the leaders of the tele-
communications industry itself to
permit a significant impairment of the
operational integrity of the nation-
wide switched network or of the
organizational arrangements that
assure systematic management of the
Service process.

A changed world

Whatever changes are yet to come,
realism requires recognition that ours
is already a vastly changed business—
changed not only as a consequence of
the regulated competition that is one
of the facts of life in today’s operating
environment but—more importantly—
changed as a result of the increasing
diversification of our customers’
needs and the changed—and still
changing—technology that provides
us the opportunity to meet those
needs.

It was in response to these changes
that we undertook what I view as the
most significant development of
1978 —the restructuring of our operat-
ing and marketing organizations along
lines, not as heretofore of the jobs we
do, but of the market sectors we serve.
This restructuring represents the cli-
max of a determination I voiced to
share owners immediately upon
taking up the responsibilities that I
am now about to relinquish—and that
is to make the Bell System as strong
in marketing as it is strong in
technology.

Even in the perspective of a more-
than-century-old business, the re-
structuring on which we are now
embarked represents an historic
change. It signals, though, no change
in purpose. Its aim is to permit us
more readily to perceive—and more
alertly to respond to—the diverse
needs of our customers. In short, our
aim is service.

Still higher goals

In summary, then, the Bell System
has been materially strengthened
financially. It has been materially
strengthened in its service capabili-
ties; and it has been materially
strengthened organizationally. But in
no other aspect of its operations has it
been strengthened so much as in the
capacities of its management. I say
that on the basis of the closest work-
ing relationship with the leaders of
the Bell companies during a period in
which—year after year—we set goals
for ourselves that at the outset
appeared beyond achievement but
that, because each of us took them as
his own and assumed a personal
responsibility for a share in their
accomplishment, were in fact accom-
plished. What more than anything
else I would like this final accounting
to convey to share owners is how
great a pride I take in that experience
and—on the basis of it—how firm is
my conviction that the Bell System’s
new leaders will take it to new levels
of accomplishment, new dimensions
of service to the nation.

é@um

J. D. deButts
January 31, 1979






The Bell System in 1978

It was a year in which—through advanced technology,
vigorous marketing and a major restructuring of our

operating organizations—we strengthened our ability
to meet the nation’s increasingly diversified
telecommunications requirements.

Nineteen seventy eight was a nota-
ble year for the Bell System in terms
of performance in the present and
promise for the future. It was a record
year in volume of business, earnings,
dividends and capital expenditures. It
was a year of high-quality service.
Most significantly, however, 1978 was
a year in which the Bell System
strengthened its ability to deliver the
full promise of technology. That
promise envisions not only continu-
ing improvement in basic telecom-
munications service common to all
users but also the provision of services
so versatile and diverse that they meet
and anticipate a wide spectrum of
needs that are unique to individual
customers and groups of customers.

This commitment to make our ser-
vices ever more responsive to the
diverse needs of customers—and thus
more useful and satisfying—lent direc-
tion and purpose to virtually all the
Company’s activities in 1978. It pro-
vided focus for technological develop-
ment. It guided the expansion and
enhancement of the telecommunica-
tions network. It spawned a variety of
new products and services. It spurred
our market research efforts to discern
the variety of customer needs for com-
munications services. It led to a basic
restructuring of our organization.

Strengthened financial structure

In order to provide high-quality,
abundant and diverse communica-
tions services now and in the future,
the Bell System must have a sound
financial position and sufficient
growth in earnings to retain investor
confidence and to attract necessary
capital. From that standpoint, 1978
was an outstanding year.

Earnings per share were $7.74, up
88 cents or 12.8 per cent from last
year. Operating revenues rose 12.5 per
cent or $4.6 billion, while operating

expenses increased $3.0 billion or 12.7
per cent. Net income was up $792
million to $5.3 billion.

In December, 1978 the United
States Supreme Court denied The
Pacific Telephone and Telegraph
Company’s petition to review a Cali-
fornia Public Utilities Commission
order that could make that company
ineligible for accelerated tax deprecia-
tion and investment tax credit. The
earnings applicable to common shares
and other financial data have been
reduced to take account of the proba-
ble effects of that order. For details see
Note (E) to the Financial Statements.

The Company’s rate of return on
average total capital rose from 9.1 per
cent in 1977 to 9.7 per cent in 1978.
Return to common equity also im-
proved, rising from 12.2 per cent in
1977 to 13.1 per cent, but it still
remains below the 14 to 16 per cent
range that investors seek and which
we believe we must attain in order to
compete for capital on reasonable
terms.

Once again improved earnings en-
abled us to continue the policy of rais-
ing the dividend to reflect the
increasing book value of share
owners’ equity and to maintain the
integrity of the dividend in the face of
inflation. In February, 1978 the Board
of Directors announced a 40-cent
annual increase in the dividend, effec-
tive April 1, bringing the annual rate
to $4.60. This was the seventh divi-
dend increase in the past ten years.

The Bell System continued to
strengthen its capital structure, as the
ratio of debt to total debt and equity
capital declined to 46.5 per cent, its
lowest level in seven years. This
reflected in part our ability to meet
approximately 74 per cent of our capi-
tal needs from internal sources such
as reinvested earnings, depreciation,
deferred taxes and investment tax

credits. In addition, we raised some
$1.2 billion in new equity through
dividend reinvestment and employee
savings and stock ownership plans.
While AT&T issued no long-term
debt, the associated companies raised
$2.5 billion in such offerings at an
average interest cost of 9.1 per cent.

Our strengthened earnings in 1978
were the product of stronger-than-
expected demand, improved market-
ing and sales efforts, more efficient
operations and rate awards in jurisdic-
tions where, despite achievements in
offsetting the impact of inflation, we
had to seek rate increases.

Growth in demand

By virtually every measure, 1978
was a year of record demand. Long dis-
tance calling increased by 12.6 per
cent. Overseas calls continued to
grow by about 27 per cent with cus-
tomers in nearly 900 cities able to dial
direct to 47 countries.

Overall volume of business (operat-
ing revenues adjusted for rate changes)
grew by a record 10.6 per cent.

At year’s end, Bell System phones
in service totaled some 133 million—
five million more than in 1977.

While 1978 was a year of high
demand, it was also a year of generally
high-quality service throughout the
country. During the year we reported
but 43 service weakspots to the
Federal Communications Commis-
sion, more than in 1977 but dramati-
cally fewer than in 1974 and years
before.

Although technical measurements
are critical, the fundamental measure
of service quality is what our cus-
tomers think of it. We measure that in
a variety of ways. One such measure-
ment is a continuing telephone survey
in which more than a million custom-
ers are interviewed each year about
their service. In 1978, about nine out of
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It was a year of growth
in revenues, earnings, dividends

RESULTS IN BRIEF 1978 19779 19769 1975® 19749
Earnings per Common Share ........................... S a7 $ 6.86 $ 598 $ 5.08 S 5126
Based on average shares outstanding (000) ................ 659,843 625,878 595,184 567,915 557,815
Dividends declared per commonshare ................... $ 4.60 $ 420 $ 3.80 $ 340 $ 324
Revenues Millions Millions Millions Millions Millions
Focallservice =i v mlat b il il L S e $18,685 $17,007 $15,557 $13,976 $12,797
folliservice: T e B s 8 e T 20,770 18,094 16,065 13,925 12,461
Other (including otherincome) ....................... 2,289 1,902 1,492 1,323 1,441
41,744 37,003 33,114 29,224 26,699
Expenses T e
©peratimegrin s i e s L L S 26,505 23,516 21,021 18,757 16,716
Income taxesEMOPErations . (oo ot Lo s T 3,837 3,268 2,905 2,364 2,306
@thentaxeSIoNIOperatIonsis s & s W u i g s i 3,439 3,252 ROl 2,681 2,454
T 2,690 2,487 2,426 2,306 2,057
36,471 32,523 29,329 26,108 23,533
INEtincomeri sl wamia s iim e, il Sf e 5,273 4,480 3,785 3,116 3,166
Preferred dividend requirements ........................ 164 184 207 232 232
Income applicable tocommon shares . ................... $ 5,109 $ 4,296 $ 3,558 $ 2,884 $ 2,934
Ratio of earnings to fixed charges (Securities
and Exchange Commission basis) ..................... 4.01 3.77 3.52 3.22 3.43
Mainttelephones @z i diieeine e e i 68 65 64 62 60
Extensionitelephones® =i e iuEie e e 65 63 59 56 54
fiotalitelephones®: riesdimsniat S sleapefin i 00 e 133 128 123 118 114
flollimessages@Blim Bal et 14,639 12,844 11,684 10,725 10,198
WAL s e e 3,631 3,046 2,451 1,942 1,605

ORestated. See note (E) to Financial Statements.® Charges for main and extension telephones currently account for about 18% and 5%, respectively,

of Total operating revenues. Toll and WATS messages currently account for about 39% and 7%, respectively, of Total operating revenues.

MANAGEMENT’S ANALYSIS
OF RESULTS IN BRIEF

Earnings per common share rose 88 cents in
both 1978 and 1977, as income applicable to
common shares increased $813 million and
$738 million, respectively. Average common
shares outstanding increased 34 million in
1978 and 31 million in 1977. Total revenues
(including other income) were up 12.8% and
11.7% while total expenses (including taxes
and interest) rose 12.1% and 10.9% in 1978
and 1977, respectively.

Revenues from local and toll services and
other income increased $4.7 billion in 1978
and $3.9 billion in 1977 for several reasons:
more telephones in service and growth in
local and long distance calling volumes in
both years; higher intrastate rates, $600 mil-
lion and $700 million in 1978 and 1977,
respectively; higher interstate long distance
rates that were authorized by the FCC, $50
million in 1978 and $20 million in 1977; and
increased sales of directory advertising, $216
million and $173 million in 1978 and 1977,
respectively. Western Electric’s net income

increased by $71 million in 1978 and $273 mil-

lion in 1977 reflecting improvement in sales
and a continuing control of costs.
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Operating expenses
increased due to the 19788 17T
following changes in: Vle;s;;s Vlegr;‘és
Wages and salaries, s
including cost-of-living
adjustiments; &k Ll $1,296 $ 970
Total pensions and
benefitsie LAt laa sstatni e 335 267
Depreciation due to increased:
RiAtesiatr iivs & L. 0 nriy 84 209
Plant investment ......... 410 352
Materials, supplies and
other payments ............ 864 697

Total operating expenses .. $2,989 $2,495

Income taxes on operations rose $569 million
in 1978 and $363 million in 1977, reflecting
higher income before taxes.

Other taxes on operations increased $187 mil-
lion in 1978 and $275 million in 1977.
Property taxes in 1978 decreased by $5 mil-
lion due to lower property rates and
assessments while 1977 increased by $124 mil-
lion largely as a result of an expanding base of
taxable plant. Gross receipts taxes increased
$101 million in 1978 and $82 million in 1977.
Social Security taxes rose $80 million in 1978
and $65 million in 1977 mainly because of
statutory increases in the taxable wage base.

Interest expense increased $203 million in
1978 and $61 million in 1977 primarily
because of new debt capital obtained by the
companies to help finance their construction
programs in both years and higher interest
rates in 1978. (See note (M) to Financial
Statements.) The average cost of long and
intermediate term debt issued in 1978 was
9.06% compared to 8.12% in 1977.

MARKET AND DIVIDEND INFORMATION.
The principal market for trading in AT&T
common stock is the New York Stock
Exchange. Market data as obtained from the
composite tape* and dividend data for the last
two fiscal years are listed below.

Calendar __MarketPrice Dividend
Quarter High Low Paid
1977

Ist it v 65 61% $ 95
Ind e 65% 61% 1.05
Srdias e 64 60% 1.05
dth¥t= v s 63% 58% 1.05
1978

liste sy oot 62Ys 5678 $1.05
Ind e 63% 59% 115
3rdeuias .. 63% 58% 1115
4the: S 64% 5978 115

*Encompasses trading on the principal U.S. stock
exchanges as well as off-board trading.



Net income increased by 17.7 per cent over 1977.

We financed a $13.7 billion construction program,

74 per cent of it from internal sources. We strengthened
the Bell System’s capital structure, reducing the

ratio of debt to its lowest level in seven years.

ten of these customers rated their tele-
phone service good to excellent and
considered telephone employees
knowledgeable and courteous.

Record demand required record
capital expenditures in 1978 of some
$13.7 billion. While much of the capi-
tal outlay was for expansion of facili-
ties to handle current volumes of
business and anticipated growth in
the future, some 23 per cent—or $3.2
billion—was spent for modemization
projects. We continued, for example,
to extend electronic switching sys-
tems throughout the telecommunica-
tions network—for both local and long
distance switching. We installed 365
local electronic switching systems
during the year. About 30 per cent of
Bell System telephones—close to 40
million—are served by some 1700
local electronic switching offices.

We also are moving ahead rapidly
with the installation of our latest
““super switchers” for long distance
calls. Nine of these high-speed, high-
capacity, digital switchers were added
in 1978. There are now 21 in the
nation, including one operated by the
General Telephone Company of
Florida.

The extension of electronic switch-
ing technology, with its computer-like
control capabilities and a new sig-
naling system for processing informa-
tion about a call, is leading to a
profoundly different, more versatile
kind of telecommunications network.
Called the “‘stored-program controlled”
network, it will be able to provide a
wide variety of customized services
depending upon the instructions
stored in the switching equipment’s
memory. For example, a customer
might be able to direct the network to
put through, automatically, collect
calls to designated telephone num-
bers; to screen incoming calls so that
only those from “customer-approved”’

telephone numbers are received,
while others are answered with a
recorded message; or, to provide a sig-
nal, when the customer’s phone is in
use, that a call from a “priority” tele-
phone number—a relative or business
associate—is waiting to get through.

The ability to provide these and
other services economically and prof-
itably is rooted not only in stored
program control but also in advances in
solid-state electronics that were pio-
neered by Bell Laboratories, starting
with the invention of the transistor in
1947. Since then, Bell Laboratories has
continued to be at the forefront of a
technology that today makes it possi-
ble to put a complete computer, capa-
ble of performing tens of thousands of
operations, on a chip of silicon one-
tenth the size of a postage stamp.

The fruits of Bell Laboratories
research and development pervade the
nation’s telecommunications system
and more are coming. For example,
Bell Labs has been a pioneer in the
development of lightwave communi-
cations—transmitting information as
pulses of light through hair-thin
glass fibers. That technology, a
laboratory curiosity only a few years
ago, came through a year-long service
test in Chicago with flying colors.

The Western Electric Company will
begin production of a commercial
lightwave system in 1979. In 1980, it
will be installed in the Atlanta metro-
politan area linking two local central
offices and a long distance switching
center.

Bell Labs scientists are already
exploring more advanced lightwave
systems that will require fewer
amplifiers and will handle signifi-
cantly more calls. In the future, light-
wave systems are expected to be used
for local lines, long distance routes
and undersea cable.

Another Bell Laboratories develop-

ment—called Advanced Mobile Phone
Service—was tested in the Chicago
area during 1978. This new service
overcomes what has been the prin-
cipal difficulty with mobile telephone
service in the past: a scarcity of
frequencies which limits the number
of customers that can be served.
Advanced Mobile Phone Service uses
a set of contiguous geographic “cells,”
each equipped with an assigned set of
frequencies and a base station for
transmitting and receiving calls.
Callers leave a cell and move on to
another without any effect upon the
call in progress. As they do so, the
frequencies they were using are freed
for other callers. The new system will
make mobile service widely available

Earnings Per Share; Dividends Declared:
In 1978 the annual dividend was raised to
$4.60 a share, the seventh increase in ten
years. Earnings per share were $7.74 in
1978, 88 cents higher than in 1977.

EarTingj Per Share
Dividends Declared




We built to meet today’s demand,
tomorrow’s opportunities

and offer quality comparable to regu-
lar telephone service.

The Bell System continuously
seeks to improve the call-handling
capacity of existing telephone lines in
order to maximize the efficiency of its
plant investment. Several develop-
ments in 1978 served that objective,
thereby diminishing the need for new
capital.

One such development was the
introduction of a system that
increases the call-carrying capacity
of our most advanced coaxial cable
from 108,000 to 132,000 simultaneous
conversations.

With the same aim of increasing the
network’s capabilities without exten-
sive capital outlay was the successful
trial of single sideband microwave
radio, a technique which more than
triples the capacity of existing micro-
wave transmission systems with the
addition of only a minimal amount of
new equipment. Although single side-

band radio transmission was devel-
oped by the Bell System more than 60
years ago, it took recent Bell Labs
advances in amplifiers before it could
be applied effectively to the high-
capacity, long distance microwave
radio network. The trial, which
involved Bell Labs, AT&T Long Lines
and Western Electric, was conducted
on a 29-mile microwave route linking
Ashburmham and Wendell,
Massachusetts.

The new single sideband system
will go into service in 1980.

Efforts to expand the capacity of
existing telephone facilities were not
confined to large coaxial cable sys-
tems or microwave routes. In 1978,
more than 45 of our large electronic
switching offices were “retrofitted”’
with a new, higher-speed central
processor—the unit that controls the
switching office—which can more
than double an existing office’s call-
handling capacity. More than 85 per
cent of the equipment in the office
remains unchanged, and the unit that
is removed can be installed in central
offices handling lower volumes of
calling. Over the next ten years,
installation of the new units in exist-
ing offices is expected to yield sig-
nificant savings.

Organization restructuring

The Bell System’s organizational
structure has been shaped from its
inception by our fundamental goal of
service. While our organization has
changed from time to time to accom-
modate new technology and more

Through advanced technology, we
increased the capacity of our long dis-
tance transmission systems and
lowered costs. In 1978 we completed a
test of a new single sideband
microwave radio system that can more
than triple the call-handling capacity of
existing systems with a minimum of
new capital investment.

%
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Growth in Electronic Switching: About
30 per cent of Bell System telephones —
nearly 40 million—are served by 1700
local electronic switching offices.

efficient managerial methods, the
operating departments both at AT&T
and in the associated telephone com-
panies have largely been organized
along “functional” lines—according to
the tasks performed: installation and
maintenance of equipment, operator
handling of telephone calls and
business office dealings with cus-
tomers. And marketing has been dis-
tinct from operations.

This organizational structure was
well suited to the times. For most of
our history, our fundamental objective
has been to extend service to all—to
provide universal, high-quality, readily
affordable service. But if universality
of service was the hallmark of our first
100 years, diversity of service will be
the thrust of our second century.



Record demand meant a record construction outlay.

But we built for the future, too—Dby installing new

switching and transmission systems embodying advanced
technology that enables us to handle more messages
faster and at less cost.

Today’s technology provides the capa-
bility to supply diverse services.
Certainly the needs and expectations
of both business and residence cus-
tomers vary widely.

To identify and anticipate the needs
of customers, to assure the develop-
ment of products and services to meet
them, and to furnish and maintain
those services as effectively as pos-
sible, we have restructured our organi-
zation to match the markets we serve.
In effect, we have organized our
operating and marketing activities
into three major areas: Business, Resi-
dence and—since all users depend
upon the nationwide telecommunica-
tions network—Network. At AT&T
Headquarters each organization seg-
ment is headed by an Executive Vice
President. Shaping the organization to
the customer markets we serve will
enable the Bell System to provide ser-

vices that are far more responsive to
the wide-ranging needs of our cus-
tomers. At the same time, it will ena-
ble us to perform more effectively in
the competitive arena in which we
now operate.

The Bell System has always been
organized for service; now we are
reorganized to serve even better.

Services for business

Modem business runs in large
measure on information and commu-
nications. Swift, versatile communi-
cations systems play a crucial role in
the efficiency and profitability of
businesses large and small. But no two
industries, nor any two customers
within an industry, have precisely the
same needs or the same problems.
Recognizing this fact, we intensified
our efforts to analyze the industries
and the companies we serve to iden-

At a rate of more than one every day, we
installed electronic switching centers—
for both local and long distance switch-
ing. Shown above is the final stage of
installation of a long distance “‘super
switcher” in Garden City, N.Y. Elec-
tronic switching means faster, more
efficient and more diverse
telecommunications services.

tify their needs. Our purpose is to
tailor communications solutions that
enable business customers to move
information rapidly and efficiently in
order to increase their revenues,
reduce expenses and operate more
effectively.

In 1978, we provided business cus-
tomers with a variety of new, highly
flexible communications systems to
solve business problems.

Four large business organizations,
with highly complex private line
communications systems, began
using the Bell System’s new Enhanced

9



An “unseen revolution” spurred
productivity advance

Private Switched Communications
Service. The new service, which uti-
lizes electronic switching, enables
customers to monitor their own net-
works, rearrange them to meet chang-
ing needs, and receive detailed
accounting of the calls made from
each telephone. The service also eli-
minates time-consuming redialing
when facilities are busy by “queuing”’
calls and putting them through auto-
matically when lines are available.

A new service for business cus-
tomers with less complex communi-
cations requirements is Electronic
Tandem Switching (ETS) which uses
our Dimension® PBX to help business
customers make the most of their
communications investment. Among
the numerous features of ETS is auto-
matic route selection: the system
chooses the most economical com-
munications path among the various
services that a business may have.
Customers may also change tele-
phone numbers in the system, re-
arrange traffic patterns, modify calling
privileges and monitor the efficiency
of the entire system.

The Bell System is also extending
the benefits of new technology to
small businesses with the introduc-
tion of the Horizon® communications
system. The system is designed for
businesses with up to 80 lines and
offers features formerly available only
to large businesses. Customers may
rearrange or delete features of each
extension, reassign telephones with-
out rewiring and change extension
numbers.

Data communications continued to
play an increasingly important role in
the activities of business, government
and other organizations. In 1978, the
Bell System received approval from
the Federal Communications Com-
mission to expand its DATAPHONE®
Digital Data Service (DDS)—offering

10

private line digital transmission with
speeds up to 1.5 megabits per second—
to serve 96 cities. During the year, 24
cities were added to the DDS net-
work. The service is now available in
48 cities and will be extended further
in 1979.

In July, the Bell System sought the
FCC’s approval to use existing digital
facilities for its projected Advanced
Communications Service (ACS).

ACS aims to provide data users a
switched, shared network as accessi-
ble as the long distance network is to
telephone users. At the same time,
ACS is aimed at solving a variety of
problems that have plagued data users
for some time. One is the incompa-
tibility of data terminals that may pre-

Volume of Business Per Employee:
Investment in new technology—
software as well as hardware—has been
a significant factor in enhancing the pro-
ductivity of Bell System employees.
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vent an organization from linking
separate data networks it may origin-
ally have set up for a variety of
discrete purposes. ACS acts as an
“interpreter,” permitting data
machines with different speeds and
codes to communicate with one
another.

ACS offers business customers the
prospect of more efficient use of exist-
ing equipment, ease in adding more
sophisticated equipment and the
ability to exchange data with sup-
pliers, customers and others without
concern about compatibility. ACS
should also open up data communica-
tions to small business users who up
to now have found them beyond their
reach because of the initial costs
involved. With ACS, these customers
can start on a limited scale and
expand as desired.

Communications for the home

There is no area of our business
where we expect to see more dramatic
change in the variety and diversity of
services than in communications for
the home.

Certainly all customers have a com-
mon need for basic telephone service.
Beyond that, however, our market
studies tell us that the needs and
desires of residence customers vary
widely, depending upon their age,
income, lifestyle, location and many
other factors.

The needs of the elderly—for exam-
ple, for swift access to police, fire and
medical help—may differ markedly
from those of young, single, apartment
dwellers. Other residence customers,
active in business and community
work, may want in their homes the
kind of flexible communications—
conferencing, call forwarding, auto-
matic call-back when lines are busy—
that are characteristic of modern
office communications systems.



That “unseen revolution” is the wide application of
computer-based systems that monitor the network,
isolate troubles, compile telephone directories,
and more. These systems enhanced productivity
and helped keep telephone rates down.

Computer-based systems
enable us to locate and clear
troubles on a customer line
rapidly. Shown here is a com-
puter display in an Automated
Repair Service Bureau in Atlanta,
Georgia where the computer
system is conducting tests

on a customer’s line. Repair
Service personnel can quickly
inform the customer as to

the nature of the problem

and how soon it will

be cleared.

While some of these needs are met
by current offerings, such as Custom
Calling and the Touch-A-Matic® tele-
phone, the growing use of solid-state
technology—both in the network and
in terminals for the home—will make
it possible, as never before, to offer a
wide variety of new services.

““Choice” will certainly be the
byword in home communications ser-
vices in the future. But, even in the
present, we are offering home users
many more choices.

Today’s residence customers, for
example, can choose from 22 styles of

11



To meet changing customer requirements,

we changed, too

telephones for the home including
three new Design Line* telephones
that were introduced in 1978. The
new Noteworthy* telephone set is a
compact wall unit that incorporates a
telephone, slate or cork message board
and a compartment for storing the
telephone directory. The Telstar*
phone is a graceful desk set of contem-
porary design. The third set, The
Snoopy & Woodstock Phone, follows
in the tradition of The Mickey Mouse
Phone for the young and the young-at-
heart throughout the country.

Customers show growing interest
in shopping in person at our Phone-
Center Stores where they can look
over the wide variety of styles avail-
able. Today almost half of the homes
we serve are equipped with modular
outlets. Customers who have these
outlets in their homes can pick out
their telephone sets at our Phone-
Center Stores, take them home and
plug them in themselves. At year’s
end, we had more than 1,800 Phone-
Center Stores in operation.

Some other services designed to
meet special needs are worthy of
mention. A new public telephone ser-
vice, called Charge-A-Call, was intro-
duced in 1978 and should prove a
convenience to travelers. Charge-A-
Call public telephones require no
coins and are designed for customers
who intend to make collect, credit
card or charge-to-a-third-party calls.
These phones also help keep tele-
phone costs down as they are less
expensive than coin telephones to
manufacture, install and maintain.

We also improved service to cus-
tomers with physical disabilities by
establishing assistance centers for
hearing- and voice-impaired cus-
tomers. These centers, equipped with
teletypewriters for communicating
with these customers, will make it
easier for them to get information

*Trademark of AT&T Company
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about special services, report service
problems and discuss billing or other
business matters.

We are studying the needs of dis-
abled customers in order to take them
into account in the design of new
products and specialized services that
will enhance their ability to
communicate.

Improved operating methods

Today some 125 different types of
computer-based systems, developed
by Bell Laboratories, help reduce the
cost and enhance the productivity of
our operations. Many of them mean
faster, better service for customers as
well.

These systems are profoundly
changing and streamlining the way
we run all aspects of our business. We
use these systems to monitor and test
the performance of switching centers
and trunk lines, to isolate defective
components in the network, to deter-
mine the most efficient size and loca-

Organization Restructuring: Historically,
Bell System operations have been organ-
ized along “functional” lines. In 1978

we restructured our organization along
the lines of the market sectors we serve.

Functional Organization

Plant Traffic C

Market Organization

I——— Executive —l

Business Residence Network

tion of central offices and to handle
many of the tasks involved in coin
calls, such as computing and inform-
ing customers of the charges.

The Automated Repair Service
Bureau (ARSB) offers a good example
of the way these systems are put to
work to eliminate time-consuming
and costly paperwork and to improve
service for customers. When a cus-
tomer calls an Automated Repair Ser-
vice Bureau, the attendant enters the
customer’s information into a com-
puter, which tests the line to deter-
mine the trouble. In many cases, the
trouble is identified and cleared
within minutes of the customer’s call.
The computer system provides repair
personnel the information necessary
to correct most problems. When the
trouble is very complex and not
readily isolated, skilled technicians
are alerted to investigate further.

While the ARSB is local in scope,
the Bell System continued to extend
its Engineering and Administrative
Data Acquisition System/Network
Management (EADAS/NM) which
monitors the performance of the
nationwide network and flashes
notice of impending congestion or
other trouble to network managers
around the country and to the AT&T
Long Lines network operations center
in Bedminster, N.J. At these centers
re-routing of calls and other corrective
action can be ordered swiftly to
ensure uninterrupted service. By 1980,
27 EADAS/NM systems will be in
operation providing faster, more pre-
cise information on the status of the
network.

The extension of these computer-
based systems throughout the Bell
System is being coordinated closely
by AT&T and Bell Laboratories to
assure that they are being used most
effectively and, where possible, linked
to achieve optimum efficiency.



Service means meeting customers’ needs. To know

our customers’ needs better and to shape our services to
meet them, we realigned our operations into Business,
Residence and Network organizations. Organized to
serve, we reorganized to serve even better.

Computer-based technology, in
short, is penetrating virtually every
aspect of the telephone business. It is
changing the way we manage. It is
affecting the nature of job skills
required. And it is essential if we are
to continue our record of productivity
which in recent years has averaged
nearly three times that of American
industry as a whole. Enhanced pro-
ductivity has been the key reason that
the price of telephone service has in-
creased far less than the cost of living.

Telephone rates

As aresult of our efforts to cut costs
and improve efficiency through the
application of new technology, train-
ing and sound management, the price
of telephone service has gone up only
40 per cent since 1967, while the Con-
sumer Price Index has risen approx-
imately 95 per cent.

In 1978, we received rate awards
totaling $318 million in additional
annual revenues. We seek telephone
rate increases only where they are
absolutely needed and after we have
exhausted all other means of achiev-
ing the earnings needed to assure good
service. Where that is the case, we
believe we are obligated to file for
higher rates in order to meet our
responsibilities to the public and to
investors.

We are also aware that our obliga-
tion to take scrupulous account of the
potential impact of our actions upon
the economy applies particularly to
the current effort to bring inflation
under control. AT&T Chairman John
D. deButts pledged to President Carter

AT&T’s restructured operations organi-
zations are headed by (from Ieft),
Richard R. Hough, executive vice presi-
dent-network; Kenneth ]. Whalen, exec-
utive vice president-residence; and
Thomas E. Bolger, executive vice presi-
dent-business.
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We tailored our services to help
business manage better

that the Bell System would keep price
increase requests of the Bell System
operating companies, as well as West-
ern Electric price increases,within the
guidelines of the President’s anti-
inflation program. He further pledged
that AT&T will not seek any general
increase in the level of interstate rates
in 1979. Mr. deButts also stated the
Bell System’s intention to conform its
wage and salary program to the guide-
lines adopted by the Administration.

We are continuing our efforts to
improve earnings on our own through
greater efficiencies, more effective
marketing, and through the introduc-
tion of telephone pricing structures
that minimize the need for basic rate
increases for all customers. For exam-
ple, we are offering “measured”’ local
service as an option to flat-rate service
toresidence customers in some areas
of the country. Measured service
means that local calls are timed and
charged in much the same way as long
distance calls—customers who use the
service more will pay more. This
helps keep telephone service widely
affordable and, at the same time, pro-
vides the telephone companies
revenues that grow in line with the
increased cost of providing additional
service.

Other rate approaches also help
keep down the price of basic tele-
phone service. Limiting the number of
“free” calls each month to Directory
Assistance and charging thereafter is
one example. Only about 15 per cent
of our customers make about 80 per
cent of the calls to Directory Assis-
tance. Many are made by business
organizations as a quick credit-
verification technique, not as a means
of securing a telephone number. One
business customer made 20,000 such
calls in a single month. By charging
for Directory Assistance calls over the

monthly allowance, customers who
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use the service extensively pay a more
equitable share of the costs of provid-
ing it as opposed to all customers
bearing the burden through basic tele-
phone rates. :

Various rate plans for Directory
Assistance service are now in effect in
26 states, with only about six per cent
of residence customers paying an
additional charge in any given month.

One system; one goal

Fundamental to the Bell System’s
ability to deliver high-quality service
at reasonable cost is its integrated
structure. AT&T, Bell Lahoratories,
Western Electric, AT&T Long Lines
and the operating telephone com-
panies share a common goal of high-
quality service and work closely to
achieve that goal.

In particular, the close coordination
among Bell Laboratories, Western
Electric and the operating telephone
companies in the design, development
and manufacture of new products and
services has yielded significant econo-
mies and assured high-quality, reliable
service and the rapid introduction of
new technology.

For its part, Western Electric has
offered Bell operating companies prod-
ucts priced significantly below those
available from other manufacturers.
Currently, Western’s prices average
about 82 per cent of the lowest prices
for like products offered by the general
trade. Although Western Electric
experienced increasing costs, it held
the line on prices for equipment it
made for the Bell companies in 1978.
Through engineering cost reductions,
Western was able to save some $200
million in annual costs. Such savings
help keep down the price of service.

Western Electric had a record year
in terms of sales and earnings. While
production of telephone and data sets,
cable and electronic switching equip-

ment increased significantly over last
year’s strong performance, two new
directions for the future began to take
shape.

The first was the opening of a new
Switching Software Center in Illinois
where Western engineers are produc-
ing computer programs for electronic
switching systems to provide new
customer services and to maintain
these complex switching systems
economically. With the Bell System’s
increasing reliance on computer-type
technology, the design, development
and production of software programs
is becoming a major endeavor.

The second new direction was the
formation of Western Electric Inter-
national, Inc., a separate subsidiary
devoted to marketing telecom-
munications products and skills out-
side the United States and Canada.
Western Electric International is
engaged in constructing a 6,000-mile
microwave system for Saudi Arabia.
The first link in the system, a 200-
mile route connecting Riyadh and
Buraydah, was completed on schedule
in October. (In Iran—until internal dis-
turbances there prevented its
employees from carrying out their
work— American Bell International
Inc. (ABII), an AT&T subsidiary, had
been serving as overall coordinator of
the development of that country’s
telecommunications system. As of
this writing, nearly all of ABII’s
employees have been returned to the
United States.) :

While Western Electric’s perfor-
mance has been an essential element

Bell System marketing managers special-
ize in particular industries so that we
can shape our services to meet the indi-
vidual needs of business customers.
Shown here (clockwise, from upper left)
are specialists in aerospace, forest
products, food, air transportation, con-
struction and the news media.



The communications needs of business vary from
industry to industry, company to company. We studied
those needs and tailored advanced technology to help
business customers cut costs, move information and
operate more efficiently.




For America’s homes, we offered
a wider array of choices
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We offered new telephone sets for the home.

And we identified a wide variety of needs for new
communications services. We are on the threshold

of a new era of services for the home as sophisticated
and diverse as those serving business.

in the Bell System’s ability to furnish
high-quality, reasonably priced ser-
vice, we are committed to use the best
product at the lowest cost regardless
of source. In 1978, the Bell telephone
companies purchased about $1.5 bil-
lion in telecommunications products
from general trade suppliers. About
one-third of all Bell System expendi-
tures for telecommunications prod-
ucts, including Western Electric
purchases of components for its own
products, goes to outside suppliers.

Telecommunications policy

For more than a decade now, the
role of competition in telecommunica-
tions and the structure of the industry
have been urgent but unresolved
issues. In 1978, they were again the
subject of judicial, regulatory and
legislative inquiry.

There were some hopeful signs of
movement toward sensible
resolution.

The Justice Department, however,
continued to press its antitrust action
against the Bell System in which it
seeks dismemberment of the Bell
System’s integrated structure. In par-
ticular, it seeks the divestiture of
Western Electric, some or all of the

Customers can choose from some 22
styles of telephone sets for the home and
shop for them in person in 1,800 Phone-
Center Stores throughout the country.

operating telephone companies, and the
possible separation of other parts of
the Bell System.

The pre-trial discovery stage of the
suit continued as U.S. Federal District
Judge Harold H. Greene, who replaced
the late Judge Joseph C. Waddy, rede-
termined that “no part of this case
was within the exclusive jurisdiction
of the Federal Communications Com-
mission” and that the court had juris-
diction over the entire case. Judge
Greene also established a timetable
and procedures regarding the pre-trial
discovery and ordered each side to file
four “statements of contention and
proof” between November, 1978 and
April, 1980.

In our first statement, filed early in
1979, we told the court that we are
convinced that any objective judg-
ment of our structure under regula-
tion will confirm that our conduct has
been reasonable and we have not vio-
lated the antitrust laws.

We also advised Judge Greene that
we believe that the basic facts of
industry history—the economic, tech-
nological and public interest con-
siderations that shaped the Bell
System’s integrated structure and its
role as a regulated monopoly—are well
documented. We told the court that if
the government would agree to these
facts the case would be significantly
expedited and could, in our view, go to
trial within a year. Judge Greene
asked each side to review the other’s
filing to determine areas of
agreement.

Meantime, the role of competition
in telecommunications continued to
be widely debated. Unresolved are
such questions as how there can be
fair competition when some “compet-
itors’” may serve where it profits them
most and others—the telephone com-
panies—must serve all alike.

Fortunately, such questions are at

last receiving concerted attention
both from the Federal Communica-
tions Commission and from the Con-
gress, after considerable urging on our
part and on the part of the telephone
industry as a whole.

The Federal Communications
Commission is looking in depth into
the question of whether the public is
best served if long distance service, or
its equivalent, is provided by the
existing telephone industry or by mul-
tiple, competing suppliers.

In similar fashion, stimulated by
the telephone industry’s support of
the Consumer Communications
Reform Act proposal in 1976, the
Congress—both the House and the
Senate Subcommittees on Com-
munications—is giving concerted
attention to questions of national tele-
communications policy: what the
goals should be and what industry
structure provides the best means of
achieving those goals.

After many months of work and
exploratory hearings, the Com-
munications Act of 1978 was intro-
duced in June. It was sponsored by
Rep. Lionel Van Deerlin, chairman of
the House Interstate and Foreign
Commerce Subcommittee on Com-
munications and the Subcommittee’s
then ranking minority member, Rep.
Louis Frey, Jr. Almost 500 witnesses
appeared during the 33 days of hear-
ings on the proposed legislation that
were held in Washington, D.C. and
seven other cities.

We applauded some provisions of
the bill and expressed grave reserva-
tions about others. We were pleased
by those provisions that recognized
the need for universal service and the
need to keep basic rates affordable
through support from other services.
We also agreed with those provisions
of the bill which held that the tele-
phone companies should be free of
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We enhanced the capabilities of America’s

telecommunications network

restraint in the kinds of technology
they could employ in providing ser-
vice and which said that, where com-
petition was in the public interest, it
should be full and fair for all parties.

Unlike the Communications Act of
1934, the bill failed to spell out a pub-
lic interest standard to guide the
industry and its regulators. We believe
that standard should be a balance of
interest between the needs of all users
and those with special requirements.

Also, in placing primary reliance on
the market for the provision of all ser-
vices, the bill failed to safeguard the
unity of the nationwide telecom-
munications network upon which the
public depends. Finally, one provision
of the bill could force AT&T to divest
itself of Western Electric. As we
stressed to the Subcommittee, “No
other single action would more ad-
versely affect the pace of innovation
in telecommunications, the quality of
services the consumer enjoys, or the
cost of providing these services.”

We are encouraged by the thorough
airing the issues received during these
hearings and we hope that a revised
bill, expected to be introduced in
1979, will correct the deficiencies we
noted in our testimony on the earlier
version. We also look with interest to
the Senate, where Sen. Ernest F.
Hollings, chairman of the Com-
merce, Science and Transportation
Subcommittee on Communications,
has expressed interest in revising the
Communications Act of 1934 to
reflect today’s circumstances.

While the fundamental issues of
industry structure and telecom-
munications policy have not been
resolved, the work is going on in ear-
nest. Already we have seen recognition
of at least some of our concerns about
the impact of competition upon tele-
phone rates. As a result of interest
expressed by the Commerce Depart-
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ment’s National Telecommunica-
tions and Information Administration
(NTIA), the telephone industry, the
FCC and the competing carriers com-
pleted an agreement which provides
that where competing long distance
carriers use the local telephone
exchange network in furnishing long
distance type services, the charges
they will pay for using these facilities
will include an amount designed to
help keep down basic rates.

The agreement represents an
interim measure, pending resolution
of the basic question of whether long
distance service should be supplied
only by the telephone industry or by
competing suppliers.

Another important issue in tele-
communications came under thor-
ough examination during the year.

The FCC continued its investiga-
tion, known as the Second Computer
Inquiry, to determine the scope of
data communications services, which
common carriers, such as AT&T, pro-
vide under regulation, as distin-
guished from data processing services,
which the Commission has said it
will not regulate.

Advances in technology have made
it more difficult to ascertain a clear
boundary line between such services.

AT&T, however, has pointed out to
the FCC that common cairiers should
have the freedom and flexibility to
use data processing technology in pro-
viding communications services. The
Commission, in July, 1978, rejected a
recommendation of its Staff which
would have severely limited the types

The nationwide communications net-
work, a complex web of wire, micro-
wave radio, satellites and intricate
switching systems, carries information
in virtually any form—voice, data, video.
Advanced technology continues to
enhance not only the network’s capac-
ity but its capabilities for new services.




The telecommunications network becomes increasingly
“intelligent” as we extend electronic switching and

other advanced technology. This means in the future
that the network can be programmed to provide
individualized services customer by customer.
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The Bell System’s commitment to basic research assures
our continuing leadership in communications technology in
the future. Birthplace of the transistor, Bell Laboratories is
designing very large scale integrated circuits that will help
us tailor services to the unique needs of each customer.

of terminal equipment that the Bell
System could offer. The Commission
viewed this restriction as detrimental
to the public. The Staff is revising its
recommendation.

Late in the year, the chief of the
FCC’s Common Carrier Bureau wrote
the Company stating that it appeared
that AT&T’s rate of return on inter-
state business in 1978 would exceed
the 9.5-10 per cent range the
Commission authorized in 1976.

The Company replied that its 1978
interstate earnings—10.02 per cent—
were, for all practical purposes, con-
sistent with the Commission’s 1976
order. The Company further said that
in light of current economic conditions
—including higher capital costs—it
would petition the Commission to in--
crease the authorized rate of return. It
would not, however, seek higher rates.

Advances in technology offer more and
more capability on a chip. At left is an en-
larged photo of a portion of Bell Labora-
tories new 65,000-bit memory device.
The portion pictured is about the size of
a period used in the main text of this
report. It was developed at Bell Labora-
tories Branch Lab in Allentown, Pa.,
pictured below.

Other policy matters

During the year interest focused on
a number of other public issues of
special relevance to our business, our
share owners and our customers.

The right to privacy is a very fun-
damental right, and one for which we
have particular responsibilities. In
two instances during the year we felt
obliged to speak out when we
believed that right was in danger of
being compromised. The first
involved the proposed Foreign Intel-
ligence Surveillance Bill. We opposed
successfully certain parts of the bill in
testimony before both the House Judi-
ciary Committee and the Permanent
Select Committee on Intelligence
because they could permit a federal
judge or the Attorney General to
compel the telephone companies to
install wiretaps for law enforcement
purposes.

The second instance related to tele-
phone sales solicitation, in particular
the use of automated dialers to make
unsolicited recorded calls to cus-
tomers. We urged the FCC, which is
conducting an inquiry on telephone
sales soliciting, to consider adopting
regulations or standards that would
protect our customers from potential
abuses by telephone solicitors.

This was one of the many issues
that telephone company representa-
tives discussed with consumer organi-
zations during the year. Each Bell
telephone company has a Consumer
Affairs Committee. Our objective is
to work constructively with local and
national consumer organizations, to
identify problems and needs and
attempt to resolve them.

The need to conserve energy is a
matter involving all sectors of the
public. Since 1973, the Bell System
has made a concerted effort to reduce
its energy consumption. While our
volume of business has grown some

z
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More Capability at Less Cost:

The capability of microelectronics has
been increased significantly, while pro-
duction costs have been reduced sharply.
This trend promotes the availability

of increasingly versatile services.

47 per cent since then, our energy con-
sumption has dropped by more than
nine per cent, with an equivalent sav-
ings, through conservation efforts, of
18 million barrels of oil and $600 mil-
lion in avoided costs.

In 1979, in cooperation with the
U.S. Department of Energy, we will
begin testing 35 electric vehicles
which promise reduced energy use
and less pollution.

Bell System people

We are making fundamental
changes in the way we provide ser-
vice, in the technology we employ, in
the way we manage. But as much as
we depend upon advanced technol-
ogy, it is people—some 985,000 Bell
System employees—not computers
who run our business. They remain
the key to service. Bell System

DIl



We grew in skill—and in understanding

employees have, however, been
affected by the introduction of new
technology. Some have experienced
changes in jobs, or relocation. Our
objective is to gain the benefits of
advanced technology with as little
disruption of employees’ lives as
possible.

Both managers and craft employees
are acquiring new skills. Employee
training in the Bell System takes
many forms—from management
seminars that focus upon shaping the
future of our business to training that
enables skilled technicians to install,
repair and maintain the most complex
switching and transmission systems.

At the same time, new technology
has freed many employees from repet-
itive tasks and broadened the scope of
their jobs. Our aim is to provide op-
portunities for all employees to have
jobs that are satisfying and challeng-
ing enough to be worth doing well.

The opportunities for employment
and advancement in our business are
there, without discrimination because
of age, race, color, sex, creed or ;
national origin. In this connection, it
is worth noting that the Consent
Decree we signed with the United
States government in 1973 expired in
January, 1979. This decree committed
the Bell System to make a good faith
effort to achieve certain goals for hir-
ing and advancing women and minor-
ities and to afford opportunities for
either sex in jobs traditionally held by
the other. The government’s Final
Report stated that .. .the Bell
System’s 23 operating companies
complied with the Consent Decree
and by doing so achieved significant
progress toward its major objectives!

Since 1972, minority employees in
management have more than
doubled, rising to ten per cent.
Overall, minority employees repte-
sent 17.4 per cent of the total of

7
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Bell System employees. In 1972,
women held 2.8 per cent of craft jobs—
for example, in installation and repair.
In 1978, that figure was 10.1 per cent.
Women also have made significant
strides in moving into management
jobs. In 1978, 35.9 per cent of all man-
agement employees were women.
Increasingly, men are holdingjobs
that were traditionally staffed by
women. In 1978, about 7.9 per cent of
the telephone operators were men, as
opposed to 1.4 per cent in 1972.

In commenting on the expiration of
the Consent-Decree, the Company
said it would continue to maintain an
affirmative action program to ensure
equality of employment.

The future

The Bell System faces a future that
is bright with promise. We have the
technical resources for continuing
innovation and improvement of ser-
vice. We have the ability to identify
the needs of customers and now an
increasingly strong marketing capabil-
ity to meet them. We have the finan-
cial strength and the technical and
managerial skills necessary to plan
and coordinate our resources effi-
ciently. In short, we are singularly
equipped to deliver to the public ser-
vices of unprecedented usefulness,
diversity and abundance.

A key reason for this confidence lies
in the unique resource of Bell Labora-
tories. For a high technology business
such as ours to continue to innovate,

Training in the Bell System addresses a
wide spectrum of technical and man-
agement skills. Clockwise from upper left:
Data Systems Programming, Piscataway,
N.J.; Corporate Policy, Buck Hill Falls, Pa.;
PBX Training, Dublin, Ohio; Electronic
Switching, Lisle, IlI.; Plant Training,
Lakewood, Colo.; Marketing, Bir-
mingham, Ala.; Outside Plant, South
Plainfield, N.].; Operator Training,
Miami, Fla.




To fulfill the promise of technology takes skill, imagination
and understanding of its potential. Bell System employees
—from managers to technicians—continued to enhance
their skills and deepen their understanding so they can
deliver even better communications services in the future.
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it must be fueled by constant research
that extends the boundaries of scien-
tific knowledge and translates it into
useful technology. This has been the
story of Bell Laboratories. Its scientific
inquiry runs the gamut, from inves-
tigation of the properties of matter to
understanding the galaxies. Research
has fundamentally altered com-
munications technology and has also
created whole new industries, includ-
ing the solid-state electronics industry
which has revolutionized everything
from computers to television sets. As
Fortune magazine pointed out in its
May 22, 1978 issue, Bell Labs has been
responsible for 12 of the 18 major
advances in semiconductor elec-
tronics, including the discovery that
started it all: the transistor.

The transistor serves as a reminder
that the Bell System’s technical
prowess is rooted in basic research.
Evidence that this commitment to
basic research continues was the 1978
Nobel Prize in Physics awarded to
Dr. Arno Penzias and Dr. Robert
Wilson of Bell Laboratories. In work-
ing with a sensitive microwave
antenna, built by Bell Labs for satellite
communications, these scientists dis-
covered background radiation
believed to be the residue of the “big
bang”” with which the universe may
have begun some 18 billion years ago.
Dr. Penzias and Dr. Wilson are the
sixth and seventh Bell Laboratories
Nobel laureates.

Discoveries and innovations con-
tinue to pour forth from Bell Labs.
Even as it announced development in
1978 of a new 65,000-bit storage
memory device and a new, improved
“‘computer on a chip,” scientists at
Bell Labs discovered a technique
which doubles the speed at which
electrons pass through semiconductor
crystals. This discovery promises to
improve existing semiconductor
devices and to offer new, more sophis-
ticated devices in the future.
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In short, Bell Laboratories assures
the Bell System of being on the lead-
ing edge of new technology.

Crucial, however, to harnessing
new technology successfully is the
ability to develop long range plans
that accommodate the needs and
desires of customers, the potential of
technology and the earnings objec-
tives of the business, at the same time
taking into account the various regu-
latory and other forces that impinge
upon our business.

Perhaps at no time in the history of
the Bell System have we been so well
equipped in this regard. For several
years now we have been developing
our long range planning capabilities to
the point where, despite the disper-
sion and diversity of the various Bell
System units, we not only share com-
mon objectives but also have devel-
oped System-wide integrated plans for
achieving those objectives.

Changes in organization

In 1978, several changes among
AT&T directors and officers occurred.

James H. Evans, chairman and chief
executive officer of Union Pacific Cor-
poration, was elected to the AT&T
board of directors; William B. Mur-
phy, director and former president of
Campbell Soup Company, retired
after 17 years of service. His intense
personal interest and wise counsel
will be missed.

As part of a major restructuring of
the AT&T operations and marketing
departments, Kenneth J. Whalen,
executive vice president-marketing,
was named executive vice president-
residence; Thomas E. Bolger, execu-
tive vice president-operations, became
executive vice president-business; and
Richard R. Hough, president of the
AT&T Long Lines Department, was
named executive vice president-
network.

Charles E. Hugel, president of Ohio
Bell, was elected executive vice presi-

dent in charge of the human re-
sources, labor relations, planning
and public relations organizations.
Mr. Hugel succeeded Thomas S.
Nurnberger, who retired.

On January 31, 1979, Chairman and
Chief Executive Officer John D.
deButts retired after 42 years with the
Bell System, including the last seven
as chairman. Charles L. Brown, presi-
dent, was elected chairman and chief
executive officer.

William M. Ellinghaus, vice chair-
man, became president and chief
operating officer to replace Brown;
James E. Olson, executive vice presi-
dent, succeeded Ellinghaus. William
S. Cashel, Jr., in addition to his posi-
tion as vice chairman and chief finan-
cial officer, assumed the chairman-
ship of the AT&T planning council.

Bell System employees pictured in this
Annual Report are, starting with the
middle photo on the cover, Antoinette
Besecker and Pete Fastnacht, New Jersey
Bell; Robert Lysak and Henry Wood,
ATA&T Long Lines. Inside are: Patrick
Keohane, Donald Hoffmann, George
Mandile and Sal Sansaverino, Western
Electric; Sandy Paschal, Southern Bell;
Charles Massey, Roger Paradis, Steven
Hunt, Sunil Naik, Charles O’'Donnell,
Wayne Bryson, Hugh Jarrett, Bruce
Laughon, Jack Keeper, H. J. Hopkins,
Michael Winters, Barry Marks, David
Roth, Daniel Massiello, Janet Kiehl, Jim
Hirschy and Jeff Needel, AT&T; Arnold
Yanof, Bell Laboratories; Eugene Keane,
AT&T; Vickie Murphy and Vivian Lopez,
Southern Bell; Mike Turk, Western
Electric; Harold Mohler, Western Electric;
Marsha Hobbs, New England Telephone;
William Barhydt, Southwestern Bell;
Harold Wood, New Jersey Bell; Joan
Michel, Pacific Telephone; Bob Maurer,
New England Telephone; Bob Lazarus,
Cincinnati Bell; Ron Hoffman, Western
Electric; Kristi Briggs, Mountain Bell; Joel
Williams, South Central Bell; Michael
Adams and Vic Possien, New Jersey Bell.

The SNOOPY & WOODSTOCK Phone is
pictured on pages 16 and 17. The housing
is manufactured by American Telecom-
munications Corporation, PEANUTS
Characters ©1958, 1965 United Feature
Syndicate, Inc.



Consolidated Financial Statements

Report of Management

The Financial Statements on the following pages, which
consolidate the accounts of American Telephone and Tele-
graph Company and its subsidiaries, have been prepared in
conformity with generally accepted accounting principles
applicable to rate-regulated public utilities. Such account-
ing principles are consistent in all material respects with
accounting prescribed by the Federal Communications
Commission for telephone companies except as to revenue
refunds, investments, and a California rate and tax matter
as discussed in Notes to Financial Statements.

The integrity and objectivity of 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 indicated otherwise. To this end,
management maintains a highly developed system of
internal controls and supports an extensive program of
internal audits to give it reasonable assurance at reasonable
cost that the Company’s assets are protected and that trans-
actions and events are recorded properly. The Company also
seeks to assure this objectivity and integrity by careful
selection of its managers, by organization arrangements
that provide an appropriate division of responsibility and
by communications programs aimed at assuring that its
policies, standards and managerial authorities are under-
stood throughout the organization.

These financial statements have been examined by
Coopers & Lybrand, Certified Public Accountants. Other
auditors referred to in their report are Arthur Young & Com-

pany, auditors of Western Electric Company, Incorporated
and Southwestern Bell Telephone Company, and Arthur
Andersen & Co., auditors of I1linois Bell Telephone Com-
pany. The auditors’ report, which appears on this page,
expresses an informed judgment as to whether manage-
ment’s financial statements, considered in their entirety,
present fairly in conformity with generally accepted
accounting principles the Company’s financial condition
and operating results. This judgment is based on procedures
described in the first paragraph of their report, which
include studying and evaluating the Company’s systems,
procedures and internal controls, and performing tests
and other auditing procedures sufficient to provide reason-
able assurance that the financial statements neither are
materially misleading nor contain material errors. While
the auditors make extensive tests of Company procedures
and controls, it is neither practicable nor necessary for them
to scrutinize a large portion of the Company’s transactions.

The Board of Directors pursues its responsibility for
reported financial information through its Audit Com-
mittee, composed of Directors (see inside back cover) who
are not employees. The Audit Committee meets periodi-
cally with management, the internal auditors and the
independent auditors to assure that they are carrying out
their responsibilities and to discuss auditing, internal
control and financial reporting matters. Both the internal
auditors and the independent auditors periodically meet
alone with the Audit Committee and have free access to the
Audit Committee at any time.

R. N. Flint, Vice President and Comptroller

Report of Independent Certified Public Accountants
To the Share Owners of American Telephone and
Telegraph Company:

We have examined the consolidated balance sheets of
American Telephone and Telegraph Company and its sub-
sidiaries as of December 31, 1978 and 1977, and the related
consolidated statements of income and reinvested earnings
and sources of funds supporting construction activity for
the years then ended. Our examinations were made in
accordance with generally accepted auditing standards and,
accordingly, included such tests of the accounting records
and such other auditing procedures as we considered neces-
sary in the circumstances. The financial statements of two
telephone subsidiaries and of Western Electric Company,
Incorporated, the Company’s principal unconsolidated
subsidiary, were examined by other auditors; such state-
ments reflect net income constituting approximately 26%
and 27% of consolidated net income for 1978 and 1977,
respectively. The reports of the other auditors have been
furnished to us and our opinion expressed herein, insofar
as it relates to amounts included for subsidiaries examined
by them, is based solely upon such reports.

As described in note (E), income applicable to common
shares for 1978 and 1977 has been reduced to reflect the
likelihood of revenue refunds by one subsidiary and the
consequent likelihood of loss of certain tax benefits and of
interest payments related thereto. As a result, the amount of
income applicable to common shares attributable to intra-
state rate increases subject to refund is no longer considered
material and, accordingly, our opinion on the 1977 consoli-
dated statement of income is no longer subject to the out-
come of intrastate rate matters.

In our opinion, based upon our examinations and the
reports of other auditors, the consolidated financial state-
ments on pages 26 to 36 present fairly the consolidated
financial position of American Telephone and Telegraph
Company and its subsidiaries at December 31, 1978 and
1977, and the consolidated results of their operations and
the consolidated sources of funds supporting their con-
struction activity for the years then ended, in conformity
with generally accepted accounting principles applied on a
consistent basis.

Coopers & Lybrand
1251 Avenue of the Americas, New York, N.Y.
February 8, 1979
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Statements of Income and Reinvested Earnings

OPERATING REVENUES
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The accompanying notes are an integral part of the financial statements.
*Restated. See note (E).

26

$ 7,212,223

e e e

Thousands Of Dollars

Year 1978 Year 1977*
$18,684,609 $17,007,291
20,770,263 18,093,752
1,880,743 1,592,185
oo 342,259 _ 262,040
40,993,356 36,431,188
8,460,424 7,473,712
5,539,664 5,045,312
2,428,097 2,096,776
1590018 12797158
2,118,824 1,788,698
1,017,044 913,226
3,600,479 3,176,356
319,857 278,699
1,467,513 1,264,252
26,505,215 23,516,186
14,488,141 12,915,002
3,494,551 2,961,355
342,869 307,196
1,678,265 1,683,256
1,760,233 1,568,424
7,275,918 6,520,231

$ 6,394,771




AMERICAN TELEPHONE AND TELEGRAPH COMPANY AND ITS SUBSIDIARIES

Operating income (brought forward). . .............................

OTHER INCOME
Western Electric Company, Incorporated net income. . ........
Interest-charged-construction-{C)- = i vy Ferin el T
Miscellaneous income and deductions—net (D). . .. .........

‘Fotal other Ineome i re st o e g e o o
Income before interest deductions. . . ....................
I T ER TS MO (RN E N e o nis w ey s s i v ol
i 20 B 1) e e A e A R PGS A o

20T LIl a o b (w0 B S 0 Eb0 01,1kt e s A S b e RO
INCOME APPLICABLE TO COMMON SHARES (E) ... ..o,

EARNINGS PER COMMON SHARE based on average shares outstanding,

659,843,000 in 1978 and 625,878,000 in 1977 (E) . . . . . .........

REINVESTED EARNINGS
I T D e e i
Y0 Lo Iemdh Y i E Yo 1 s A o e e R

Deduct—Dividends declared:
Preferred oo s b s sy
Common — 1978, $4.60 per share; 1977, $4.20 per share
A Y e T e e e

REINVESTED EARNINGS ATEND OF YEAR. . ...............

Thousands Of Dollars

Year 1978

87,0122

561,200
270,490
(80,625)

751,065

7,963,288

2,690,682

5,272,606
163,403

$ 5,109,203

$7.74

$17,699,401
5,272,606

22,972,007

162,627
3,037,552
252

3,200,431

$19,771,576

Year 1977*

$ 6,394,771

490,076
228,619
(145,911)

572,784

6,967,555

2,487,162

4,480,393
183,804

$ 4,296,589

$6.86

$16,041,885
4,480,393

20,522,278

179,364
2,642,799
714

2,822,877

817,699,401
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Balance Sheets

ASSETS
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1978, $130:987,000;- 1977899 188 000 - o L0 L L
Material’ and supplies = reieimaaciaanas o S e el e
Prepaid expenses: o s v e o ol D L e e

DEFERRE] (A RE BSee and i bmiinss s no ool

TOPALASSEES . e

The accompanying notes are an integral part of the financial statements.
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Thousands Of Dollars

December 31, 1978

$107,467,835
3,623,541
33,822

111,125,198
20,773,673

_ 90,351,525

3,512,440
375,670
153,715

4,041,825

1,421,276

5,283,926
775,015
175,469

7,655,686

1,277,909

$103,326,945

December 31, 1977

$ 98,717,261
3,035,359
106,571

101,859,191
_ 19,461,149

82,398,042

3,363,672
322,924
114,259

3,800,855

1,283,079
4,468,280

663,391
169,708

6,584,458

1,188,937

$ 93,972,292




AMERICAN TELEPHONE AND TELEGRAPH COMPANY AND ITS SUBSIDIARIES

Thousands Of Dollars
INVESTED CAPITAL, LIABILITIES, AND DEFERRED CREDITS December 31, 1978 December 31, 1977

COMMON SHARE OWNERS' EQUITY
Common shares (Includes excess of proceeds over $16%3 par value) (I). . . ..... $ 20,846,632 $19,571,994
Authorized shares: 750,000,000 : : e : :
Outstanding shares: at December 31, 1978 —669,549,000;
at December 31, 1977 — 647,632,000

Reitivestedeatnings seepace 27 By 0.0 o0 0 oo 19,771,576 17,699,401
40,618,208 37,271,395
PREFERRED SHARES CONVERTIBLE TO COMMON SHARES (J)

(Includes excess of proceeds over stated value) . . ......................... 501,205 593,703
PREFERRED SHARES SUBJECT TO MANDATORY REDEMPTION (J)........ 1,600,000 1,625,000
OWNERSHIP INTEREST OF OTHERS IN CONSOLIDATED SUBSIDIARIES. . . . 1,397,808 1,243,979
LONG AND INTERMEDIATE FERMDEBT (K} oo0 o o e 34,501,138 32,499,697
CURRENT LIABILITIES

Aceotintspavdble. o ol oS L L e e e 2,992,463 2,609,638

Taxesdcerued: — - s 0ol e e e e e e 1,352,799 1,048,194

Advance billing and customers'deposits =+ = v o oL s e e il 955,090 857,604

Dhivadendspayable. oo ot i e b e el e e o 831,023 741,422

Interestacerued o 0 o i s s e s e e 735,061 663,093

6,866,436 5,919,951

Bebtmatimino Witliinone e Nyl - o e e 3,772,028 3,248,724

‘Taxesxeldtino to Califormiarateerder By . f.0l 0 . fo i 1,005,565 744,981

11,644,029 9,913,656
DEFERRED CREDITS

Accuniulated deferred incometaxes (BY. .. .. oo w0 9,050,506 7,450,495

Unamortized investmenttaxcredits{E) .. .. o ... L. 3,841,399 3,228,636

Othe ol o e e 172,652 145,731

13,064,557 10,824,862

LEASE COMMITMENTS (N)

TOTAL INVESTED CAPITAL, LIABILITIES, AND DEFERRED CREDITS . $103,326,945 $93,972,292
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Statements of Sources of Funds
Supporting Construction Activity

AMERICAN TELEPHONE AND TELEGRAPH COMPANY
AND ITS SUBSIDIARIES

Thousands Of Dollars

FUNDS FROM OPERATIONS Year 1978 Year 1977*

NEEIEOMIC & 5o iiton Gieir U oo o im o iiasees o e ot o AT e b it o i o $ 5,272,606 $ 4,480,393

Add—Expenses not requiring funds currently:

3 To0 58 2 4011018 a0 e s o S s e LA 1y M i 5,539,664 5,045,312

Bleferred mCOTIE taRes a e o e s melmm st arine s e g me s 1,600,011 1,555,200

Hvestiett A rredits eript e e e 612,763 657,558

Deduct—Income not providing funds currently:

B AR dor (T a(0d 0120 3 (S0 B8 o F 4t M NT b1 | 03 0 PRty Bl o osinios o e s 270,490 228,619

Share of equity-basis companies’ income in excess of dividends....... ... 166,079 110,731

AOtal A T OT ODCTATIONG i v oot oo o e o e i b R o 12,588,475 11,399,113

B e 3,200,179 2,822,163

9,388,296 8,576,950

FUNDS FROM EXTERNAL FINANCING T —— R

Issuance of shares, netof redemptions. ... ... . i ii 1,157,140 1,597,196

Issuance of long and intermediate termdebt............................ 2,788,000 2,285,000

Retirement of long and intermediate termdebt.......................... 321,559 2,585,129

Increase in short term borrowings—net (M) .......... ... . .............. - 58,304 1,052,561

3,681,885 2,349,628

CHANGES IN WORKING CAPITAL (excluding debt maturing within one year)} T e

Cashand temporary cash investments. .. ooow 0l naine i G0 Dl e (138,197) 203,654
Reeervables i Sl Bt o s Lt s e (815,646) (550,775)
Niateriaband-supplies o o rntae s saene il b e e et e R (111,624) (119,813)

T DT EXEISey et oo oo e i s sl e S e S e (5,761) 7,483

L ErOnniS S v alifees i re b mneavesa e e e S e e 382,825 289,394
e e s e 304,605 (25,802)

Advance billing and customers' deposits. . .. ........... 97,486 84,561

LE A tal o sYE R LYY o et o eSO e e S N S e S B Ol 89,601 94,918

TREEIESt ACCTUCA .« i i s ry o oty e g g o e T S Ao s g 71,968 21,345

Taxestelating to Califernia rateorder-(B) - i e e s 260,584 237,635

135,841 242,600

OTHER CHANGESt S o iR
THVCRIEIEs e e e e e e e (74,891) (26,734)
B e A s e e (88,972) (182,351)

Ownership interest of others in consolidated subsidiaries.................. 153,829 354,060

(07 oY e oy o e e e o N e I st e i G A 203,674 23,596

193,640 168,571

FUNDS SUPPORTING CONSTRUCTIONACTIVITY . . .................... 13,399,662 11,337,749

Add—Interest charged-eonstruction = s vimmeimir o rosimen s g i 270,490 228,619

FOTAL CONSTRUG TION s commmmemm scmmismmms s oot vsn s $13,670,152 $11,566,368

The accompanying notes are an integral part of the financial statements.
*Reclassified to conform to 1978 format and restated as discussed in note (E).

F( ) Denotes a change which results in a decrease in funds supporting construction activity.
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Notes to Financial Statements

(A) Accounting Policies—The consolidated financial state-
ments of the American Telephone and Telegraph Company
(“Company”) and its telephone subsidiaries reflect the
application of the accounting policies described in this note.
These statements have been prepared in conformity with
generally accepted accounting principles applicable to
rate-regulated public utilities. Such accounting principles
are consistent in all material respects with accounting
prescribed by the Federal Communications Commission
(“FCC"), except as to the accounting for investments and
revenue refunds described in this note, and as to a Cali-
fornia rate order and related federal tax matter described

in note (E). Other policies and practices are covered in
notes (B), (C), (H) and (N).

Consolidation—The consolidated financial statements
include the accounts of the Company and its telephone
subsidiaries. The consolidation process eliminates all
significant intercompany transactions except as discussed
below under “Purchases from Western Electric! The
investment in Western Electric Company, Incorporated
(“Western Electric”), an unconsolidated subsidiary, and
certain other investments (where it is deemed that the
Company’s ownership gives it the ability to exercise signifi-
cant influence over operating and financial policies) are
included at equity (cost plus proportionate share of rein-
vested earnings). All other investments are included at cost.
See also note (G).

Revenue Refunds —The FCC's Uniform System of Accounts
provides that refunds of prior years’ revenues, less related
income tax adjustments, be charged against current
income. However, in conformity with generally accepted
accounting principles applicable to rate-regulated public
utilities, the Company in its financial statements treats
material revenue refunds applicable to prior years as
adjustments of the respective years' income and, within a
year, as adjustments of the applicable interim periods'
income. See also note (E).

Purchases from Western Electric—Most of the telephone
equipment, apparatus and materials used by the con-
solidated companies have been manufactured or procured
for them by Western Electric. Contracts with the telephone
companies provide that Western Electric's prices shall be as
low as to its most favored customers for like materials and
services under comparable conditions. The consolidated
financial statements reflect items purchased from Western
Electric at cost to the companies, which cost includes the
return realized by Western Electric on its investment
devoted to this business.

Depreciation—Provision in the accounts for depreciation
(5.6% in 1978 and 5.5% in 1977 of the cost of depreciable
plant in service) is based on straight-line composite rates
determined on the basis of the average expected lives of
categories of plant acquired in a given year. The Company
has requested the FCC to permit such straight-line com-

posite rates to be determined on the basis of equal life
groups of certain categories of telephone plant acquired in
a given year which, if granted, will increase depreciation
expense above the levels that otherwise would be
computed. Such increased depreciation should be allowable
in determining revenue requirements in future rate-
making proceedings. Depreciation for income tax purposes
is provided using different lives, bases and methods as
explained under “Income Taxes” below.

Research and Development—The cost of basic research

and systems engineering performed by Bell Telephone
Laboratories, Incorporated is included as expense in deter-
mining Net Income. The cost of specific development and
design work related to products to be manufactured by
Western Electric is recovered in the price charged for such
products (see “Purchases from Western Electric” above).

Income Taxes:

(1) The use of accelerated depreciation methods and shorter
lives, permitted by income tax laws and regulations, causes
depreciation charges used for tax purposes to be higher dur-
ing the early years of plant life than the depreciation charges
for such plant reflected in these financial statements.
Appropriate income charges and their subsequent reversal,
reflected as deferred income taxes—net, are made to prevent
the tax effects of these timing differences from distorting
Net Income. The components of operating income tax
expense in thousands of dollars, were:

1978 1977%
Federal:
o 1 8 N A R R $1,309,659 $ 787,143
£ 1ot cln Ry o1 ) Al A e 1,478,401 1,429,454
Investment tax credits—net. . . . . 706,491 744,758
3,494,551 2,961,355
State and local:
(e 1 1 3 ) A B0 RSk 209,208 178,458
Deferred—net................ 133,661 128,738
342,869 307,196
4 ¥ 7 ¥ B b O st sl $3,837,420 $3,268,551

Income taxes on non-operating income included in
Miscellaneous income and deductions —net, in thousands
of dollars, were:

1978 1977
Federal:

Carrent  ~oo s Sl o e $22,358 $(49,341)
Deferred—net . . ........ ... .0 1,283 724
23,641 (48,617)

State and local:
urrent- ol dico il Gie s e ran (1,064) (736)
Deferred—mnet:. o = i LRI IS, 292 7
(1,042) (729)
Thtmd ool e S $22,599 $(49,346)

*Restated. See note (E).
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(2) Investment tax credits result from provisions of the
federal tax law which allow for reductions in tax liability
based on certain construction expenditures. Corresponding
reductions in tax expense are deferred in the year they
occur and, except for the additional one per cent credit
available under the Tax Reduction Act of 1975 which must
be contributed to the Employee Stock Ownership Plan, are
amortized as reductions in tax expense over the life of the
plant which gave rise to the credits.

(3) The effective consolidated federal income tax rate, as
determined by dividing Federal income taxes (see section
(1) above) by the sum of Federal income taxes, Net Income
and ownership interest of others in the net income of certain
consolidated subsidiaries, was 39.4% in 1978 and 38.8% in
1977. The differences of 8.6% and 9.2% in 1978 and 1977,
respectively, between the effective rate and the 48% federal
income tax statutory rate are attributable to the following

e : . : 1978 1977
a. Earnings applicable to investments in — —_

companies accounted for on an equity
basis which are reflected net of income tax
b. Certain taxes and payroll-related
construction costs capitalized for
financial statement purposes, but
deducted for income tax purposes, net

of applicable depreciation. . ..........
c. Interest charged construction, which

is excluded from taxable income, net of
applicable depreciation.............. 1.0% 1.0%
d. Depreciation, not deductible for
income tax purposes, on that portion

of telephone plant costs which

represents profit to Western Electric. . . . .
e. Amortization of investment tax credits
over the life of the plant which gave rise
to the credits. Such amortization reduced
income tax expense for the years 1978
and 1977 by about $255,041,000 and
$209,942,000, respectively. . . .........
fOtherdifferenioss. oty

3.2% 3.3%

3.0% 3.0%

(.6%)  (.6%)

2.9%
(.9%)

8.6%

(B) Provision for Pensions and Death Benefits—The Company
and its consolidated subsidiaries have noncontributory
plans covering all employees which provide for service
pensions and certain death benefits. These companies have
accrual programs under which actuarially determined
regular payments are made to trust funds that are
irrevocably devoted to service pension and death benefit
purposes. The total provision for these service pensions and
death benefits, including amounts charged to construction,
was $2,354,447,000 in 1978 and $2,056,341,000 in 1977,
which represented 15.9% in 1978 and 15.7% in 1977 of
salaries and wages. Amendments to the plans, adopted
pursuant to 1977 union contracts, provided for improved
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benefits for all employees and increased 1978 pension
accruals by approximately $91,220,000. Based on the

latest actuarial valuation, the companies estimate that the
actuarially computed value of vested benefits exceeded the
cost of trust fund assets by about $386,810,000. The accrual
programs contemplate that there will be available in the
funds amounts sufficient to provide benefits as stated in
the plans.

(C) Interest Charged Construction—Regulatory authorities
allow the Company and its telephone subsidiaries to pro-
vide for a return on capital invested in new telephone plant
while under construction by accruing interest charged
construction as an item of income during the construction
period and as an addition to the cost of the plant con-
structed. Such income is not realized in cash currently but
will be realized over the service life of plant as the resulting
higher depreciation expense is recovered in the form of
increased revenues.

As a result of a change in the FCC’s Uniform System of
Accounts, effective January 1, 1979 interest charged con-
struction will no longer be accrued on the books of the
Company and its telephone subsidiaries for construction
projects expected to be completed within one year from the
time construction starts (“short term projects”). The inter-
state portion of the costs of short term projects will be in-
cluded in the rate base upon which interstate revenue
requirements are determined. Approximately $47,000,000
and $38,000,000 of interest charged construction was
accrued on the interstate portion of the costs of such projects
in 1978 and 1977, respectively. (It previously was reported
that these 1978 and 1977 amounts were subject to possible
reversal; in December 1978 the FCC ruled that such reversal
would not be required.) The Company’s telephone subsidi-
aries are seeking approval from the state regulatory com-
missions for similar rate base treatment for intrastate
rate-making. Pending such approval, the Company and its
subsidiaries will continue to reflect in their financial state-
ments interest charged construction on the intrastate
portion of the costs of short term projects for those juris-
dictions where they believe such charges will be allowed
for intrastate rate-making.

(D) Miscellaneous Income and Deductions—Net— Miscella-
neous deductions include the ownership interest of others in
the net income of certain consolidated subsidiaries in the
amounts of $133,496,000 in 1978 and $107,081,000 in 1977.
See also note (A), “Income Taxes!

(E) Rate and Related Matters—In December 1978 the United
States Supreme Court denied a petition of The Pacific
Telephone and Telegraph Company (“Pacific”), a subsidiary,
for review of a September 1977 Order of the California
Public Utilities Commission (“CPUC") which had been
stayed by the CPUC pending judicial review. In January
1979 Pacific requested the Court to rehear its petition for
review. If this request is denied, the CPUC's Order will



become effective. The Order prescribes a refund of revenues
and a reduction of rates resulting from the use of a new
rate-making method of treating investment tax credits and
deferred federal income taxes resulting from the use of
accelerated depreciation. The CPUC concluded in its Order
that Pacific’s eligibility under federal law for these tax
benefits would be maintained. However, the Internal
Revenue Service (“IRS"”) has ruled that implementationof the
Order would make Pacific ineligible for these tax benefits,
although final determination as to eligibility may not occur
for several years. Although Pacific's books of account used
for regulatory purposes reflect neither the refund of revenues
nor the loss of eligibility for tax benefits, the Consolidated
Financial Statements for the years ended December 31, 1978
and 1977 now recognize the likelihood that the CPUC's
Order will be implemented and that Pacific will be found
to be ineligible for these tax benefits for 1974 and subsequent
years. Accordingly, Income Applicable to Common Shares
for the years 1978 and 1977 has been reduced by $36,108,000
and $35,600,000 ($.05 and $.06 per common share), respec-
tively, to reflect the likelihood of revenue refunds and
related interest payments. Income for these years also has
been reduced by $36,219,000 and $27,940,000 ($.06 and $.05
per common share), respectively, to reflect the likelihood of
loss of tax benefits including interest related thereto.
Accumulated deferred income taxes and investment tax
credits relating to plant subject to CPUC jurisdiction
(“intrastate plant”) and interest on these unpaid amounts
are now included in current liabilities. Reinvested earnings
as of January 1, 1977 have been reduced by $60,807,000
related to the revenue refunds and $23,345,000 related to
the loss of tax benefits attributable to prior periods. Final
determination as to continued eligibility for tax benefits is
subject to IRS audit and litigation thereafter. Should Pacific
be found to be eligible, the earnings reductions and balance
sheet effects relating to the loss of tax benefits would be
reversed. In the opinion of counsel, Pacific's eligibility for
tax benefits probably would be impaired only insofar as it
relates to intrastate plant which represents approximately
80% of Pacific's total plant.

Income Applicable to Common Shares for the years
ended December 31, 1978 and 1977 includes approximately
$70,980,000 and $20,790,000 ($.11 and $.04 per common
share), respectively, from intrastate rate increases in a
number of states that are subject to possible refund.

(F) Accounting for Station Connection Costs —In August

1977, pursuant to an FCC order, the Company filed a pro-
posal to change the accounting treatment provided in the
FCC's Uniform System of Accounts for station connection
costs so that a significant portion of these costs which are
now being capitalized would be expensed when incurred in
the future. Station connection costs of the type proposed to
be expensed amount currently to about $1,550,000,000 per
year. Under the proposal, this accounting change would be

implemented prospectively over a four-year period in
approximately equal amounts with provision for straight-
line amortization of that portion of the current investment
in station connection costs of the type proposed to be
expensed in the future; at December 31, 1978 this amounted
to approximately $5,500,000,000. This change will result
in an increase in annual expenses; however, such increased
expenses should be allowable in determining revenue
requirements in future rate-making proceedings. If the
FCC adopts these proposed changes during 1979, the Com-
pany’s telephone subsidiaries may begin implementation
retroactive to January 1, 1979.

(G) Investments at Equity—The FCC'’s Uniform System of
Accounts requires that investments be carried on the books
of the companies at cost. However, in conformity with
generally accepted accounting principles, certain invest-
ments are included at equity in the accompanying balance
sheets. See note (A), “Consolidation!

The following information is provided as of December 31,
1978, for those companies carried at equity:

Western Electric Company, Incorporated and its subsidiaries
Wholly-owned and carried on the Company’s books at a
cost of $1,455,559,000. The consolidated assets and
liabilities at December 31, 1978 were $6,133,617,000
and $2,621,177,000, respectively.

Other —Includes principally:

Bell Telephone Laboratories, Incorporated—50% owned
and carried on the Company’s books at a cost of
$141,000,000 plus $15,000,000 of advances, which also
equals its investment at equity. Western Electric owns
the other 50%.

The Southern New England Telephone Company —18.9%
owned and carried on the Company’s books at a cost of
$68,350,000 plus $17,500,000 of advances. The Company's
equity is $126,477,000. The market value of the shares
owned by the Company based on the closing price as
obtained from the composite tape* at December 31, 1978
was $80,792,000.

Cincinnati Bell Inc.—27.7% owned and carried on the
Company’s books at a cost of $31,444,000 plus $8,200,000
of advances. The Company’s equity is $75,730,000. The
market value of the shares owned by the Company based
on the closing price as obtained from the composite
tape* at December 31, 1978 was $59,578,000.

(H) Cash and Temporary Cash Investments—Cash and tem-
porary cash investments have been reduced by the amount
of drafts outstanding with a corresponding reduction in
Accounts payable. It is the practice of the Company and
most telephone subsidiaries to make certain payments by
draft and to record such drafts as accounts payable until
such time as the banks honoring the drafts have presented
them for payment. The Company maintains cash and tem-

*Encompasses trading on the principal U.S. stock exchanges as well
as off-board trading.
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porary cash investments not only to meet its own obliga-
tions but to maintain funds upon which the subsidiary
companies may draw on a day-to-day basis to meet their
obligations, including coverage for outstanding drafts.

(1) Common Shares—Proceeds in excess of par value of
common shares amounted to $9,687,488,000 and
$8,778,124,000 at December 31, 1978 and 1977, respectively.
Book value per common share amounted to $60.67 and
$57.55 at December 31, 1978 and 1977, respectively.

At December 31, 1978 there were 10,506,755 authorized
but unissued common shares reserved for the conversion of
the Company’s outstanding $4 convertible preferred shares.

The Company increased common shares outstanding in
1978 as follows:

1,939,112 shares issued upon conversion of 1,842,152
shares of the Company’s $4 convertible preferred shares.

See note (J).

10,996,004 shares sold at 95% of market for dividend
reinvestments and 2,493,071 shares sold at market for
optional cash payments under the Share Owner Dividend
Reinvestment and Stock Purchase Plan.

5,098,200 shares sold at market to the Bell System Savings
Plan for Salaried Employees.

1,389,780 shares issued at market in connection with the
Bell System Employee Stock Ownership Plan through

the election of an extra 1% Investment Tax Credit.

(J) Preferred Shares— Authorized are 100,000,000 preferred
shares at $1 par value. Outstanding are:

Thousands of Shares
December 31, December 31,

$50 stated value: e 4
$4 cumulative convertible
Dreferretis s o o 9,981 11,824
$3.64 cumulative preferred . . 10,000 10,000
$3.74 cumulative preferred . . 10,000 10,000

$1,000 stated value:
$77.50 cumulative preferred . 600 625

Each $4 preferred share is convertible into approximately
1.05 common shares of the Company. During 1978, a total
of 1,842,152 shares were converted. See note (I). Proceeds
in excess of the stated value amounted to $2,134,000 and
$2,525,000 at December 31, 1978 and 1977, respectively. Each
share may be redeemed by the Company at stated value.

The following shares are subject to mandatory
redemption:

The $3.64 preferred shares may be redeemed by the

Company at a premium of $3.12 per $50 share on or before

April 30, 1979 and at a diminishing premium there-

after. On May 1 of each year, commencing in 1984, the

Company through a sinking fund will redeem without

premium 3% of these shares plus an additional 3% may

be redeemed each year at the Company’s option.
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The $3.74 preferred shares may be redeemed by the Com-
pany at a premium of $3.21 per $50 share on or before
January 31, 1980 and at a diminishing premium thereafter.
On February 1 of each year, commencing in 1985, the
Company through a sinking fund will redeem without
premium 3% of these shares plus an additional 3% may
be redeemed each year at the Company’s option.

The $77.50 preferred shares may be redeemed by the
Company at a premium of $62.00 per $1,000 share on or
before January 31, 1980 and at a diminishing premium
thereafter. On February 1 of each year, the Company
through a sinking fund will redeem at stated value at
least 12,500 of these shares through 1992 and 18,750 shares
each year thereafter and may each year redeem an addi-
tional equal number. Under these sinking fund provi-
sions, which became effective in 1978, the Company
redeemed 25,000 shares on February 1, 1978 and 12,500
shares on February 1, 1979 which reduced stated capital
(as defined in the New York Business Corporation Law)
by $25,000,000 and $12,500,000, respectively.

(K) Long and Intermediate Term Debt—Interest rates and
maturities on long and intermediate term debt outstanding
at December 31, 1978 were as follows:

Millions of Dollars

2%8% 6% to 8% to

Maturities to 578% 778% 10% Total
TOR e g $ 265 $ 150 § — $§ 415
TORY o e 170 — 425 595
TORZE T 365 300 120 785
i foe Sl 235 — 250 485
1984-1993. . . . 3,327 225 250 3,802
1994-2003. . . . 4,145 1,805 1,160 7,110
2004-2013. . . . 992 6,700 5,238 12,930
2014-2018. . . . — 350 8,029 8,379

Total«.-. o $9,499 $9,530 $15,472  $34,501

(L) Subsequent Financing— As of February 8, 1979 two
majority-owned telephone subsidiaries have announced
their intention to sell approximately $470,000,000 of
common shares (about 89% of which the Company expects
to purchase), one telephone subsidiary has sold $83,350,000
of non-voting preferred shares and five telephone subsidi-
aries have sold or announced their intention to sell up to
$1,350,000,000 of long term debt. The proceeds of these sales
will be applied toward repayment of debt maturing within
one year.

(M) Debt Maturing Within One Year—The Company'’s telephone
subsidiaries follow the practice of financing construction
of telephone plant partially through bank loans, commer-
cial paper and other notes payable in twelve months or

less after issuance, pending long term financing. In the



Company'’s computation of ratios of debt to combined debt
and equity (usually referred to as “‘debt ratios”), debt
maturing within one year is included with Long and
Intermediate Term Debt.

Debt maturing within one year consists of the following:

Millions of Dollars

1978 1977

Notes payable: o i

Bankdoanse e e $1,134 AT

ConTErcialigaper e e 1,823 1,831

Ocrngies s e i s e 30 321
Long and intermediate term debt

maturing withinoneyear....... ... 785 320

ol $3,772 $3,249

The weighted average annual interest rates for bank
loans, commercial paper and other notes outstanding at
December 31, 1978 were 10.8%, 10.1% and 10.5% and at
December 31, 1977 were 7.2%, 6.6% and 6.3%, respectively.
The maximum amounts of notes payable at any month end
during the years 1978 and 1977 were $3,146,412,000 and
$2,928,724,000, respectively, and the average amounts
outstanding during those years were approximately
$2,869,033,000 and $2,436,004,000 at weighted average
interest rates of 7.9% and 5.8%, respectively, computed by
dividing the daily face amount of notes payable into the
aggregate related interest expense. Long and intermediate
term debt maturing within one year outstanding at
December 31, 1978 and 1977 carried weighted average
interest rates of 6.3% and 4.2%, respectively.

(N) Lease Commitments—The Company and its consolidated
subsidiaries lease certain facilities and equipment used in
their operations and reflect lease payments as rental expense
of the period to which they relate. Total rental expense
amounted to $897,480,000 and $846,009,000 in 1978 and
1977, respectively. At December 31, 1978 the aggregate
minimum rental commitments under noncancellable leases
for the periods shown were as follows:

Years Thousands of Dollars
15 A0t it oo i ot e e $ 441,617
1080 e e e S TAL
1981 . o o 327,166
TOBD i oo i e o e e 279,866
088 e v e e 229,827
Thereafter weo s cnih o o Gt e o 2,466,023

Total v e e $4,120,870

These leases include some which would be classified as
“capital leases” under criteria established by the Financial
Accounting Standards Board. However, for regulatory
accounting and rate-making purposes, such leases are not
capitalized. Had such leases been capitalized, additional
assets of $1,017,528,000 and $932,397,000 (net of $432,015,000

and $326,783,000 accumulated amortization) and obliga-
tions of $1,108,047,000 and $1,029,865,000 would have

been included on the Balance Sheets as of December 31, 1978
and 1977, respectively; the effect on Net Income would have
been insignificant. Under regulatory rate-making proce-
dures, any expense effects would not be recognized currently
but would be recognized over the life of the respective lease.

(O) Subsequent Events— American Bell International Inc.
(“ABII"), a wholly-owned subsidiary, has been doing busi-
ness to assist in the development and operation of communi-
cation services in Iran. The changing political situation in
that country has affected ABII's operations there and could
cause Income Applicable to Common Shares to be reduced
in 1979 by as much as $37,500,000 relating to costs already
committed or incurred.

(P) Department of Justice Antitrust Action—In 1974 the
Department of Justice brought a civil antitrust action
naming the Company, Western Electric and Bell Telephone
Laboratories, Incorporated as defendants, and the 23 Bell
System telephone companies as co-conspirators but not
defendants. This matter is not likely to be resolved for
several years. The Company believes that the relief sought,
which includes dismemberment of the Bell System, is
adverse to the public interest and it is confident that it has
not been in violation of the antitrust laws and that the
structure of the Bell System will remain basically
unchanged. In the opinion of the Company, dismember-
ment of the Bell System would have adverse effects on its
business, could affect its ability to raise capital, its credit
standing and the market value of its securities and could
require an immediate payment of federal income taxes
previously deferred on intercompany profits. A lump sum
payment of such deferred taxes, which are being credited
to the plant accounts, would have no direct effect on

net income but would materially increase the need for
cash and revenues.

(Q) Quarterly Financial Information (Unaudited)

Millions of Dollars

Income Earnings

Calendar Total Applicable per
Quarter Operating Operating to Common Common
1977 Revenues Income Shares Share*
st $ 8,722 $1,512 $ 997 $1.63
2nd. 3970 o917 1,120 1.80
Srds e 9,207 1,635 1,112 177
Ath o = 9,027 1,651 1,067 1.67
Total $36,431 $6,395 $4,296 $6.86

*Because of increasing numbers of common shares outstanding each
quarter, the sum of quarterly earnings per common share does not
equal earnings per common share for the year.
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Millions of Dollars

Income Earnings

Calendar Total Applicable per
Quarter Operating Operating to Common Common
1978 Revenues Income Shares Share
st $ 9,838 $1,731 $1,226 - $1.88
2nd. 10,158 1,806 1,287 1.96
a0 10,403 1,873 1,351 2.04
a0 10,594 1,802 1,245 1.86
ol o $40,993  $7,212  $5,109 $7.74

Income Applicable to Common Shares has been restated
for the quarters of 1977 by reductions of $13,878,000,
$15,742,000, $16,611,000 and $17,309,000 ($.02, $.03, $.03 and
$.03 per common share), respectively, and for the first three
quarters of 1978 by reductions of $16,498,000, $17,865,000
and $18,714,000 ($.02, $.03 and $.03 per common share),
respectively, to reflect the effects of the California refund
order and related loss of federal tax benefits. See note (E).

Results for the quarters include approximately $4,540,000,
$4,750,000, $4,800,000 and $6,700,000 ($.01, $.01, $.01 and
$.01 per common share) in 1977, respectively, and
$12,670,000, $13,920,000, $17,980,000 and $26,410,000 ($.02,
$.02, $.03 and $.04 per common share) in 1978, respectively,
of Income Applicable to Common Shares resulting from
intrastate rate increases which are subject to possible refund.

As previously reported, results for the fourth quarter of
1977 have been decreased by $32,217,000 ($.05 per common
share) reflecting costs related to the early redemption by the
Company of certain long term debt and $22,760,000 ($.04
per common share) reflecting the adjustment of prior years’
state income taxes by one subsidiary.

(R) Replacement Cost (Unaudited)—The following informa-
tion required by the Securities and Exchange Commission
compares telephone plant investment as shown on the
Balance Sheets at December 31, 1978 and 1977 with the
approximate cost of replacing the productive capacity of
the Company and its consolidated subsidiaries at those
dates. It also compares accumulated depreciation at those
dates with the amounts that would have been provided had
past depreciation accruals contemplated such replacement
costs. Additionally, depreciation expense for the years ended
December 31, 1978 and 1977 is compared with depreciation
expense computed (using historic depreciation assump-
tions) on these estimates of replacement costs.

These replacement costs are theoretical, based on
the assumptions that, as of December 31, 1978 and 1977,
electronic switching systems would replace all electro-
mechanical switching systems, most other telephone plant
would be replaced in accordance with present replacement
practices and building space would be reduced because of
the use of electronic switching systems. Certain telephone
plant categories are included at historic cost: principally
land, telephone plant under construction, and telephone
plant held for future use.
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Millions of Dollars

At Replace-
As Stated ment Cost Difference

Year 1977

Telephone plant investment:
For which replacement costs

have been determined . . . . $ 98,038 $141,641 $43,603
Included at historic cost . . . . 3,821 3,821 —
Hotal © e e 8 101,859 145,462 43,603
Accumulated depreciation.. 19,461 35,162 15,701
Net telephone plant. . .. . .. $ 82,398 $110,300 $27,902
Depreciation expense. . . . . . $ 5045 $ 6,738 $ 1,693
Year 1978
Telephone plant investment:
For which replacement costs
have been determined.... $106,753 $155,705 $48,952
Included at historic cost . . . 4,372 4,372 —
ATl SR 111,195 = t6l).077 48,952
Accumulated depreciation.. 20,774 38,679 17,905
Net telephone plant. . . .. .. $ 90,351 $121,398 $ 31,047
Depreciation expense. . . . . . $ 5540 $ 7,424 $ 1,884

The difference between historic and estimated replace-
ment cost of net telephone plant investment does not
represent additional book value for the Company'’s stock.
The above replacement costs are approximations of the
amount of capital that could have been required were the
Company and its consolidated subsidiaries to have replaced
the entire productive capacity of such plant on December 31,
1978 and 1977. Replacement actually will take place over
many years and the funds needed will be derived from
sources similar to those available during 1978 and 1977.

Depreciation expense based on an estimate of replacement
cost also is theoretical and not deductible in determining
income tax expense. The excess of depreciation on replace-
ment cost over that determined on historic cost is a measure
of the extent to which current operations have not been
making provision for the higher replacement cost of present
plant capacity. Such provision, if made, would provide
funds which would be used in lieu of funds from other
sources for plant construction.

It would be unrealistic to impute a reduced net income
by the difference between depreciation based on historic
cost and that based on estimates of replacement cost. New
plant is likely to provide largely-offsetting additional
revenue-generating services and operating efficiencies.
Additionally, replacement of plant will take place over
many years. It is true, however, that the earnings of the
Company must be high enough to provide some equity
capital from reinvested earnings and to attract additional
debt and equity to provide funds for any replacement cost
in excess of depreciation accruals based on the historic cost
of the plant.

THIS REPORT IS PRINTED ON RECYCLED PAPER.
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