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A MESSAGE FROM
CHAIRMAN & CEO RICHARD D. PARSONS AND
PRESIDENT & CO0 JEFFREY L. BEWKES

T0 OUR SHAREHOLDERS,

Time Warner delivered an impressive year in 2006, and we are well positioned to capitalize yet
again in 2007 on this company's exciting potential. In fact, despite competing in rapidly evolving
industries, we have never been more confident that Time Warneris on the right path to generate
sustainable long-term growth for the benefit of our shareholders.

Among our most significant accomplishments in 2006 were:

» Meeting our company’s full-year financial objectives;

« Completing the acquisition of the Adelphia and Comcast cable systems and enabling
Time Warner Cable to become its own publicly traded company;

* Shifting AOL's strategy to focus resources on its growing online advertising business;

+ Launching what we believe are more digital initiatives than any of our diversified media
and entertainment peers;

*+ Expanding our stock repurchase program to a total of $20 billion and increasing our quarterly
dividend by 10%; and

« Continuing to produce the world’s best entertainment and journalism, which earned
10 Oscars in 2007—more than any other company—as well as the National Magazine Award's
top honor and many Emmys, among other accolades. '

We owe these significant achievements to our robust execution against the company'’s strategy.
We believe that pursuing the same strategic priorities will drive our future financial and
operational successes.

First among our strategic goals is making sure that we're in the right businesses. That means
directing our investments to our most competitively well-positioned companies, which also have
attractive growth prospects and fit well with our other operations. In 2006, the greatest change to
our portfolio of businesses was our cable acquisition, which increased Time Warner Cable’s
footprint by almost ane-third and opened the way for 16% of the cable company’s total
outstanding common shares to be publicly traded under the “TWC” symbol on the New York Stock
Exchange. Just as we invested in our new and existing businesses in 2006, we moved to divest
more than $4 biilion of non-core assets—including our European Internet access businesses,
in line with the new AOL strategy. As we move forward, we'll continue to allocate our capital
efficiently to enable us to focus more closely on our most promising opportunities in the U.S.
and internationatly.

Our second strategic priority is to keep running our businesses at the highest possible level,
including cross-company collaborations, to extend our leading competitive positions. For us, that
starts with meeting and exceeding our annual financial objectives. Critical to achieving these
targets will be our continued execution against AOL's new strategy, with its focus on offering a full
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range of free products to build AOL’s audience and advertising revenue. The early results of this
new strategy have been encouraging, with AOL’s advertising revenue growing fasterin the second
half of 2006 than the industry average. Another crucial effort will be—as we integrate Time Warner
Cable’s new systems in 2007—selling our innovative video, data and Digital Phone services to
millions of new customers as well as introducing compelling new offerings. And we'll keep doing
what it takes to keep our other businesses an top—from our successful Turner and HBO networks
toTime inc/s legendary brands and the dynamic Warner Bros. and New Line studios.

There's no more important strategic priority for our businesses' future success than making the
most of the growing digital opportunities. We're leaders in creating digital content, with the #1
online news site [CNN.com], #1 business site (CNNMoney.com) and the two leading celebrity
sites (People.com and TMZ.com). We're among the pioneers in digital distribution over the full
range of outlets—whether mobile phones, such as HBO and CNN distributing their programming in
the U.S. and internationally; digital television, including Time Warner Cable’s Start Over service; or
downloads, with Warner Bros. and New Line content available on Walmart.com, BitTorrent and
other sites. In addition, Warner Bros. is driving the campaign for dual-format high-definition DVDs.
These initiatives have gained real traction, and we'll be accelerating these and other digital efforts
in the future.

Finally, we’re committed to managing our finances to grow our businesses and deliver value
directly to our shareholders. Even as we invest billions of doltars in building our current businesses
and acquiring new ones, we expect to complete our $20 billion'stock repurchase program in the
first half of 2007. Once it ends, we anticipate having repurchased about 25% of the company’s
stock outstanding at the beginning of the program. And we're working with our Board of Directors to
determine how best to allocate our excess financial capacity in the future. We also plan to continue
our quarterly cash dividend, which returned nearly $900 million to our shareholdersin 2006. At the
same time, we'tl continue our company-wide cost reduction program that aims to save $1 biflion
over the two years starting in 2006. We believe all of our hard work against our strategy has
contributed to improvements in our stock price in 2006. But we are by no means satisfied, and we
are dedicated to redoubling our efforts to build even more value for our shareholders.

There’'s much more to Time Warner, of course, than simply dollars and cents. Our company stands
above all others for the quality of the journalism and entertainment that we deliver around the
world. Beyond our successes at the 2007 Academy Awards, HBO's 26 Emmys in 2006 led all other
broadcast and cable networks for the fourth straight year. Also earning well-deserved Emmy
recognition were Warner Bros, Television, CNN, TNT, Cartoon Network and Turner Classic Movies, as
well as Time Warner Cable and AOL. In addition, T"ME magazine brought home the top honor from
the National Magazine Awards, and four of Time Inc/s Web sites won Digital Awards from the
Magazine Publishers of America. We have every confidence that we'll continue to see this level of
achievement and more in the future. .
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With the same dedication, Time Warner will keep pursuing its corporate responsibility
commitments. Our philanthropy focuses on raising the academic achievement of students from
underrepresented backgrounds as well as supporting organizations that nurture creativity and
diversity in the arts. By aligning our corporate citizenship with our business goals and values, we
enhance our capacity to do well while doing good at the same time.

We'll close by thanking those responsible for everything Time Warner accomplishes—the
tremendous women and men who work for this company. We'll continue to invest in them, our
most important asset, making our workforce more diverse and developing our next generation of
leaders. The creativity, loyalty and hard waork of our people make ail the difference. With their
continued support, we're confident that we'll extend our leadership as the premier media and
entertainment company in the world.

TRLD I Mﬁ@l%

RICHARD D. PARSONS JEFFREY L. BEWKES
Chairman of the Boord and President and
Chief Executive Officer Chief Operating Officer
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COMPANY DESCRIPTION

Overview

Time Warner Inc. (the “Company” or “Time Warner”), a Delaware corporation, is a leading media and
entertainment company. The Company classifies its businesses into the following five reporting segments:

* AOL, consisting principally of interactive services:

« Cable, consisting principally of interests in cable systems providing video, high-speed data and voice
services;

« Filmed Entertainment, consisting principally of feature film, television and home video production and
distribution;

* Networks, consisting principally of cable television networks; and
* Publishing, consisting principally of magazine publishing.
At January 1, 2007, the Company had a total of approximately 92,700 employees.

For convenience, the terms the “Company” and “Time Warner” are used in this Annual Report to refer to both
the parent company and collectively to the parent company and the subsidiaries through which its various
businesses are conducted, unless the context otherwise requires.

Businesses
AOL

AOL LLC (“AQL”) is a leader in interactive services. In the U.S. and internationally, AOL and its subsidiaries
operate a leading network of web brands, of! fer free client software and services to users who have their own Internet
connection and also provide services to advertisers on the Internet. In addition, AOL operates one of the largest
Internet access subscription services in the U.S.

On April 13, 2006, AOL., Google Inc. (“Google”) and Time Warner completed the issuance to Google of a 5%
indirect equity interest in AOL in exchange for $1 billion in cash, having entered into agreements in March 2006
that expanded their strategic alliance. Under the alliance, Google will continue to provide search services to AOL’s
network of Internet properties worldwide and provide AOL with a greater share of revenues generated through
searches conducted on the AOL network. Google agreed, among other things, to provide AOL the use of a modified
version of its search technology to enable AOL to sell search advertising directly to advertisers on AQL-owned
properties, to provide AOL with marketing credits for promotion of AOL’s properties on Google's network and
other promotional opportunities for AOL content, to collaborate in video search and promotion of AOL’s video
destination, and to enable Google and AIM instant messaging users to communicate with each other, provided
certain conditions are met.

Historically, AOL’s primary product has been an online subscription service providing dial-up Internet access
for a monthly fee. This subscription service continues to generate the substantial majority of AOL's revenues, As of
December 31, 2006, AOL had 13.2 million access subscribers in the U.S. The primary price plans offered by AOL
are $25.90 and $9.95 per month plans providing varying levels of dial-up access service, storage, tools and services.
In addition, AOL subsidiaries offer the CompuServe and Netscape Internet services.

During 2006, AOL began a transition from a primarily subscription-based business to an advertising-supported
global web services business. A significant component of this transition was to permit the use of most of AOL’s
services. including the AOL client software and AOL e-mail, without charge. As a result, as long as an individual
has a means to connect to the Internet, that person is able to access and use most of the AOL services for free.

AOL offers a variety of websites, portals such as AOL.com (including versions in other languages), and related
applications and services, which, along with the AOL and low-cost ISP services, form an online network (the “AOL
Network"). Specifically, the AOL Network includes AOL.com, AIM, MapQuest, Moviefone, ICQ, and Netscape as
well as other websites that are owned or operated by third parties for which the Internet traffic has been assigned to
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AQLU under agreements with the other party. Accordingly, AOL’s audience includes AOL members and Internet
users who visit the AOL Netwark. AOL seeks to attract highly-engaged users to and retain those users on the AQOL
Network by offering compelling free content, features and tools.

AOL’s strategy is to maintain or expand the audience of unique visitors to the AOL Network and to increase
their activity. This activity is a significant driver of AOL’s advertising revenues. AOL intends to distribute its free
and paid products and services through a variety of methods, including relationships with third-party high-speed
Internet access providers, retailers, computer manufacturers or other aggregators of Internet activity and through
search engine marketing and search engine optimization.

AOQOL earns revenue by offering advertisers a range of online marketing and promotional opportunities both on
the AOL Network and on third-party websites primarily through Advertising.com. Online advertising arrangements
generally involve payments by advertisers on either a fixed-fee basis or on a pay-for-performance basis, where the
advertiser pays based on the “click” or customer transaction resulting from the advertisement. AOL also earns
revenue through its relationship with Google, which sells advertising that appears on AOL search sites and shares
the resulting revenues with AOL. AOL offers advertisers fixed-fee display advertising and performance-based
display advertising, as well as a variety of customized programs, including premier placement, video advertising,
rich media advertising, sponsorship of content offerings for designated time periods, local and classified adver-
tising, audience targeting opportunities, search engine management and lead generation services. Advertising.com
connects advertisers with online advertising inventory by purchasing this inventory from publishers of third-pany
websites, and using its proprietary optimization technology to determine the optimal advertising to display on each
inventory placement.

AOL also offers paid services to AOL members and to Internet users generally, including storage and online
safety and security products. AOL intends to develop and offer a variety of other premium content, services and
applications that appeal to high-speed and mobile users.

Cable

The Company’s cable business, Time Warner Cable Inc, and its subsidiaries (*TWC” or “Time Warner
Cable”), is the second-largest cable operator in the U.S. and is an industry leader in developing and launching
innovative video, data and voice services. As of December 31, 2006, TWC’s cable systems passed approximately
26 million U.S. homes in well-clustered locations and had approximately 13.4 million basic video subscribers (after
giving effect to the distribution of the assets of Texas and Kansas City Cable Partners, L.P. (“TKCCP") to its
partners on January 1, 2007). Approximately 85% of these homes were located in one of five principal geographic
areas: New York state, the Carolinas, Ohio, southern California and Texas. As of February 1, 2007, Time Warner
Cable was the largest cable system operator in a number of large cities, including New York City and Los Angeles.

As part of Time Warner Cable’s strategy to expand its cable footprint and improve the clustering of its cable
systems, on July 31, 2006 Time Wamer NY Cable LLC (“TW NY"), a subsidiary of TWC, and Comcast
Corporation (“Comcast’™) completed their respective acquisitions of assets comprising, in the aggregate, substan-
tially all of the cable systems of Adelphia Communications Corporation (“Adelphia”). TW NY paid for the
Adelphia assets acquired by it with approximately $8.9 billion in cash (after certain purchase price adjustments) and
shares of TWC’s Class A Common Stock representing approximately 16% of TWC’s outstanding common stock.
Immediately prior to the Adelphia acquisition, TWC and its subsidiary, Time Warner Entertainment Company, L.P.
(“TWE"), redeemed Comcast’s interests in TWC and TWE, with the result that Comcast no longer has an interest in
either company. In addition, immediately after the acquisition of the Adelphia assets, TW NY exchanged certain
cable systems with subsidiaries of Comcast. These transactions are referred to herein as the “Adelphia/Comcast
Transactions.”

On February 13, 2007, Adelphia’s Chapter 11 reorganization plan became effective and, under applicable
securities law regulations and provisions of the U.S. bankruptcy code, TWC became a public company subject to
the requirements of the Securities Exchange Act of 1934 on the same day. Under the terms of the reorganization
plan, most of the shares of TWC Class A Common Stock that Adelphia received as part of the payment for the
systems TWC acquired in July 2006 are being distributed to Adelphia’s creditors. The TWC Class A Common
Stock began trading on the New York Stock Exchange on March 1, 2007,
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The Adelphia/Comcast Transactions resulted in a net increase of 3.2 million basic video subscribers served by
TWC’s cable systems, consisting of approximately 4.0 million subscribers in acquired systems and approximately
0.8 million subscribers in systems transferred to Comcast. Cable systems acquired by TWC from Adelphia or from
Comcast in the Adelphia/Comcast Transactions are referred to herein as the “Acquired Systerns,” and systems
owned or operated by TWC since prior to the Adelphia/Comcast Transactions are referred to herein as the “Legacy
Systems.”

As the marketplace for basic video services has matured, the cable industry has responded by introducing new
services, including enhanced video services like HDTVand video-on-demand (“VOD"), high-speed Internet access
and Internet protocol (“IP")-based telephony. As of December 31, 2006, approximately 7.3 million (or 54%) of
TWC’s 13.4 million basic video customers subscribed to digital video services, 6.6 million (or 26%) of high-speed
data service-ready homes subscribed to a residential high-speed data service such as the Road Runner service and
1.9 million {or 11%) of voice service-ready homes subscribed to Digital Phone, TWC's newest service. As of
December 31, 2006, in the Legacy Systems, approximately 56% of TWC’s 9.5 million basic video customers
subscribed to digital video services and over 30% of high-speed data service ready homes subscribed to a residential
high-speed data service. The customer data contained herein includes subscribers in certain managed, but
unconsolidated, systems in the TKCCP joint venture, which were distributed to TWC effective on January |, 2007.

Time Warner Cable offers a variety of services over its broadband cable systems, including video, high-speed
data and voice services. Time Warner Cable markets its services both separately and as “bundled” packages of
multiple services and features. Increasingly, its customers subscribe to more than one service for a single price
reflected on a single consolidated monthly bill. As of December 31, 2006, nearly all of the Legacy Systems had
bandwidth capacity of 750MHz or greater and were technically capable of delivering all of TWC’s advanced digital
video, high-speed data and Digital Phone services. As of such date, it is estimated that approximately 94% of the
homes passed in the Acquired Systems were served by plant that had been upgraded 1o at least 750MHz. TWC is in
the process of upgrading the plant in the Acquired Systems. As a result of the Adelphia/Comcast Transactions,
TWC has made and anticipates continuing to make significant capital expenditures over the next 12 to 24 months
related to the continued integration of the Acquired Systems, which will enable TWC to offer its advanced services
and features in the Acquired Systems.

Time Warner Cable offers a full range of analog and digital video service levels, as well as advanced services
such as VOD, HDTYV, and set-top boxes equipped with digital video recorders (“DVRs”).

Analog video service is available in all of TWC’s operating areas. Time Warner Cable typically offers two
levels or “tiers” of service — Basic and Standard — which together offer, for a fixed monthly fee based on the level
of service selected, on average approximately 70 channels for viewing on “‘cable-ready” television sets without the
need for a separate set-top box. Subscribers may also purchase premium channels, such as HBO, Showtime and
Starz!, for an additional monthly fee. Time Warner Cable also provides 24-hour local news channels in certain areas.

Subscribers to Time Warner Cable’s digital video services receive up to 250 digital video and audio services
for a fixed monthly fee. Digital video subscribers also have access to an interactive on-screen program guide, on-
demand services, multiplex versions of premium channels such as HBO and Showtime, and specialized, themat-
ically-linked programming tiers. Digital video subscribers may also purchése seasonal sports packages, generally
for a single fee for the entire season. As of December 31, 2006, 54.2% of TWC's basic video subscribers, or
approximately 7.3 million, subscribed to its digital video services and, in the Legacy Systems, approximately 55.6%
of TWC’s basic video subscribers, or approximately 5.3 million, subscribed to its digital video services.

On-Demand services enable digital video users to view what they want, when they want it and feature
advanced functionality, such as the ability to pause, rewind and fast-forward on-demand programs using Time
Warner Cable’s VOD system. These services include Movies-on-Demand, Subscription-Video-on-Demand and
Free Video-on-Demand. TWC’s new Start Over service uses VOD technology to allow digital video customers to
instantly restart selected programs then being aired by participating programming services. Users cannot fast
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forward through commercials while using Start Over, so traditional advertising economics are preserved. The Start
Over service was rolled out in a number of divisions during 2006 and is expected to be introduced in additional
service areas during 2007.

Sei-top boxes equipped with digital video recorders are available for a fixed monthly fee. Among other things,
these set-top boxes enable customers to pause and/or rewind “live” television programs, and easily and conveniently
record programs onto a hard drive built into the set-top box. TWC's two-way digital cable infrastructure enables
Time Warner Cable to introduce innovative interactive features and services.

Time Warner Cable generally offers approximately 15 channels of high definition television, or HDTV, in each
of its systems, mainly consisting of broadcast signals and standard and premium cable networks, as well as HDTV
Movies-on-Demand in most of the Legacy Systems. HDTV provides a significantly clearer picture and improved
audio quality. Due to a number of factors, during the first quarter of 2007, TWC has experienced, and may continue
to experience during the near term, difficulty in obtaining sufficient quantities of HDTV-capable set-top boxes to
satisfy all consumer requests for them.

Time Warner Cable offered high-speed data services to nearly 999 of its homes passed as of December 31,
2006. As of December 31, 2006, Time Warner Cable had approximately 6.6 million residential high-speed data
subscribers and approximately 245,000 commercial accounts. Residential high-speed data subscribers represent
over 30% of service-ready homes passed in the Legacy Systems. Penetration rates are lower in the Acquired
Systems. Subscribers pay a monthly flat fee based on the level of service received. Due to their different
characteristics, commercial and buik subscribers are charged at different rates than residential subscribers,
High-speed data customers connect their personal computers (PCs) or other broadband-ready devices using a
cable modem. As of December 31, 2006, Time Warner Cable offered its Road Runner branded, high-speed data
service to residential subscribers in virtualty all Legacy Systems. Time Warner Cable expects to complete a
transition to the Road Runner service in the Acquired Systems before the end of 2007, Time Warner Cable offers
commercial customers a variety of high-speed data services, including Internet access, website hosting and
managed security. These services are offered to a broad range of businesses and are marketed under the “Time
Warner Cable Business Class” brand. In addition to the residential subscribers and commercial accounts serviced
through TWC’s cable systems, Time Warner Cable provides the Road Runner high-speed data service to third
parties for a fee. '

Digital Phone is the newest of TWC’s core services, having been launched broadly across the Legacy Systems
in 2004, With the Digital Phone service, Time Warner Cable can offer customers a combined, easy-to-use package
of video, high-speed data and voice services and compete effectively against similarly bundled products offered by
competitors, Most customers receive a Digital Phone package that provides unlimited local, in-state and U.S.,
Canada and Puerto Rico long-distance calling and a number of calling features for a fixed monthly fee. During
2006, Time Warner Cable also introduced, among other things, a lower-priced unlimited in-state only calling plan,
and additional calling plans are expected to be introduced in the future, As of December 31, 2006, Digital Phone had
been launched in all of Time Warner Cable’s Legacy Systems and was available to nearly 94% of homes passed in
such systems. At that time, Time Warner Cable had approximately 1.9 million Digital Phone customers and
penetration of voice service to serviceable homes was approximately 11%. TWC has begun and expects to continue
rolling out Digital Phone across the Acquired Systems during 2007. As an adjunct to its existing commercial high-
speed data business, TWC intends to introduce a commercial voice service to small- and medium-sized businesses
in most of its Legacy Systems during 2007,

In November 2005, TWC and several other cable companies, together with Sprint Nextel Corporation,
announced the formation of a joint venture to develop integrated video entertainment, wireline and wireless data
and communications products and services. In 2006, TWC began offering a service bundle that includes Sprint
wireless voice service in limited operating areas and will continue to roll out this product during 2007. A separate
joint venture formed by the same parties participated in the FCC’s Advanced Wireless Spectrum auction during
2006 and was awarded licenses covering 20 MHz of spectrum in about 90% of the continental U.S. and Hawaii.
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Filmed Entertainment

The Company’s Filmed Entertainment businesses produce and distribute theatrical motion pictures, television
shows, animation and other programming, distribute home video product, and license rights to the Company’s
feature films, television programming and characters. All of the foregoing businesses are principally conducted by
various subsidiaries and affiliates of Warner Bros. Entertainment Inc., known collectively as the Warner Bros.
Entertainment Group (“Warner Bros.”), and New Line Cinema Corporation (“New Line™).

Warner Bros. produces feature tilms both wholly on its own and under co-financing arrangements with others,
and also distributes its films and completed films produced by others. Warner Bros.” feature films are produced
under both the Warner Bros. Pictures and Castle Rock banners, and also by Warner Independent Piciures (“WIP™),
Warner Bros.” strategy focuses on offering a diverse slate of films with a mix of genres, talent and budgets that
includes several “event” movies per year. In response to the high cost of producing theatrical films, Warner Bros.
has entered into certain film co-financing arrangements with other companies, decreasing its financial risk while in
most cases retaining substantially all worldwide distribution rights. During 2006, Warner Bros. released a total of 28
original motion pictures for theatrical exhibition (including WP releases), including Happy Feet, The Departed and
Superman Returns. Of the total 2006 releases, four were wholly financed by Warner Bros. and 24 were financed
with or by others.

WIP produces or acquires smaller budget and alternative films for domestic and/or worldwide release. WIP
released eight films during 2006, including The Painted Veil and A Scanner Darkly. Warner Bros. distributes feature
films to more than 125 international territories. In 2006, Warner Bros. released intérnationally 20 English-language
motion pictures and 32 Jocal-language films that it either produced or acquired.

Theatrical films are also produced and distributed by New Line, a leading independent producer and distributor
of theatrical motion pictures. Included in its 11 films released during 2006 were Little Children; Texas Chainsaw
Massacre, The Beginning and Final Destination 3. During 2005, New Line and Home Box Office formed
Picturehouse, a jointly-owned theatrical distribution company, to producc and distribute independent films. This
venture released six films in 2006, including the critically acclaimed Pan’s Labyrinth and A Prairie Home
Companion. Like Warner Bros., New Line releases a diversified slate of films with an emphasis on building and
leveraging franchises. As part of its strategy for reducing financial risk and dealing with the rising cost of film
production, New Line typically pre-sells the international rights to its releases on a territory-by-territory basis, while
still retaining a share of each film’s potential profitability in those foreign territories. New Line also has entered into
a co-financing transaction arranged by The Royal Bank of Scotland which covers approximately two years of its
films, beginning in February, 2007.

Warner Home Video, a division of Warner Bros. Home Entertainment Inc. (“WHV"), distributes for home
video use DVDs containing filmed entertainment product produced or otherwise acquired by the Company’s
various content-producing subsidiaries and divisions, including Warner Bros. Pictures, Warner Bros. Television,
Castle Rock, New Line, Home Box Office and Turner Broadcasting System. In addition to the creation of DVDs
from new content generated by the Company, WHYV produces and distributes DVDs from the Company’s extensive
filmed entertainment library of thousands of feature films, television titles and animated titles. WHV also distributes
other companies’ product, including DVDs for BBC, National Geographic and national sports leagues in the U.S.,
and has similar distribution relationships with producers outside the U.S. WHV distributes packaged media product
in the standard-definition DVD format and in the HD DVD and Blu-ray high-definition formats. Significant WHV
releases during 2006 include Superman Returns, Harry Potter and the Goblet of Fire and Wedding Crashers.

Warner Bros. is one of the world’s leading suppliers of television programming, distributing programming in
more than 200 foreign territories and in more than 45 languages. Warner Bros. both develops and produces new
television series, made-for-television movies, mini-series, reality-based entertainment shows and animation
programs and also licenses programming from the Warner Bros. library for exhibition on media all over the
world. Warner Bros.’ television programming is primarity produced by Warner Bros. Television, a division of
WB Studio Enterprises Inc. (“WBTV™), which produces primetime dramatic and comedy programming for the
major networks and for cable; Warner Horizon Television Inc. (“Warner Horizon™), which specializes in unscripted
programming for network television as well as scripted and unscripted programming for cable television; and
Telepiciures Productions Inc. (“Telepictures™), which specializes in reality-based and talk/variety series for the
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syndication and daytime markets. For the 2006-07 season, WBTYV is producing, among others, Gilmore Girls,
Smallville and Supernatural for The CW Network and ER, Two and a Half Men, Without a Trace, Cold Case,
Studio 60 on the Sunset Strip and The New Adventures of Old Christine for third-party networks. Warner Horizon
produces the primetime reality series The Bachelor. Telepictures produces first-run syndication staples such as
Extra and the talk shows The Ellen DeGeneres Show and Tyra. Warner Bros. Animation Inc. (“WBAI”) is
responsible for the creation, development and production of contemporary animated television programming,
original made-for-DVD releases, including the popular Scooby Doo and Tom and Jerry series. WBAI also oversees
the creative use of, and production of animated programming based on, classic animated characters from Warner
Bros., including Loonev Tunes, and from the Hanna-Barbera and DC Comics libraries.

For online audiences, Telepictures launched TMZ.com, a joint venture with AOL, in December 2005 to create
a new ad-supported celebrity and entertainment news destination on the Internet. TMZ.com has become the
number-one entertainment news site, according to comScore Media Metrix. Warner Bros. licenses television
content to AOL for In2TV.com, a pioneer broadband network launched in March 2006 that streams episodes from
classic television series such as Lois and Clark: The New Adventures of Superman and Welcome Back, Kotter in an
ad-supported environment on the Internet. The Warner Bros. Television Group (“WBTVG”) recently established a
digital production venture, named Studio 2.0, that works with creative talent and advertisers to create original live-
action and animated short-form programming for broadband and wireless devices. Warner Bros. Digital Distri-
bution is developing other new business opportunities for the digital delivery of movies and television programming
to consumers via online and wireless services, including licensing arrangements with Apple’s iTunes, Wal-Mart,
Amazon, Best Buy, Microsoft for Xbox 360, BitTorrent, Inc., AOL, Netflix and arvato mobile in Germany,

Warner Bros. Interactive Entertainment, a division of Warner Bros. Home Entertainment Inc., licenses and
produces interactive games for a variety of platforms based on Warner Bros.’ and DC Comics’ properties, as well as
original game propertics, Warner Bros. Consumer Products Inc, licenses rights in both domestic and international
markets to the names, likenesses, images, logos and other representations of characters and copyrighted material
from the films and television series produced or distributed by Warner Bros., including the superhero characters of
DC Comics, Hanna-Barbera characters, classic films and Looney Tunes. Warner Bros. and CBS each have a 50%
interest in The CW Network, a new broadcast network launched at the beginning of the Fall 2006 broadcast season.
Warner Bros. International Cinemas Inc. holds interests, either wholly owned or through joint ventures, in 84 multi-
screen cinema complexes with over 64 screens in Japan, Italy and the U.S,

DC Comics, wholly owned by the Company, publishes more than 50 regularly issued comics magazines and
graphic novels featuring such popular characters as Superman, Batman, Wonder Woman and The Sandman. DC
Comics also derives revenues from motion pictures, television, praduct licensing and books. The Company also
owns E.C. Publications, Inc., the publisher of MAD magazine.

Networks

The Company’s Networks business consists principally of domestic and international basic cable networks and
pay television programming services. The basic cable networks (collectively, the “Turner Networks”) owned by
Turner Broadcasting System, Inc. (*Turner”) constitute the Company’s basic cable networks. Pay television
programming consists of the multichannel HBO and Cinemax pay television programming services (collectively,
the “Home Box Office Services”) operated by Home Box Office, Inc. The programming of the Turner Networks and
the Home Box Office Services (collectively, the “Cable Networks”) is distributed via cable, satellite and other
distribution technologies.

Turner’s entertainment networks include two general entertainment networks, TBS, with approximately
91.5 million U.S. households as of December 31, 2006, as reported by Nielsen Media Research (“households™); and
TNT, with approximately 92.0 miilion households in the U.S. as of December 31, 2006; as well as Cartoon Network
(including Adult Swim, its overnight block of contemporary animation aimed at adults), with approximately
90.9 million households in the U.S. as of December 31, 2006; Turner Classic Movies, a commercial-free network
presenting classic films, which had approximately 76.1 million households in the U.S. as of December 31, 2006, and
Boomerang, an animation network featuring classic cartoons. Programming for these entertainment networks is
derived, in part, from the Company’s film, made-for-television and animation libraries to which Turner or other
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divisions of the Company own the copyrights, plus licensed programming, including sports, and original films and
series. Turner South, a Southeast regional entertainment network, was sold in May 2006.

For its sports programming, Turner has licensed programming rights from the National Basketball Association
to televise a certain number of regular season and playoff games on TNT through the 2007-08 season and has also
secured rights to televise certain NASCAR Nextel Cup races from 2007 throu gh 2014. TBS televises Atlanta Braves
baseball games, for which rights fee payments are made to Major League Baseball’s central fund for distribution to
all Major League Baseball clubs. Turner has also licensed programming rights from Major League Baseball to
televise a certain number of regular season and playoff games on TBS beginning with the 2007 playoffs and
continuing through the 2013 season. Through a wholly owned subsidiary, Turner owns the Atlanta Braves of Major
League Baseball, but has signed a non-binding letter of intent to sell the team to Liberty Media Corporation and has
submitted documents relating to the proposed transfer of the Atianta Braves franchise to Major League Baseball.
Any sale of a major league baseball team requires the prior approval of the league.

Turmer's CNN and Headline News networks, 24-hour per day cable television news services, reached
approximately 92.0 million households and 91.3 million households in the U.S., respectively, as of December 31,
2006. Together with CNN International (“CNNI”), CNN reached more than 200 couniries and territories as of
December 31, 2006. CNN operates 36 news bureaus, of which 10 are located in the U.S. and 26 are located around
the world.

During 2006, the Company acquired from Liberty Media the remaining 50% interest in Court TV that it did not
already own and, as a result, Court TV is now wholly owned by the Company and managed by Turner. Court TV,
with approximately 87.5 million households in the U.S. as of December 31, 2006, is an advertiser-supported basic
cable television service broadcasting live trial coverage by day and original programs such as Forensic Files and
Psychic Detectives and off-network series in the evening.

Entertainment and news networks are distributed via a network of 20 regional satellites to multiple distribution
platforms such as cable and IPTV systems, satellite platforms, mobile operators and broadcasters for delivery to
hotels and other viewers around the wortd. The entertainment networks distribute approximately 47 region-specific
versions and local-language feeds of Cartoon Network, Boomerang, Turner Classic Movies and TNT in over
167 countries around the world. In the U.K. and Ireland, Turner distributes Toonami, an all-action animation
network. In addition, Turner distributes Pogo (an entertainment network for children) in India and certain other
South Asian territories. CNN Headline News is distributed in the Asia Pacific region and Latin America; CNN en
Espaiiol is a separate Spanish language all-news network distributed primarily in Latin America; and CNNj is an
all-news network in Japan. In a number of regions, Turner has launched local-language versions of its channels
through joint ventures with local partners. These include CNN+, a Spanish language 24-hour news network
distributed in Spain and Andorra; CNN Turk, a Turkish language 24-hour news network available in Turkey and the
Netherlands; Cartoon Network Japan and Cartoon Network Korea (launched in November 2006), both local-lan-
guage 24-hour channels for kids; and BOING, an halian language 24-hour kids animation network. CNN is
distributed through CNN-I1BN, a co-branded, 24-hour, English-language general news and current affairs channel in
India. Turner also has inierests in services in China (CETV).

In addition to its cable networks, Turner manages various Internet sites. CNN has multiple sites, including
CNN.com and several localized editions that operate in Turner’s international markets. CNN also operates Pipeline,
a broadband news service available via subscription in 44 countries. CNN also operates CNNMoney.com in
collaboration with Time Inc.’s Money Magazine. Turner also operates the NASCAR website, NASCAR.com, and
the PGA’s and PGA Tour’s websites, PGA.com and PGATour.com, respectively. Turner operates CartoonNet-
work.com, a popular advertiser-supported site in the U.S., as well as 36 international sites affitiated with the
regional children’s services feeds. Turner has introduced GameTap, a direct-to-consumer broadband subscription-
based gaming service offering access to over 700 classic and contemporary video games. In 2006, Turner launched
VeryFunnyAds.com featuring comic TV commercials from around the world, and also ACC Select, a breadband
subscription service providing Atlantic Coast Conference basketball games and other college sports.

HBO, operated by Home Box Office, Inc., is the nation’s most widely distributed pay television service,
Including HBO's sister service, Cinemax, the Home Box Office Services had approximately 40.5 million sub-
scriptions as of December 31, 7006. Both HBO and Cinemax are made available on a number of multiplex channels
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and in high definition. Home Box Office also offers subscription video-on-demand products which enable digital
cable subscribers who subscribe to the Home Box Office Services to view programs at a time of their choice.

A major portion of the programming on HBO and Cinemax consists of recently released, uncut and uncensored
theatrical motion pictures. Home Box Office’s practice has been to negotiate licensing agreements of varying
duration with major motion picture studios and independent producers and distributors in order to ensure continued
access to such films. HBO is also defined by its award-winning original dramatic and comedy series, movies and
mini-series such us The Sopranos, Entourage, Rome, Curb Your Enthusiasm and Elizabeth I, and boxing matches
and sports news programs, as well as comedy specials, family programming and documentaries. In 2006, among
other awards, HBO won 26 Primetime Emmys® — the most of any network — as well as seven Sports Emmys®.

HBO Video markets a variety of HB()s original programming on DVD, HBO licenses its original series, such
as The Sopranos and Sex and the City, to basic cable channels and has licensed Sex and the City in syndication. The
Home Box Office-produced show Everybody Loves Raymond, which aired for nine seasons on broadcast elevision,
is currently in syndication as well. Home Box Office has entered into agreements with Cingular Wireless and
Vodafone for the distribution of HBO content on their respective domestic and international mobile services. In
addition, through various joint ventures, HBO-branded services are distributed in more than 50 countries in Latin
America, Asia and Central Europe.

At the beginning of the Fall 2006 broadcast season, Warner Bros. and CBS launched a new fifth broadcast
network, The CW Network. The new broadcast network is a 50-50 joint venture between Warner Bros. and CBS.
The WB Network, 77.75% owned by a Warner Bros. subsidiary which operated for the past 11 years, ceased
operations in conjunction with the launch ot the new network and The WB Network’s partnership with Tribune
Broadcasting was dissolved. The CW’s scheduling model includes, among other things, a six night-13 hour
primetime lineup with programming such as America’s Next Top Model, Gilmore Girls, Everybody Hates Chris,
Smallville and 7th Heaven, as well as a five-hour animated programming bleck of children’s programming on
Samrday mornings. The CW is carried nattonally by affiliated television stations covering approximately 94% of
U.S. television households. Among the affiliates of The CW are 14 stations owned by Tribune and 1.1 CBS-owned
stations.

Publishing

The Company’s magazine publishing business is conducted primarily by Time Inc., a wholly owned subsidiary
of the Company, either directly or through its subsidiaries. As of December 31, 2006, Time Inc. published over
145 magazines worldwide, with over 40 in the U.S. and over 100 in other countries. These magazines generally
appeal to the broad consumer market and include People, Sports llustrated, In Style, Southern Living, Real Simple,
Entertainment Weekly, Time, Cooking Light, Fortune and What's On TV. In addition, Time Inc. websites. such as
CNNMoney.com, SI.com and People.com, reached approximately 18 million unique users on average each month
in the second half of 2006, according to comScore Media Metrix. In the first quarter of 2007, Time Inc. sold its
Time4 Media and Parenting magazine groups, consisting of 18 of Time Inc's smaller niche magazines, to a
subsidiary of Bonnier AB, a Swedish media company.

Time Inc, expands its magazine businesses generally through the development of product extensions, new
magazines and licensed international editions. Product extensions are generally managed by the individual
magazines and involve, among other things, new magazines launches, specialized editions aimed at particular
audiences, and the development of new editorial content for different media, such as the Internet, books and
television. Many of Time Inc.’s magazine brands have developed websites to publish content new to Internet
andiences as well as content {rom the magazines.

IPC Media, the U.K.’s leading consumer magazine publisher, publishes over 80 magazines as well as
numerous special issues and guides in the UK. and Auwstralia. These publications are largely focused in the
television listings, women’s lifestyle, celebrity, home and garden, leisure, music and men’s lifestyle sectors. IPC's
magazines include What's On TVand TV Times in the television listings sector, Chat, Woman and Woman's Own in
the women’s lifestyle sector, Now in the celebrity sector, Woman & Home and Ideal Home in the home and garden
sector, Country Life and Horse & Hound in the leisure sector, NME in the music sector and Nuts and Loaded in the
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men’s lifestyle sector. In addition, IPC publishes four magazines through three unconsolidated joint ventures with
Groupe Marie Claire.

Southern Progress Corporation publishes seven monthly magazines, including the regional lifestyle magazines
Southern Living and Sunser, the epicurean magazine Cooking Light and the women’s fitness magazine Health.
This Old House publishes This Old House magazine and produces two television series, This Old House and Ask
This Old House. Essence Communications Inc. publishes Essence magazine and produces the annual Essence
Music Festival. Grupo Editorial Expansién (“GEE”) publishes 14 consumer and business magazines in Mexico
including Expansion, a business magazine; Quién, a celebrity and personality magazine; Obras, an architecture,
construction and engineering magazine; Life and Style, a men’s lifestyle magazine; and Balance, a fitness, health
and nutrition magazine for women. In addition, GEE publishes two magazines through an unconsolidated joint
venture with Hachette Filipacchi Presse S.A. In addition, Time Inc. licenses over 20 editions of its magazines for
publication outside the U.S. to publishers in over 10 countries. Time Inc. also has responsibility under a
management contract for the American Express Publishing Corporation’s publishing operations, including its
lifestyle magazines Travel & Leisure, Food & Wine and Departures.

Advertising carried in Time Inc.’s U.S. magazines is predominantly consumer advertising, including toiletries
and cosmetics, food, domestic and foreign automobiles, pharmaceuticals, retail and department stores, media and
movies, direct response, financial services, apparel and computers and technology. In 2006, Time Inc. magazines
accounted for 22.6% (compared to 23.4% in 2003) of the total U.S. advertising revenue in consumer magazines,
excluding Life and other newspaper supplements, as measured by the Publishers Information Bureau (PIB). People,
Time and Sports IHlustrated were ranked 1, 3 and 4, respectively, by PIB revenue in 2006, and Time Inc. had 7 of the
25 leading magazines in terms of advertising dollars.

Through the sale of magazines to consumers, circulation generates significant revenues for Time Inc. In
addition, circulation is an important component in determining Time Inc.'s print advertising revenues because
advertising page rates are based on circulation and readership. Most of Time Inc.'s U.S. magazines are sold
primarily by subscription and delivered to subscribers through the mail. Subscriptions are sold primarily through
direct mail and online solicitation, subscription sales agents, marketing agreements with other companies and insert
cards in Time Inc. magazines and other publications. Most of Time Inc.’s international magazines are sold primarily
at newsstand. Time Inc. owns 100% of Synapse Group, Inc. (“*Synapse”), a leading seller of magazine subscriptions
to Time Inc. magazines and magazines of other publishers in the U.S., having acquired in April 2006 the remaining
8% of Synapse that it did not already own. Synapse sells magazine subscriptions principally through marketing
relationships with credit card issuers, consumer catalog companies, commercial airlines with frequent flier
programs, retailers and Internet businesses. Newsstand sales of magazines, which are reported as a component
of Subscription revenues, are sold through traditional newsstands as well as other retail outlets such as Wal-Mart,
supermarkets and convenience and drug stores, and may or may not resull in repeat purchases.

Through subsidiaries, Time Inc. conducts direct-marketing and direct-selling businesses as well as certain
limited book publishing. In addition to selling magazine subscriptions, Synapse is a direct marketer of consumer
products, including jewelry and other merchandise. Southern Living At Home, the direct selling diviston of
Southern Progress Corporation, specializes in home décor products that are sold in the U.S. through more than’
35,000 independent consultants at parties hosted in people’s homes. During 2006, the Company completed the sale
of the trade book publishing operations conducted by the Time Warner Book Group Inc. to Hachette Livre SA for
$524 million.

Available Information and Website ) ;

The Company’s annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K
and any amendments to such reports filed with or furnished to the Securities and Exchange Commission {*SEC")
pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934 are available free of charge on the
Company’s website al www.timewarner.com as soon as reasonably practicable after such reports are electronically
filed with the SEC.
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Caution Concerning Forward-Looking Statements and Risk Factors

This 2006 Annual Report to Stockholders includes certain “forward-looking statements” within the meaning
of the Private Securities Litigation Reform Act of 1995. These statements are based on management’s current
expectations and are subject 10 uncertainty and changes in circumstances. Actual results may vary materiatly from
the expectations contained herein due torchanges in economic, business, competitive, technological, strategic
and/or regulatory factors. For more detailed information about these factors, and risk factors with respect to the
Company’s operations, see “Risk Factors” below and “Caution Concerning Forward-Looking Statements” in
“Management’s Discussion and Analysis of Results of Operations and Financial Condition” in the financial pages
of this Annual Report, as well as filings by Time Warner with the Securities and Exchange Commission. Time
Warner is under no obligation to (and expressly disclaims any obligation to) update or alter its forward-looking
statements, whether as a result of new information, subsequent events or otherwise,
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RISK FACTORS
RISKS RELATING TO'THVIE WARNER GENERALLY

Pending securities litigation or the failure to fulfill the obligations under the Consent Order with the Securities
and Exchange Commission could adversely affect Time Warner’s operations. In connection with the Company’s
settlement with the SEC, the Company consented to the entry of a Consent Order requiring it to comply with federal
securities laws and regulations and the terms of an earlier order. If the Company is found to be in violation of the
Consent Order, it may be subject to increased penalties and consequences as a result of the prior actions. During 2002
and 2003, many putative class action and shareholder derivative lawsuits alleging violations of federal and state
securities laws and ERISA, as well as purported breaches of fiduciary duties, were filed against Time Warner, certain
of its current and former executives, past and present members of its Board of Directors and, in certain instances, AOL.
In addition, several actions alleging various securities law violations were filed by individual sharehotders in state and
federal court. During 2005 and 2006, the Company reached agreements to settle the primary consolidated securities
class action lawsuits, the shareholder derivative lawsuits and the consolidated action alleging ERISA violations, as
well as many of the lawsuits brought by individual shareholders. However, some members of the class elected to “opt
out” of the settlement of the primary securities class action to pursue their claims separately. In addition, some of the
individual shareholder actions remain pending in federal and state courts. In 2005, the Company established a reserve
aggregating $3 billion, with $2.4 billion for the settlement of the primary consolidated securities class actions and
$600 million in connection with the remaining sharcholder derivative, ERISA and securities matters (including suits
brought by individual shareholders who decided to “opt out” of the settlement in the primary securities class action).
The $3 billion reserve had been substantially utilized to settle certain of these claims, and in the fourth quarter of 2006
the Company established an additional reserve of $600 miilion related to its remaining securities litigation matters.
During February 2007 the Company reached agreements in principle to pay approximately $405 million to settle
centain of the remaining “opt out” claims. Plaintiffs have claimed approximately $3 billion in aggregated damages
with interest in the remaining cases. The Company has engaged in, and may in the future engage in, mediation in an
attempt to resolve the remaining cases, but if they cannot be resolved by adjudication on summary judgment or by
settiement, trials will ensue in these matters. Although the Company intends to defend against these lawsuits
vigorously, the ultimate amount that may be paid to resolve all unsettled litigation in these matters could be materially
greater than the remaining reserve of approximately $215 million. The Company also is incurring expenses as a result
of the pending “opt out” cases and individual securities actions, and costs associated with judgments in or additional
settlements of these matters could adversely affect its financial condition and results of operations. See Note 17,
“Commitments and Contingencies — Contingencies — Securities Matters,” in the notes to consolidated financial
statements included in this Annuat Report.

Several of the Company’s businesses are characterized by rapid technological change, and if Time Warner
does not respond appropriately to technological changes, its competitive position may be harmed. Time
Warner’s businesses operate in the highly competitive, consumer-driven and rapidly changing media, entertain-
ment, interactive services and cable industries. Several of its businesses are dependent to a large extent on their
ability to acquire, develop, adopt, and exploit new and existing technologies to distinguish their products and
services from those of their competitors. Technological development, application and exploitation can take long
periods of time and require significant capital investments. In addition, the Company may be required to anticipate
far in advance which of the potential new technologies and equipment it should adopt for new products and services
or for future enhancements of or upgrades to its existing products and services. If it chooses technologies or
equipment that do not become the prevailing standard or that are less effective, cost-efficient or attractive to its
customers than those chosen by its competitors, or if it offers products or services that fail to appeal o consumers,
are not available at competitive prices or do not function as expected, the Company’s competitive position could
deteriorate, and its operations, business or financial results could be adversely affected. '

The Company’s competitive position also may be adversely affected by various timing factors, such as delays
in its new product or service offerings or the ability of its competitors to acquire or develop and introduce new
technologies, products and services more quickly than the Company. Furthermore, advances in technology or
changes in competitors’ product and service offerings may require the Company in the future to make additional
research and development expenditures or to offer at no additional charge or at a lower price certain products and
services the Company currently offers to customers separately or at a premium. Also, if the costs of existing
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technologies decrease in the future, the Company may not be able to maintain current price levels for its products or
services. In addition, the inability to obtain intellectual property rights from third parties at a reasonable price or at
all could impair the ability of the Company to respond to technological advances in a timely or cost-effective
manner.

The combination of increased competition, more technologically-advanced platforms, products and services,
the increasing number of choices available to consumers and the overall rate of change in the media, entertainment,
interactive services and cable industries requires companies such as Time Warner 1o become more responsive o
consumer needs and to adapt more quickly to market conditions than had been necessary in the past. The Company
could have difficulty managing these changes while at the same time maintaining its rates of growth and
profitability.

Piracy of the Company’s feature films, television programming and other content may decrease the revenues
received from the exploitation of the Company’s entertainment content and adversely affect its business and
profitability. Piracy of motion pictures, television programming, video content and DVDs poses significamt
challenges to several of the Company’s businesses. Technological advances allowing the unauthorized dissemination
of motion pictures, television programming and other content in unprotected digital formats, including via the
Internet, increase the threat of piracy. Such technological advances make it easier to create, transmit and distribute
high quality unauthorized copies of such content. The proliferation of unauthorized copies and piracy of the
Company’s products or the products it licenses from third parties can have an adverse effect on its businesses and
profitability because these products reduce the revenue that Time Warner potentially could receive from the legitimate
sale and distribution of its content. In addition, if piracy continues to increase, it could have an adverse effect on the
Company’s business and profitability. Although piracy adversely affects the Company’s U.S. revenues, the inipact on
revenues from outside the United States is more significant, particularly in countries where laws protective of
intellectual property rights are not strictly enforced. Time Warner has taken, and will continue to take, a variety of
actions to combat piracy, both individually and together with cross-industry groups, trade associations and strategic
partners, including the launch of new services for consumers at competitive price points, aggressive online and
customs enforcement, compressed release windows and educational campaigns. Policing the unauthorized use of the
Company’s intellectual property is difficult, however, and the steps taken by the Company will not prevent the
infringement by andfor piracy of unauthorized third parties in every case. There can be no assurance that the
Company's efforts to enforce its rights and protect its intellectual property will be successful in reducing content
piracy.

The Company has been, and may be in the future, subject to intellectual property infringement claims, which
could have an adverse impact on the Company’s business or operating results due to a disruption in its business
operations, the incurrence of significant costs and other factors. From time 1o time, the Company receives notices
from others claiming that it infringes their inteilectual property rights, and the number of these claims could increase in
the future. Claims of intellectual property infringement could require Time Warner to enter into royalty or licensing
agreements on unfavorable terms, incur substantial monetary liability or be enjoined preliminarily or permanently
from further use of the intellectual property in question, which could require Time Warner to change its business
practices and limit its ability to compete effectively. Even if Time Warner believes that the claims are without merit,
the claims can be time-consuming and costly to defend and divert management’s attention and resources away from its
businesses. In addition, agreements entered into by the Company may require it to indemnify the other party for certain
third-party intellectual property infringement claims, which could require the Company to expend sums to defend
against or settle such claims or, potentially, to pay damages. If Time Warner is required to take any of these actions, it
coukd have an adverse impact on the Company’s business or operating results.

Time Warner’s businesses may suffer if it cannot continue to license or enforce the intellectual property
rights on which its businesses depend. The Company relies on patent, copyright, trademark and trade secret laws
in the United States and similar laws in other countries, and licenses and other agreemenis with its employees,
customers, suppliers and other parties, to establish and maintain its intellectual property rights in technology and
products and services used in its various operations. However, the Company’s intellectual property rights could be
challenged or invalidated, or such intellectual property rights may not be sufficient to permit it to take advantage of
current industry trends or otherwise to provide competitive advantages, which couid result in costly redesign efforts,
discontinuance of certain product and service offerings or other competitive harm. Further, the laws of certain
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countries do not protect Time Warner’s proprietary rights, or such laws may not be strictly enforced. Therefore, in
certain jurisdictions the Company may be unable to protect its intellectual property adequately against unauthorized
copying or use, which could adversely affect its competitive position. Also, because of the rapid pace of
technelogical change in the industries in which the Company operates, much of the business of its various
segments relies on technologies developed or licensed by third parties, and Time Warner may not be able to obtain
or to continue to obtain licenses from these third parties on reasonable terms, if at all. It is also possible that, in
connection with a merger, sale or acquisition transaction, the Company may license its trademarks or service marks
and associated goodwill to third parties, or the business of various segments could be subject to certain restrictions
in connection with such trademarks or service marks and associated goodwill that were not in place prior to such a
transaction.

Time Warner’s international operations are subject to increased risks that could adversely affect its business
and operating results. Time Warner’s businesses operate and serve customers worldwide. There are certain risks
inherent in doing business internationally, including:

« import or export restrictions and changes in trade regulations;

« difficulties in developing, staffing and simultaneously managing a large number of foreign operations as a
result of distance and language and cultural differences;

« stringent local labor laws and regulations;
» longer payment cycles;

« political or social unrest;

*» economic inslability';

« seasonal volatility in business activity;

» risks related to government regulation;

« currency exchange rate fluctuations; and
= potentially adverse tax consequences.

One or more of these factors could harm the Company’s future international operations and consequently, could
harm its business and operating resuls.

Weakening economic conditions or other factors could reduce the Company’s advertising or other revenues
or hinder its ability to increase such revenues. Expenditures by advertisers tend to be cyclical, reflecting general
economic conditions, as well as budgeting and buying patterns. Because several of the Company’s segments derive
a substantial portion of their revenues from the sale of advertising, a decline or delay in advertising expenditures
could reduce the Company’s revenues or hinder its ability to increase these revenues. Disasters, acts of terrorism,
political uncertainty or hostilities also could lead to a reduction in advertising expenditures as a result of
uninterrupted news coverage and economic uncertainty. Advertising expenditures by companies in-certain sectors
of the economy, including the automotive, financial and pharmaceutical industries, represent a significant portion of
the Company’s advertising revenues. Any political, economic, social or technological change resulting in &
significant reduction in the advertising spending of these sectors could adversely affect the Company’s advertising
revenues or its ability to increase such revenues. In addition, because many of the products and services offered by
the Company are largely discretionary items, weakening economic conditions or outlook could reduce the
consumption of such products and services and reduce the Company's revenues.

The introduction and increased popularity of alternative technologies for the distribution of news, enter-
tainment and other information and the resulting shift in consumer habits and/or advertising expenditures from
traditional to enline media could adversely affect the revenues of the Company’s Publishing, Networks and
Filmed Entertainment segments. The Company’s Publishing and Networks segments derive a substantial portion
of their revenue from advertising in magazines and on television. Distribution of news, entertainment and other
information via the Internet has become increasingly popular over the past several years, and viewing news,
entertainment and other content on a personal computer, cellutar phone or other electronic or portable electronic
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device has become increasingly popular as well. Accordingly, advertising dollars have started 10 shift from
traditional media to online media. The shift in major advertisers’ expenditures from traditional to online media has
had an adverse effect on the revenue growth of the Publishing and Networks segments, which may continue in the
future. In addition, if consurners increasingly elect to obtain news and entertainment online instead of by purchasing
the Publishing segment’s magazines, this trend could negatively impact the segment’s circulation revenue and also
adversely affect its advertising revenue. The Publishing and Networks segments have taken various steps to
diversify the means by which they distribute content and generate advertising revenue, including relaunching
certain websites and expanding their existing online content. However, the segments’ sirategies for achieving
sustained revenue growth may not be sufficient to offset revenue losses resulting from a continued shift in
advertising dollars over the long term from traditional to online media. In addition, this trend also could have an
indirect negative impact on the licensing revenue generated by the Filmed Entertainment segment and the revenue
generated by Home Box Office from the licensing of its original programming in syndication and to basic cable
channels.

The Company faces risks relating to competition for the leisure and entertainment time of audiences, which
has intensified in part due to advances in technology. In addition to the various competitive factors discussed in .
the following paragraphs, all of the Company’s businesses are subject to risks relating to increasing competition for
the leisure and entertainment time of consumers, The Company’s businesses compete with each other and all other
sources of news, information and entertainment, including broadcast television, movies, live events, radio
broadcasts, home video products, console games, print media and the Internet. Technological advancements, such
as video on demand, new video formats and Internet streaming and downloading, have increased the number of
media and entertainment choices available to consumers and intensified the challenges posed by audience
fragmentation. The increasing number of choices available to audiences could negatively impact not ¢nly consumer
demand for the Company’s products and services, but also advertisers’ willingness to purchase advertising from the
Company’s businesses. If the Company does not respond appropriately to further increases in the leisure and
entertainment choices available to consumers, the Company’s competitive position could deteriorate, and its
financial results could suffer.

Several of the Company’s businesses rely heavily on network and information systems or other technology,
and a disruption or failure of such netwarks, systems or technology as a result of computer viruses, misap-
propriation of data or other malfeasance, as well as outages, natural disasters, accidental releases of information
or similar events, may disrupt the Company’s businesses. Because network and information systems and other
technologies are critical to many of Time Warner’s operating activities, network or information system shutdowns

“caused by events such as computer hacking, dissemination of computer viruses, worms and other destructive or
disruptive software, denial of service attacks and other malicious activity, as well as power outages, natural
disasters, terrorist attacks and similar events, pose increasing risks. Such an event could have an adverse impact on
the Company and its customers, including degradation of service, service disruption, excessive call volume to call
centers and damage to equipment and data. Such an event also could result in large expenditures necessary to repair
ot replace such networks or information systems or to protect them from similar events in the future. Significant
incidents could result in a disruption of the Company’s operations, customer dissatisfaction, or a loss of customers
Or revenues.

Furthermore, the operating activities of Time Warner’s various businesses could be subject to risks caused by
misappropriation, misuse, leakage, falsification and accidental release or loss of information maintained in the
Company’s information technology systems and networks, including customer, personne! and vendor data. The
Company could be exposed 1o significant costs if such risks were to materialize, and such events could damage the
reputation and credibility of Time Warner and its businesses and have a negative impact on its revenues. The
Company also could be required to expend significant capital and other resources to remedy iny such security
breach. As a result of the increasing awareness concerning the importance of safeguarding personal information, the
potential misuse of such information and legislation that has been adopted or is being considered regarding the
protection, privacy and security of personal information, information-related risks are increasing, particularly for
businesses like Time Warner’s that handle a large amount of personal customer data.
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RISKS RELATING TO TIME WARNER’S AOL BUSINESS

If AOL’s business strategy does not succeed in sustaining current levels of activity generated on AOL’s
interactive properties by current AOL subscribers and increasing the number of other Internet users and the level
of activity they generate on AOL’s interactive properties, AOL’s business, results of operations and financial
condition may be adversely impacted. In the third quarter of 2006, AOL began implementing a new phase of its
business strategy to shift from a primarily subscription-based business model to a primarily advertising-supported
business model. In 2006, subscription revenues represented approximately 74% of AOL's total revenues, and
advertising revenues represented approximately 24% of AOL's total revenues. The success of AOL's strategy
depends on AOL's ability to sustain current levels of activity generated on AOL's interactive properties, whether
accessed via the AOL client software or directly through the Internet, by current AOL access subscribers and its
ability to increase the number of other Internet users and the level of activity they generate on AOL’s interactive
propertics.

As part of its business strategy, AOL is offering a “free” Internet service that was previously only available on
a subscription basis; this “free” offer has contributed to declines in the number of access subscribers and related
subscription revenues, and such declines are expected to continue. Before the implementation of the new phase of
its business strategy, AOL maintained greater distinctions between its subscription service (the AOL service) and its
free interactive properties. A significant component of the new phase of its business strategy includes AOL
providing content, features and tools, previously available only to access subscribers, to all Internet consumers at ne
charge, including the AOL client software, “AOL.com” e-mail addresses and certain safety and security tools.
Certain components of the AOL service continue to be available only to subscribers, such as dial-up Internet access
and live customer service. AOL is experiencing declines in the number of subscribers and related subscription
revenues, and expects that subscribers and related subscription revenues will decline further as consumers continue
to upgrade to broadband Internet access from dial-up Internet access. As subscription revenues decline, AOL will
become more dependent on advertising revenues and continued cost reductions in order to improve its financial
performance.

AOL currently depends on its access subscribers to generate a significant majority of its paid-search and
display advertising revenues, and in the future it must be able to maintain the level of engagement of these
subscribers and to attract new highly-engaged Internet users to its interactive properties to continue 1o increase its
advertising revenues. For its business strategy to be successful, AOL must continue to increase advertising
revenues. A significant majority of AOL's paid-search and display advertising revenues currently is generated from
activity by AOL access subscribers who use AOL e-mail and the AOL client software. By permitting the general
Internet population (including former subscribers) to use the AOL client software, “AOL.com” e-mail addresses and
certain other AOL interactive offerings at no charge, AOL aims to maintain the generally high level of engagement
~ of its current subscribers (regardless of whether they continue to pay AOL for Internet access) and to attract new
highly-engaged Internet consumers to the AOL properties. Even though AOL has registered a significant number of
new e-mail accounts and has migrated a significant number of paid subscribers to “free” accounts, these actions are
not necessarily an indicator of high levels of future activity by the Internet users (including former subscribers) on
the AOL Network, which activity is needed in order for AOL to continue to increase its advertising revenues.

Important components of AOL’s business strategy are maintaining the usage of the AOL client software by
current subscribers, increasing the usage of the AOL client software by the general Internet population, including
former subscribers, and increasing both traffic to AOL websites and consumption of other AOL interactive services.
To increase the ease with which the general Internet population can obtain the AOL client software and access both
AQL websites and other interactive services, AOL seeks to distribute its free and paid products and services (such as
the AOL client software, AOL.com, AOL content and/or other AOL interactive services) through a variety of
methods, including relationships with third-party high-speed Internet access providers, retailers, computer man-
ufacturers or other aggregators of Internet activity, and through search engine optimization, and search engine
marketing. Although AOL had relationships with certain high-speed Internet access providers and computer
manufacturers in place when it implemented the new phase of its business strategy, its ability to enter into new or
additional distribution agreements may be limited by existing exclusive arrangements that distributors have with
other Internet companies. Furthermore, distribution of interactive products and services is subject to significant
competition. Although agreements with high-speed Internet access providers, computer manufacturers and retailers
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are not required for Internet users either to obtain the AOL client software or to access other free AOL interactive
properties and services, if AOL is unable to enter into favorable arrangements with these parties, fewer [nternet
users may download the AOL client software and/or use other AOL interactive properties or services, which could
hinder the growth of AOL’s advertising revenues.

In order for AOL to continue to improve its financial performance, AOL must increase its advertising revenues,
as well as reduce its overall costs, in sufficient amounts and in a timely manner to coincide with or precede the
continuting loss of subscribers to the AOL service and related subscription revenues. Subscription revenues
declined substantially in 2006, and such declines are expected to continue. At the same time, advertising revenues
increased during 2006, bui not in an amount sufficient to offset the decline in subscription revenues. In 2007,
advertising revenues must be increased substantially and AOL’s costs must be decreased substantially in order for
AOL’s financial performance to improve. AOL made substantial cost reductions in 2006 related 10 marketing,
network service, customer service and product development, and it intends to continue to identify and implement
cost reductions. However, cost reductions may lead to employee distraction and morale problems, as well as
difficulty in hiring or retaining necessary employees. Reducing costs may also lead to reduced operational
capabilities, and if costs are reduced in a manner that is not consistent with operational requirements, AOL’s ability
to provide satisfactory customer service may be adversely affected. Following the substantial cost reductions made
prior to and during 2006, it may become increasingly difficult to identify and implement cost reductions in 2007
without adversely impacting AOL’s operational effectiveness. If advertising revenues do not increase and if cost
reductions are not made in sufficient amounts and on a timeline that coincides with or precedes the continuing loss
of subscribers and related decreases in subscription revenues, or if AQL is unable to make cost reductions in an
operationally effective manner, AOL’s operating results and financial condition could be adversely affected.

The new phase of AOL’s business strategy has made AOL more susceptible to the risks of operating an
advertising business. With the implementation of the new phase of its business strategy, AOL has become more
dependent on advertising revenues and thus more susceptible to the risks of operating an advertising-supported
business. Purchases of advertising tend to be cyclical and are susceptible to changing economic and market
conditions that are outside AOL’s control, as described above in the risk factor entitled *"Weakening economic
conditions or other factors could reduce the Company’s advertising or other revenues or hinder its ability to increase
such revenues.” The size of the Internet advertising business, including the sponsored-links search business, has
increased substantially during 2006. If the Internet advertising business does not continue to grow or shrinks in
2007, ADL's ability to generate increased advertising revenues may be adversely impacted. Furthermore, the
Internet advertising business is relatively new and has seen greater volatility than the general advertising market. It
is possible that Internet advertising could be disproportionately affected by any advertising or economic slowdown.
A significant amount of growth in AOL’s advertising revenues in 2006 was attributable to operational improvements
and improved targeting. AOL must continue to identify and implement such operational and targeting improve-
ments in order to support increased pricing and in order to continue to increase its advertising revenues. Also in
2006, almost a quarter of AOL’s growth in advertising revenues was attributable to the expansion of a relationship
with a single customer. In the future, AOL will need to continue to maintain or expand this relationship or identify
and enter into new or expanded relationships with other advertising customers in order to sustain or increase its
growth in advertising revenues. Continued growth in AOL’s advertising business also depends on ils ability to
continue offering a competitive and distinctive range of advertising products and services for marketers and its
ability to maintain or increase prices for its advertising products and services. If AOL cannot continue: to improve its
advertising products and services or if prices for its advertising products and services decrease, AOL’s advertising
revenues could be adversely affected.

AQL faces intense competition in its global web services business, its Internet access business and in the
distribution of its products and services, and must compete successfully in order to improve its financial
performance. AOQL’s global web services business competes for online users’ time and attention and advertising,
subscription and commerce revenues with a wide range of companies, including web-based portals and individual
websites providing content, commerce, search, communications, community and similar features, as well as iSPs
and traditional media companies such as Viacom Inc., CBS Corporation, News Corporation, The Walt Disney
Company, Tribune Company, The New York Times Company and NBC Universal. Major competitors include
Yahoo! Inc., Microsoft Corporation, Google, IAC/ InterActiveCorp and eBay Inc. In addition, new properties such
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as YouTube, MySpace and Facebook that are able to gain large numbers of visitors and generate significant amounts

of activity also compete with AOL.

Advertising.com, which generates almost a quarter of AOL’s advertising revenues, competes with other
aggregators of third-party inventory and other companies that offer competing advertising products, technology and
services, such as 24/7 Real Media, Inc. and ValueClick, Inc. Competition affects the prices paid by Advertising.com
for inventory and prices charged to advertisers for Advertising.com’s advertising products and services. In order for
Advertising.com to remain competitive, it is important that Advertising.com offer compelling advertising products
and technologies to the advertisers who are its customers.

As part of its strategy, AOL has sold its Internet access operations in France and the U.K. and has agreed to do
so in Germany, and, in conjunction with these sales, has maintained relationships with the purchasers (o continue to
provide its former subscribers with web services, including portals, e-mail and content. Accordingly, AOL Europe
is reliant on the purchasers’ abilities to maintain relationships with these subscribers in order to generate web
services activity and advertising revenues. In Europe, following the sales of its access operations businesses, AOL
Europe’s competitors are Google, Microsoft Corporation and Yahoo! Inc. in its main markets, in addition to Web.de
in Germany and Voila in France. Internationally, AOL expects to compete against local Internet and other web
services companies as well as current U.S. competitors who have an established portal presence in these locations.

Although AOL has implemented a new phase of its business strategy to shift to a primarily advertising-
supported business model, AOL continues to operate in the Internet access business, and competes for subscription
revenues with companies providing dial-up Internet service, including EarthLink, and discount ISPs such as
NetZero. AOL also competes with companies providing Internet access via broadband technologies, such as cable
companies and telephone companies, and companies offering emerging broadband access technologies, including
wireless, mobile wireless, fiber optic cable and power line.

AQL faces significant competition, primarily from the competitors identified above, in the distribution of its
products and services in a cost effective manner. For example, AOL competes with other providers of portals and
other Internet products and services to distribute and promote its products and services through high-speed Internet
access networks, at retail outlets, on new computers, as well as via other distribution channels. AOL also competes
to secure placement of its products and services on new compulers and mobile devices, including cellular
telephones and PDAs, to distribute and promote its products and services.

There can be no assurance that AOL will be able to compete successfully in the future with existing or potential
competitors or that competition will not have an adverse effect on its business or results of operations.

If the Company’s AOL business is unable to acquire, develop or offer compelling applications, features,
services, tools and content at reasonable costs, the size or value of its audience may not increase as anticipated,
which could adversely affect its subscription and advertising revenue. AOL believes that it must offer
compelling and differentiated applications, features, services, tools and content to attract and retain subscribers
and 1o attract Internet users to, and generate increased activity on, the AOL Network. Acquiring, developing and
offering such applications, features, services, tools and content may require significant costs and effort to develop,
while consumer tastes may be difficult to predict and are subject to rapid change. AQL also anticipates that
subscribers and Internet users may demand an escalating quality of offerings. If AOL is unable to provide offerings
that are compelting to subscribers and Internet users, the size and value of AOIL’s audience may be adversely
affected. With respect to search, a significant portion of AOL’s growth in advertising revenucs has been attributable
to its relationship with Google. AOL has agreed to use Google’s algorithmic search and sponsored links on an
exclusive basis through December 19, 2010. Although AOL retains the ability to differentiate its search product
from Google and other providers, competing search technologies may grow in popularity with consumers or
businesses, and the exclusivity in certain circumstances may limit AOL’s flexibility to change providers of these
products in the future. Furthermore, although AOL has access to certain content provided by the Company’s other
businesses, it also may be required to make substantial payments to third parties from whom it licenses such content,
and costs for such content may increase as a result of competition or for other reasons. Further, many of AOL’s
content arrangements with third parties are non-exclusive, so competitors may be able to offer similar or identical
content. AOL’s publication of user-created as well as third-party content may put AOL at incréased risk of
allegations of copyright infringement or other legal liability, and may cause AOL to incur significant monitoring or
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" legal costs. These risks also could limit AOL’s ability to provide competitive content, features and tools. If AQL is
unable to acquire or develop compelling content and do so at reasonable prices, or if other companies offer content
that is similar to or the same as that provided by AOL, the size and value of AOL’s audience may be adversely
affected. If the size and value of AOL’s audience do not increase significantly, AOL’s subscription and advertising
revenue could be adversely affected.

More individuals are using non-PC devices to access the Internet, and AOL must be able to secure
placement of its services, applications and features on such devices, must ensure that they are compatible with
the devices and must ensure that the AOL Network is accessible by users of non-PC devices. 'The number of
individuals who access the Internet through devices other than a personal computer, such as personal digital
assistants or mobile telephones, has increased significantly. AOL needs to secure arrangements with the device
manufacturers as well ag the access providers or wireless carriers, as the case may be, in order to ensure placement
of its services, applications and features on the non-PC devices. In addition, due to differences in memory,
functionality and resolution, AOL must ensure that its services, applications and features are technologically
compatible in order for them to be placed on such non-PC devices. Also, the websites, applications and services
included in the AOL Network must be designed so that they are technologically compatible with the non-PC devices
in order that users of these devices can access the AOL Network and engage in activity. If AOL is unable to place its
services, applications and features on non-PC devices, or if AOL is unable to attract and retain a substantial number
of alternative device users to use the AOL Network, it could have an adverse impact on AQL’s advertising,
subscription or other revenue. :

Changes in international, federal, state and local tax laws and regulations, or interpretations of interna-
tional, federal, state and local tax laws and regulations, could adversely affect AOL’s operating resuls.
International, federal, state and local tax laws and regulations affecting AOQL’s business, or interpretations or
application of these tax laws and regulations, could change. In addition, new international, federal, state and local
tax laws and regulations affecting AOL’s business could be enacted. In December 2004, the U.S. federal
government enacted the Internet Tax Nondiscrimination Act (or the [TNA), extending the moratorium on states
and other local authorities imposing access or discriminatory taxes on the Internet through November 2007, If the
ITNA is not extended or permanently enacted, state and local jurisdictions may seek to impose taxes on Internet
access, other paid services or electronic commerce within their jurisdictions. These taxes could adversely affect
AOL's operating results.

In addition, under a directive adopted by the European Union in July 2003, certain services are subject to a
Value Added Tax, or VAT, which is levied based on the couniry from which the service is provided rather than the
place of consumption. If the EU votes in the future to change its approach from the current “place of supply” to a
“place of consumption” approach, AOQL’s operating results couid be adversely affected. in Decernber 2006, the
French tax authorities assessed VAT against a subsidiary of AOL, largely under a “place of consumption” theory that
does not exist under current law. To the extent that a court adopts this new theory, AOL’s operating results could be
adversely affected. :

New or changing federal, state or international privacy legislation or regulation could hinder the growth of
AOL’s business. A variety of federal, state and international laws govern the collection and use of customer data
that AOL uses to operate its services and to help deliver advertisements to its customers. Not only are existing
privacy-related laws in these jurisdictions evolving and subject to potentially disparate interpretation by govern-
mental entities, new legislative proposals affecting privacy are now pending at both the federal and state level in the
U.S. Changes to the interpretation of existing law or the adoption of new privacy-related requirements could hinder
the growth of AOL’s business.

RISKS RELATING TO TIME WARNER’S CABLE BUSINESS

TWC faces certain challenges relating to the integration af the systems acquired in the Adelphia acquisition
and related transactions with Comcast into its existing systems. The successful integration of the Acquired
Systems” will depend primarily on TWC'’s ability to manage the combined operations and integrate into its
operations the Acquired Systems (including management information, marketing, purchasing, accounting and
finance, sales, billing, customer support and product distribution infrastructure, personnel, payroll and benefits,
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regulatory compliance and technology systems). The integration of these systems, including the upgrade of certain
portions of the Acquired Systems requires significant capital expenditures and may require TWC to use financial
resources it would otherwise devote to other business initiatives, including marketing, customer care, the devel-
opment of new products and services and the expansion of its existing cable systems. While TWC has planned for
certain capital expenditures for, among other things, improvements to plant and technical performance and
upgrading system capacity of the Acquired Systems, TWC may be required to spend more than anticipated for those
purposes. Furthermore, these integration efforts may require more attention from TWC’s management and impose
greater strains on its technical resources than anticipated. I TWC fails to successfully integrate the Acquired
Systems, it could have a material adverse effect on its business and financial results,

Additionally, to the extent TWC encounters significant difficulties in integrating systems or other operations,
its customer care efforts may be hampered. For instance, TWC may experience higher-than-normal call volumes
under such circumstances, which might interfere with its ability to take orders, assist customers not impacted by the
integration difficulties and conduct other ordinary course activities. In addition, depending on the scope of the
difficulties, TWC may be the subject of negative press reports or customer perception.

TWC has entered into transitional services arrangements with Comcast under which Comcast has agreed to
assist TWC by providing certain services in the applicable Acquired Systems as TWC integrates those systems into
its existing systems. Any failure by Comcast to perform under these agreements may cause the integration of the
applicable Acquired Systems to be delayed and may increase the amount of time and meney TWC needs to devote
to the integration of such systems.

TWC may not realize the anticipated benefits of the Adelphia acquisition and/or related transactions with
Comecast. The Adelphia acquisition and related transactions with Comcast have combined cable systems that were
previously owned and operated by three different companies. Time Warner expects that TWC will realize cost savings
and other financial and operating benefits as a result of the transactions. However, due to the complexity of and risks
relating to the integration of these systems, among other factors, Time Warmer cannot predict with certainty when these
cost savings and benefits will occur or the extent to which they actually will be achieved, if at all.

TWC faces risks inherent to its voice services. business. TWC may encounter unforeseen difficulties as it
introduces its voice services in new operating areas, including the systems acquired from Adelphia and Comcast,
and/or increases the scale of its voice service offerings in areas in which they have already been launched. First,
TWC faces heightened customer expectations for the reliability of voice scrvices as compared with its video and
high-speed data services, TWC has undertaken significant training of cuslomer service representatives and
technicians, and it will continue to need a highly trained workforce. To ensure reliable service, TWC may need
to increase its expenditures. including spending on technology, equipment and personnel. If the service is not
sufficiently reliable or TWC otherwise fails to meet customer expectations, its voice services business could be
adversely affected. Second, the competitive landscape for voice services is intense; TWC faces competition from
providers of Internet phone services, as well as incumbent local telephone companies. cellular telephone service
providers and others. See "— TWC faces a wide range of competition, which could aifect its future results of
operations.” Third, TWC’s voice services depend on interconnection and related services provided by certain third
parties. As a result, its ability to implement changes as the services grow may be limited. Finally, TWC expects
advances in communications technology, as well as changes in the marketplace and the regulatory and legislative
environment. Consequently, the Company is unable to predict the effect that ongoing or future developments in
these areas might have on TWC’s voice services business and operations.

~In addition, TWC's launch of voice services in the Acquired Systems may pose certain risks. TWC will be
unable to provide its voice services in some of the Acquired Systems without first upgrading the facilities.
Additionally, it may need to obtain certain services from third parties prior to deploying voice services in the
Acquired Systems. If TWC encounters difficulties or significant delays in launching voice services in the Acquired
Systems, its business and financial results may be adversely affected.

Increases in programming costs could adversely affect TWC'’s operations, business or Sfinancial resulis.
Programming has been, and is expected to continue to be, one of TWC’s largest operating expense items for the
foreseeable future. In recent years, TWC has experienced significant increases in the cost of programming,
particularly sports programming. TWC’s programming cost increases are expected 1o continue due 10 a variety of
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factors, including inflationary and negotiated annual increases, additional programming being provided tg sub-
scribers, and increased costs to purchase new programming.

Programming cost increases that TWC is unable to pass on fully to its subscribers have had, and will continue
to have. an adverse impact on cash flow and operating margins. In addition, such increases could have an adverse
impact on cash flow and operating margins from new video products and services. Current and fitture programming
providers that provide content that is desirable to TWC subscribers may enter into exclusive affiliation agreements
with TWC’s cable and non-cable competitors and may be unwilling to enter into affiliation agreements with TWC
on acceptable terms, if at all.

In addition, increased demands by owners of some broadcast stations for carriage of other services or payments
to those broadcasters for retransmission consent could further increase TWC’s programming costs. Federal law
allows commercial television broadcast stations to make an election between “must-carry” rights and an aliemative
“retransmission-consent” regime. When a station opts for the latter, cable operators are not allowed to carry the
station’s signal without the station’s permission. TWC currently has multi-year agreements with most, but not all, of
the retransmission-consent stations that it carries, In some cases, TWC carries stations under short-term arrange-
ments while it attempts to negotiate new long-term retransmission agreements. If negotiations with these
programmers prove unsuccessful, they could require TWC to cease carrying their signals, possibly for an indefinite
period. Any loss of stations could make TWC’s video service less attractive to subscribers, which could result in less
subscription and advertising revenue. In retransmission-consent negotiations, broadcasters often condition consent
with respect to one station on carriage of one or more other stations or programming services in which they or their
affiliates have an interest. Carriage of these other services may increase TWC's programming expenses and
diminish the amount of capacity it has available to introduce new services, which could have an adverse effect on its
business and financial results. :

TWC faces a wide range of competition, which could affect its future results of operations. TWC's
industry is and will continue to be highly competitive. Some of TWC’s principal competitors — in particular, direct
broadcast satellite operators and incumbent local telephone companies — either offer or are making significant
capital investments that will allow them to offer services that provide direcily comparable features and functions to
those TWC offers, and they are aggressively seeking to offer them: in bundles similar to TWC’s.

Incumbent local telephone companies have recenily increased their efforts to provide video services. The two
major incumbent local telephone companics — AT&T Inc. ("AT&T”) and Verizon Communications, Inc.
(**Verizon”) — have both announced that they intend to make fiber upgrades of their networks, although each
is using a different architecture. AT&T is expected to utilize one of a number of fiber architectures, including the
fiber-to-the-node (or FTTN) network, and Verizon utilizes a fiber architecture known as fiber-to-the-home (or
FTTH)}. Some upgraded portions of these networks are or will be capable of carrying two-way video services that
are technically comparable 10 TWC’s, high-speed data services that operate at speeds as high or higher than those
TWC makes available to customers in these areas and digital voice services that are sitilar to TWC's. Tn addition,
these companies continue to offer their traditional phone services as well as bundles that include wireless voice
services provided by affiliated companies. In areas where they have launched video services, these parties are
aggressively marketing video, voice and data bundles at entry level prices similar to those TWC uses to market its
bundles.

TWC's video business faces intense competition from direct broadcast satellite providers. These providers
compete with TWC based on aggressive promotional pricing and exclusive programming (e.g., “NFL Sunday
Ticket,” which is not available to cable operators). Direct broadcast satellite programming is comparable in many
respects to TWC’s analog and digital video services, inciuding its DVR service. In addition, the two largest direct
broadcast satellite providers offer some interactive programming features. These providers are working to increase
the number of HDTV channels they offer in order to differentiate their service from services offered by cable
operators.

In some areas, incumbeni local telephone companies and direct broadcast satellite operators have entered into
co-marketing arrangements that allow both parties to offer synthetic bundles (i.e., video services provided
principally by the direct broadcast satellite operator, and digital subscriber line (“DSL™) and traditional phone
service offered by the telephone companies). From a consumer standpoint, the synthetic bundles appear similar to
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TWC's bundles and result in a single bill. AT&T is offering a service in some areas that utilizes direct broadcast
satellite video but in an integrated package with AT&T’s DSL product, which enables an Internet-based return path
that allows the user to order a VOD-like product and other services that TWC provides using its two-way network.

TWC operates its cable systems under non-exclusive franchises granted by state or local authorities. The
existence of more than one cable system operating in the same territory is referred (o as an “overbuild.” In some of
TWC’s operating areas, other operators have overbuilt its systems and offer video, data and/or voice services in
competition with TWC, :

In addition to these competitors, TWC faces competition on individual services from a range of competitors.
For instance. its video service faces competition from providers of paid television services (such as satellite master
antenna services) and from video delivered over the Internet. TWC’s high-speed data service faces competition
from. among others, incumbent local telephone companies utilizing their newly-upgraded fiber networks and/or
DSL lines. Wi-Fi, Wi-Max and 3G wireless broadband services provided by mobile carriers such as Verizon
Wireless, broadband over power line providers, and from providers of traditional dial-up Internet access. TWC's
voice service faces competition for voice customers from incumbent local telephone companies, cellular telephone
service providers. Internet phone providers, such as Vonage, and others.

Any inability to compete effectively or an increase in competition with respect to video, voice or high-specd
data services could have an adverse effect on TWC's financial results and return on capital expenditures due to
possible increases in the cost of gaining and retaining subscribers and lower per subscriber revenue, could slow or
causc a decline in TWC's growth rates, reduce its revenues, reduce the number of its subscribers or reduce its ability
to increase penciration rates for services. As TWC expands and introduces new and enhanced products and services,
it may be subject to competition from other providers of those products and services, such as telecommunications
providers, Internet service providers and consumer electronics companies, among others. TWC cannot predict the
extent to which this competition will affect its future financial results or return on capital expenditures.

Future advances in technology, as well as changes in the marketplace and in the regulatory and legislative
environments, may result in changes to the competitive landscape.

The Internal Revenue Service and state and local tax authorities may challenge the tax characterizations of
the Adelphia Acquisition, the Redemptions or the Exchange, or related valuations, and any successful challenge
by the Internal Revenue Service or state or local tax authorities could materially adversely affect Time Warner’s
tax profile, significantly increase its future cash tax payments and significantly reduce its future earnings and
cash flow. The Adelphia Acquisition was designed to be a fully taxiuble asset sale, the TWC Redemption was
designed to qualify as a tax-free split-off under section 355 of the Internal Revenue Code of 1986, as amended (the
“Tax Code™), the TWE Redemption was designed as a redemption of Comcast’s partnership interest in TWE, and
the Exchange was designed as an exchange of designated cable systems. There can be no assurance, however. that
the Internal Revenue Service (the “IRS™) or state or local tax authorities (together with the IRS, the “Tax
Authorities”) will not chalicnge one or more of such characterizations or the related valuations. Such a successful
challenge by the Tax Authorities could materially adversely affect Time Warner’s tax profile (including its ability to
recognize the intended tax benefits from these transactions), significantly increase its future cash tax payments and
significantly reduce its future earnings and cash flow. The tax consequences of the Adelphia Acquisition, the
Redemptions and the Exchange are complex and, in many cases. subject to significant uncertainties, including. but
not limited to, uncertainties regarding the application of federal, state and local income tax laws to various
transactions and events contemplated therein and regarding matters relating to valuation.

TWC’s business is subject to extensive governmental regulation, which could adversely affect its business.
TWC’s video and voice services are subject to extensive regulation at the federal, state, and local levels. In addition,
the federal government has been exploring possible regulation of high-speed data services. Additional regulation,
including regulation relating to rates, equipment, programming, levels and types of services, taxes and other
charges. could have an adverse impact on TWC's services.

TWC expects that legislative enactments, court actions, and regulatory proceedings will continue to clarify and
in some cases change the rights of cable companies and other entities providing video, data and voice services under
the Communications Act of 1934, as amended (the “Communications Act”). and other laws, possibly in ways that it
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has not foreseen. The results of these legislative, judicial, and administrative actions may materially affect TWC's
business operations in arcas such as:

¢ Cable Franchising. At the federal level, various provisions have been introduced in connection with
broader Communications Act reform that would streamline the video franchising process to facilitate entry
by new competitors. To date. no such measures have been adopted by Congress. In December 2006, the FCC
adopted an order in which the agency concluded that the current franchise approval process constitutes an
unreasonable barrier to entry that impedes the development of cable competition and broadband deploy-
ment, As a result, the agency adopted new rules intended to limit the ability of county- and municipal-level
franchising authorities to delay or refuse the grant of competitive franchises. Among other things, the new
rules: establish deadlines for franchising authorities to act on applications; prohibit franchising authorities
from placing unreasonable build-out demands on applicants; specify that certain fees, costs, and other
compensation to franchising authorities will count towards the statutory five-percent cap on franchise fees;
prohibit franchising authorities from requiring applicants to undertake certain obligations concerning the
provision of public, educational, and governmental access programming and institutional networks; and
preempt local level-playing-field regulations, and similar provisions, to the extent they impose restrictions
on applicants that are greater than those set forth in the FCC’s new rules.

At the state level, several states, including California, New Jersey, North Carolina, South Carolina and
Texas, have enacted statutes intended to streamline entry by additional video competilors. Some of these
statutes provide more favorable treatment to new entrants than to existing providers. Similar bills are
pending or may be enacted in additional states. To the extent federal or state laws or regulations facilitate
additional competitive entry or create more favorable regulatory treatment for new entrants, TWC's
operations could be materially and adversely affected.

* A la carte Video Services. There has from time to time been federal legislative interest in requiring cable
operators 10 offer historically bundled programming services on an 2 la carte basis. Currently, no such
legistation is pending. In November 2004, the FCC released a study concluding that i la carte would raise
costs for consumers and reduce programming choices. In February 2006, the FCC’s Media Burcau issued a
revised report that concluded, contrary to the findings of the earlier study, that & la carte coukd be beneficial
in some instances. There are no pending proceedings related to & la carte at the FCC.

* Carriage Regulations. 1n 2005, the FCC reaffirmed its earlier decisions rejecting multicasting (i.e.,
carriage of more than one program stream per broadcaster) and dual carriage (i.c., carriage of both digital
and analog broadcast signals) requirements with respect to carriage of broadcast signals pursuant to must-
carry rules. Certain parties filed petitions for reconsideration. To date, no action has been taken on these
reconsideration petitions, and TWC is unable to predict what requirements, if any, the FCC miight adopt. In
addition, the FCC is expected to launch proceedings related to leased access and program carriage, With
respect to leased access, the FCC is expected to seek comment on how leased access is being used in the
marketplace, and whether any rule changes are nccessary to better effectuate statutory objectives. With
respect to program carriage, the FCC is expected (o examine its procedural rules, and assess whether
modifications are needed to achieve more timely decisions in response to program carriage complaints.
TWC is unable to predict whether these expected proceedings will lead to any changes in existing
regulations.

» Voice Communications. Traditional providers of voice services generally are subject to significant
regulations. [t is unclear to what extent those regulations (or other regulations) apply to providers of
nontraditional voice services, including TWC's voice services. In 2004, the FCC sought public comment
regarding how Voice-over Internct Protocol should be classified for purposes of the Communications Act,
and how it should be regulated. To date, however, the FCC has not issued an order comprehensively
resolving these issues. Instead, the FCC has addressed certain individual issues on a piecemeal basis. In
particular. the FCC declared in 2004 that certain nontraditional voice services are nol subject to state
certification or tariffing obligations. The full ¢xtent of this preemption is unclear and the validity of the
preemption order has been appealed to a federal appellate court where a decision is pending. In orders in
2005 and 2000, the FCC subjected nontraditional voice service providers to obligations to provide 911

24




emergency service. 1o accommodate law enforcement requests for information and wirctapping and to
contribute to the federal universal service fund. TWC was already operating in accordance with these
requirements at that time. To the extent that the FCC (or the United States Congress) imposes additional
burdens. TWC's operations could be adversely affected.

“Net neutrality” legislation or regulation could limit TWC's ability to operate its high-speed data business
profitably, to manage its broadband facilities efficiently and to make upgrades to those facilities sufficient to
respond to growing bandwidth usage by its high-speed data customers. Several disparate groups have adopted
the term “net neutrality” in connection with their efforts to persuade Congress and regulators to adopt rules that
could limit the ability of broadband providers to manage their networks efficiently and profitably. Although the
positions taken by these groups are not well defined and are sometimes inconsistent with one another, most would
directly or indirectly limit the ability of broadband providers to apply differential pricing or network management
policies to different uses of the Internet. Propenents of such regulation aiso seek to prohibit broadband providers
from recovering the costs of rising bandwidth usage from any parties other than retail customers. The uverage
bandwidth usage of TWC’s high-speed data customers has been increasing significantly in recent years as the
amount of high bandwidth content and the number of applications available on the Internet continues to grow. In
order 1o continue to provide quality service at attractive prices, TWC needs the continued flexibility to develop and
refine business models that respond to changing consumer uses and demands, to manage bandwidth usage
efficiently and to make upgrades to its broadband facilities. As a result, depending on the form it might take, *net
neutrality” legislation or regulation could impact TWC's ability 10 operate its high-speed data network profitably
and to undertake the upgrades that may be needed to continue to provide high quality high-speed data services.
TWC is unable to predict the likelihood that such regulatory proposals will be adopted.

The FCC’s set-top box rules could impose significant additional costs on TWC. Currently. many cable
subscribers rent set-top boxes from TWC that perform both signal-reception functions and conditional-access
security functions, as well as enable delivery of advanced services. In 1996, Congress enacted a statute seeking to
allow cable subscribers 10 use set-top boxes obtained from certain third parties. including third-party retailers. The
most important of the FCC’s implementing regulations requires cable operators to offer separate equipment that
provides only the security functions and not the signal-reception functions (so that cable subscribers can purchase
sel-top boxes or other navigational devices from third parties) and to cease placing into service new set-top boxes
that have integrated sccurity and signal-reception functions. The regulations requiring cable operators (o cease
distributing new set-top boxes with integrated security and signal-reception functions are currently scheduled to go
into effect on July 1. 2007. On August 16, 2006, the National Cable and Telccommunications Association filed with
the FCC a request that these rules be waived for all cable operators, including TWC, until a downloadable security
solution is available or December 31, 2009, whichever is earlier. No assurance can be given that the FCC will granit
this or any other waiver request.

TWC’s vendors have not yet manufactured, on a commercial scale. set-top boxes that can support all the
services that TWC offers while relying on separate securily devices. It is possible that TWC's vendors will be
unable to deliver the necessary set-top boxes in time for TWC to comply with the FCC regulations. [t is also possible
that the FCC will determine that the set-top boxes that TWC eventually obtains are not compliant with applicable
rules. In either case, the FCC may penalize TWC. In addition. design and manufacture of the new sct-top boxes will
come at a significant expense. which TWC's vendors will seek to pass on to TWC, but which TWC in turn may not
be able to pass on to its customers. thereby increasing its costs. The Company expects that TWC will incur
approximately $50 million in incremental set-top box costs during 2007 as a result of these regulations. The FCC
has indicated that direct broadcast satellite operators are not required to comply with the FCC's set-top box rules,
and one telephone company has asked for a waiver of the rules. If TWC has 1o comply with the rule prohibiting set-
top boxes with integrated security while its competitors are not required to comply with that rule, TWC may bcat a
competitive disadvaniage.
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RISKS RELATING TO BOTH THE TIME WARNER
NETWORKS AND FILMED ENTERTAINMENT BUSINESSES

The Networks and Filmed Entertainment segments must respond to recent and future changes in tech-
nology, services and standards to remain competitive and continue to increase their revenue.  Technology in the
video, telecommunications and data services used in the entertainment industry is changing rapidly, and advances in
technology, such as video-on-demand, new video formats and distribution via the [nteret, have led w alternative
methods of product delivery and storage. Certain changes in consumer behavior driven by these methods of delivery
and storage could have a negative effect on the revenue of the Networks and Filmed Entertainment segments. For
example, devices that allow users to view television programs or motion pictures from a remote location may causc
changes in consumer behavior that could negatively affect the subscription revenue of cable and DTH satellite
operators and therefore have a corresponding negative effect on the subscription revenue generated by the Networks
segment and the licensing revenue generated by the Networks and Filmed Entertainment segments. Devices that
enable users to view television programs or motion pictures on a time-delayed basis or allow them to fast-forward or
skip advertisements may cause changes in consumer behavior that could adversely affect the advertising revenue of
the advertising-supported networks in the Networks segment and have an indirect negative impact on the licensing
revenue generated by the Filmed Entertainment segment and the revenue generated by Home Box Office from the
licensing of its original programming in syndication and to basic cable channcls. In addition, further increased use
of portable digital devices that ailow users to view content of their own choice, at a time of their choice, while
avoiding traditional commercial advertisements, could adversely uffect such advertising und licensing revenue.

Technological developments also pose other challenges for the Networks and Filmed Entertainment segments
that could adversely impact their revenue and competitive position. For example, the Networks and Filmed
Entertainment segments may not have the right, and may not be able 1o secure the right. 1o distribute their licensed
content across new delivery platforms that are developed. In addition, technological developmenis could enable
third-party owners of programming (o bypass traditional content aggregators, such as the Tumer networks and
Home Box Office, and deal directly with cable and DTH satellite operators or other businesses that develop to offer
content to viewers. Such limitations on the ability of the segments to distribute their content could have an adverse
impact on their revenue. Cable system and DTH satellite operators are developing new technigues that enable them
to transmit more channels on their existing equipment to highly targeted audiences, reducing the cost of creating
channels and potentially furthering the development of more specialized niche audiences. A greater number of
options increases competition for viewers, and competitors targeting programming to narrowly defined audiences
may improve their competitive position compared to the Networks and Filmed Entertainment segments for
television advertising and for subscription and licensing revenue. In addition, traditional ratings measures are likely
to change with emerging technologies that can measure viewing audiences with improved sensitivily. These
changes could result in changes to measured audiences, especially in the local geographic regions measured by
Nielsen Media Research. Any decrease in measured audiences could adversely affect the advertising revenuc of the
advertising-supported networks in the Networks segment and have a negative impact on the licensing revenue
generated by the Filmed Entertainment segment and the revenue generated by Home Box Office from the licensing
of its original programming in syndication and to basic cable channels. The ability to anticipate and adapt to
changes in technology on a timely basis and exploit new sources of revenue from these changes will affect the
ability of the Networks and Filmed Entertainment segments to continue to grow and increase their revenue,

The Networks and Filmed Entertainment segments operate in Iighly competitive industries. The Com-
pany’s Networks and Filmed Entertainment businesses generate revenue through the production and distribution of
feature films, television programming and home video products, licensing fees, the sale of advertising and
subscriber fees paid by affiliates. Competition faced by the businesses within these segments is intense and comes
from many different sources. For example:

* The Networks and Filmed Entertainment segments compete with other television programming services for
marketing and distribution by cable and other distribution systems.

* The Networks and Filmed Entertainment segments compete for viewers’ attention and audience share with
other forms of programming provided to viewers, including broadcast networks, local over-the-air television
stations, pay and basic cable television services, motion pictures, home video, pay-per-view and
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video-on-demand services, Internet streaming and downloading and other online activities and other forms
of news, information and entertainment.

+ The Networks segment faces competition for programming with commercial television an:tworks, inde-
pendent stations, and pay and basic cable television services, some of which have exclusive contracts with
motion picture studios and independent motion picture distributors.

» The production divisions in the Networks and Filmed Entertainment segments compele with other producers
and distributors of television programming for air time on broadcast networks, independent commercial
television stations, and cable television and DTH satellite networks.

» The production divisions in the Networks and Filmed Entertainment segments compete with other pro-
duction companies for the services of producers, directors, writers, aclors and others and for the acquisition
of literary properties.

« The advertising-supported networks and Turner’s Internet sites in the Networks segment compete for
advertising with numerous direct competitors and other media.

« The Networks and Filmed Entertainment segments compete in their character merchandising and other
licensing activities with other licensors of character, brand and celebrity names.

+ The Networks and Filmed Entertainment segments compete for viewers™ attention with other forms of
entertainment and leisure time activities, including video games, the Internet and other computer-related
activities.

The ability of the Company’s Networks and Filmed Enlertainment segments to compeic successfully depends
on many factors, including their ability to provide high-quality and popular entertainment product and their ability
to achieve high distribution levels. There has been consolidation in the media industry, and the Company’s
Networks and Filmed Entertainment segments’ competitors include industry participants with interests in other
multiple media businesses that are often vertically integrated. Vertical integration of other television networks and
television and film production companies could adversely impact the Networks segment if it hinders the ability of
the Networks segment 1o obtain programming for its networks. In addition, if purchasers of programming
increasingly purchase their programming from production companies with which they are affiliated, such vertical
integration could have a negative effect on the Filmed Entertainment segment’s licensing revenue. Furthermore, as
described above, there is increased competition in the television industry cvidenced by the increasing number and
variety of broadcast networks and basic cable and pay television programming services now available. Although
this increase could result in greater licensing revenue for the Filmed Entertainment segment, it also could result in
higher licensing costs for the Networks segment. There can be no assurance that the Networks and Filmed
Entertainment segments will be able to compete successfully in the future against existing or potential competitors,
or that competition will not have an adverse effect on their businesses or results of operations.

The popularity of the Company’s television programs and films and other factors is difficult to predict and
could lead to fluctuations in_the revenue of the Networks and Filmed Entertainment segments. Television
program and film production and distribution are inberently risky businesses largely because the revenue derived
from the production and distribution of a television program or motion picture, as well as the licensing of rights to
the intellcctual property associated with a program or film, depends primarily on its acceptance by the public, which
is difficult to predict. The commercial success of a television program or feature film also depends on the quality
and acceptance of other competing programs and films released at or near the same time, the availability of alternate
forms of entertainment and leisure time activities, general economic conditions and other tangible and intangible
factors, many of which are difficult to predict. In the case of the Turner networks, audience sizes are also factors that
are weighed when determining their advertising rates. Poor ratings in targeted demographics can lead to a reduction
in pricing and advertising spending. Further, the theatrical success of a motion picture may affect revenue from
other distribution channels, such as home entertainment and pay television programming services, and sales of
ticensed consumer products. Therefore. low public acceptance of the television programs or feature films of the
Networks and Filmed Entertainment segments may adversely affect their respective results of operations.
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The Networks and Filmed Entertainment segments are subject to potential labor interruption, The
Networks and Filmed Entertainment segments and certain of their suppliers retain the services of writers. directors,
actors, trade employees and others involved in the production of motion pictures and television programs who are
covered by collective bargaining agreements. The segments’ collective bargaining agrecment with the Writer’s
Guild of America (East and West) cxpires on Qctober 31, 2007. Additionally, there are a number ol other
production-related bargaining groups whose contracts expire throughout 2007. If expiring collective bargaining
agreements are not renewed, it is possible that the affected unions and other groups could take action in the form of
strikes, work slowdowns or work stoppages. Such actions could cause delays in the production or the release dates
of the segments’ television programs or feature films as well as higher costs resulting either from such action or less
favorable terms of these agrecments on renewal.

Although piracy poses risks to several of Time Warner’s businesses, such risks are especially significant for
the Networks and Filmed Entertainment segments due to the prevalence of piracy of feature filins and television
programming. See “Risks Relating to Time Warner Generally — Piracy of the Company's fcature films,
television programming and other content may decrease the revenues received from the exploitation of the
Company’s entertainmeni content and adversely affect its business and profitability.”

RISKS RELATING TO TIME WARNER’S FILMED ENTERTAINMENT BUSINESS

DVD sales have been declining, which may adversely affect the Filmed Entertainment segment’s growth
prospects and results of operations.  Several factors, including increasing competition for consumer discretionary
spending, piracy, the maturation of the DVD format, increased competition for retailer shelf space and the
fragmentation of consumer leisure time, may be contributing to an industry-wide decline in DVD sales both
domestically and internationally. DVD sales also may be affected as consumers increasingly shift from consuming
physical entertainment products to digital forms of entertainment. The filmed entertainment industry faces a
challenge in managing the transition from physical to digital formats in a manner that continues 1o support the
current DVD business and its relationships with large retail costomers and yet meets the relatively small, but
growing, consumer demand fer delivery of tilmed entertainment in a variety of digital formats. The high definition
format war between the HD DVD and Blu-ray formats may slow consumer adoption of those technologies and may
likewise result in increased competition for retailer shelf space. There can be no assurance that home video
wholesale prices can be maintained at current levels, due to aggressive retail pricing, digital competition and other
factors. A continuing decline in DVD sales could have an adverse impact on the segment’s results of vperations and
growth prospects.

The Filmed Entertainment segment’s strategy includes the release of a limited number of “event” films each
vear, and the nnderperformance of one or more of these films could have an adverse effect on the Filmed
Entertainment segment’s results of operations and financial condition. The Filmed Entertainment segment
cxpects to theatrically release a limited number of featare films each year that are expected to be “event” or “1ent-
pole” films and that generally have higher production and marketing costs than the other films released during the
year. The underperformance of one of these films can have an adverse impact on the segment’s results of operations
in both the year of release and in the future. Historically, there has been a correlation between domestic box office
success and international box office success, as well as a correlation between box office success and success in the
subsequent distribution channels of home video and television. If the segment’s films fail to achieve box office
success, the results of operations and financial condition of the Filmed Entertainment segment could be adversely
affected. Further, there can be no assurance that these historical correlations will continue in the future.

The costs of producing and marketing feature films have increased and may increase in the future, which
may make it more difficult for a film to generate a profit.  'The production and marketing of feature films require
substantial capital. and the costs of producing and marketing feature films have generally increased in recent years.
These costs may continue Lo increase in the future, which may make it more difficult for the segment’s films to
generate a profit. As production and marketing costs increase, it creates a greater need 10 generate revenuc
internationally or from other media, such as home video, television and new media.

Changes in estimates of future revenues from feature films could result in the write-off or the acceleration
of the amortization of film production costs. The Filmed Entertuinment scgment is required to amortize
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capitalized film production costs over the expected revenue streams as it recognizes revenue from the associated
films. The amount of film production costs that will be amortized each quarter depends on how much future revenue
the segment expects to receive from each film. Unamortized film production costs are evaluated for impairment
each reporting period on a film-by-film basis. If estimated remaining revenue is not sufficient to recover the
unamortized film production costs plus expected but unincurred marketing costs, the unamortized film production
costs will be written down to fair value. In any given quarter. if the segment jowers its forecast with respect to total
anticipated revenue from any individual feature film, it would be required to accelerate amortization of related film
costs. Such a write-down or accelerated amortization could adversely impact the operating results of the Filmed
Entertainment segment. )

A decrease in demand for television product could adversely affect Warrier Bros.” revenues. Warner Bros.
is a leading supplier of television programming. If there is a decrease in the demand for Warner Bros.” television
product, it could lead to the launch of fewer new television series and a reduction in the number of original programs
ordered by the networks and the per-episode license fees generated by Warner Bros. in the near term. In addition.
such a decrease in demand could lead to a reduction in syndication revenues in the future. Various factors may
increase the risk of such a decrease in demand, including station group consolidation and vertical integration
between station groups and broadcast networks, as well as the vertical integration between television production
studios and broadcast networks, which can increase the networks’ reliance on their in-house or affiliated studios. In
addition, the move of viewers and advertisers away from network television to other entertainment and information
outlets could adversely affect the amount of original programming ordered by networks and the amount they are
willing to pay for such programming. Local television stations may face loss of viewership and an accompanying
loss of advertising revenue as viewers move to other entertainment outlets, which may negatively impact the
segment’s ability (o obtain the per-episode license fees in syndication that it has received in the past. Finally. the
increasing popularity of local television content in international markets also could result in decreased demand.
fewer available broadcast slots, and lower licensing and syndication revenue for U.S. television content.
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RISKS RELATING TO TIME WARNER’S NETWORKS BUSINESS

The loss of affiliation agreements could cause the revenue of the Networks segment to decline in any given
period, and further consolidation of multichannel video programming distributors could adversely affect the
segment. The Networks segment depends on affiliation agreements with cable system and DTH satellite
operators for the distribution of its networks, and there can be no assurance that these affiliation agreements will
be renewed in the future on terms that are acceptable to the Networks segment. The renewal of such agreements on
less favorable terms may adversely affect the segment’s results of operations. In addition, the loss of any one of
these arrangements representing a significant number of subscribers or the loss of carriage on the most widely
penetrated programming tiers could reduce the distribution of the segment’s programming, which may adversely
affect its adventising and subscription revenue. The loss of favorable packaging, positioning, pricing or other
marketing opportunities with any distributor of the segment’s networks also could reduce subscription revenue. In
addition, further consolidation among cable system and DTH satellite operators has provided greater negotiating
power to such distributors, and increased vertical integration of such distributors could adversely affect the
segment’s ability to maintain or obtain distribution and/or marketing for its networks on commercially reasonable
terms, or at all.

The inability of the Networks segment to license rights to popular progranuning or create popular original
programming could adversely affect the segment’s revenue.  The Networks segment obtains a significant portion
of its popular programming from third parties. For example, some of Turner’s most widely viewed programming.
including sports programming. is made available based on programming rights of varving durations that it has
negotiated with third parties. Home Box Office also enters into commitments to acquire rights to feature films and
other programming for its HBO and Cinemax pay television programming services from feature film producers and
other suppliers for varying durations. Competition for popular prograruming licensed from third parties is intense,
and the businesses in the segment may be outbid by their competitors for the rights to new popular programming or
in connection with the renewal of popular programming they currently license. In addition, renewal costs could
substantially exceed the existing contract costs. Alternatively, third parties from which the segment obtains
programming, such as professional sports teams or leagues, could create their own networks.

The operating results of the Networks segment aiso fluctuate with the popularity of its programiming with the
public. which is difficult to predict. Revenue from the segment’s businesses is therefore partially dependent on the
segment’s ability to develop strong brand awareness and to targel key areas of the television viewing audience,
including both newer demographics and preferences for particular genres, as well as its ability to continue to
anticipate and adapt to changes in consumer tastes and behavior on a timely basis. Moreover, the Networks segment
derives a portion of its revenue from the exploitation of the Company’s library of feature films. animated titles and
television titles. If the content of the Company’s programming libraries ceases to be of interest 10 audiences or is not
continuously replenished with popular original content, the revenue of the Networks segment could be adversely
affected.

Increases in the costs of programming licenses and other significant costs may adversely affect the gross
margins of the Networks segment. As described above, the Networks segment licenses a signilicant amount of its
programming. such as motion pictures, television series, and sports events, from movie studios. television
production companies and sports organizations. For example, the Turner networks license the rights to broadcast
significant sports events such as the NBA play-offs and a series of NASCAR races. In addition, Home Box Office
relies on film studios for a significant portion of its content. If the level of demand for quality content exceceds the
amount of quality content available, the networks may have to pay significantly higher licensing costs. which in turn
will exert greater pressure on the segment to offset such increased costs with higher advertising and/or subscription
revenue, There can be no assurance that the Networks segment will be able to renew existing or enter into additional
license agreements for its programming and, if so, if it will be able to do so on terms that are similar 10 existing
terms. There also can be no assurance that it will be able o obtain the rights to distribute the content it }censes over
new distribution platforms on acceptable terms. If it is unable to obtain such extensions. renewals or agreements on
acceptable terms, the gross margins of the Networks segment may be adversely affected.

The Networks segment also produces programming, and it incurs costs for new show concepts and all types of
creative talent, including actors, writers and producers. The segment incurs additional significant costs. such as
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newsgathering and marketing costs. Unless they are offset by increased revenue, increases in the costs of creative
talent or in production, newsgathering or marketing costs may lead to decreased profits at the Networks segments.

The continued decline in the growth rate of U.S. basic cable and DTH satellite households, together with
rising retail rates, distributors’ focus on selling alternative products and other factors, could adversely affect the
future revenue growth of the Networks segment.  The U.S. video services business generally is a mature business.
which may have a negative impact on the ability of the Networks segment to achieve incremental growth in its
advertising and subscription revenues. In addition. programming distributors may increase their resistance to
wholesale programming price increases, and programming distributors are increasingly focused on selling services
other than video, such as high-speed data access and voice services. Also, consumers’ basic cable rates have
continued to increase, which could cause consumers to cancel their cable or satellite service subscriptions. The
inability of the Networks segment to implement measures 1o maintain future revenue growth may adversely affect
its business.

Changes in U.S. or foreign communications laws or other regulations may have an adverse effect on the
business of the Networks segment. The multichannel video programming and distribution industries in the
United States, as well as broadcast networks, are regulated by U.S. federal laws and regulations issued and
administered by various federal agencies, including the FCC. The U.S. Congress and the FCC currently ure
considering, and may in the future adopt, new laws, regulations and policies regarding a wide variety of maters that
could, directly or indirectly, affect the operations of the Networks segment. For example, the FCC has becn
examining whether cable operators should offer “a la carte” programming to subscribers on a network-by-network
basis or provide “family-friendly” tiers. A number of cable operators, including TWC, have voluntarily agreed to
offer family tiers in light of this interest. The unbundling or tiering of program services may reduce distribution of
certain cable networks, thereby creating the risk of reduced viewership and increased marketing expenses, and may
affect the segment’s ability to compete for or aitract the same level of advertising dollars. Any decline in subscribers
could lead to a decrease in the segment’s advertising and subscription revenues.

There also has been consideration of the extension of indecency rules applicable to over-the-air broadcasters to
cable and satellite programming and stricter enforcement of existing laws and rules. If such an extension or attempt
to increase eriforcement occurred and were upheld, the content of the Networks segment could be subject to
additional regulation, which could affect subscriber and viewership levels. Moreover, the determination of whether
content is indecent is inherently subjective and, as such, it can be difficult to predict whether particular content
would violate indecency standards. The difficulty in predicting whether individual programs, words or phrases may
violate the FCC’s indecency rules adds uncertainty to the ability of the Networks segment to comply with the rules.
Violation of the indecency rules could lead 1o sanctions that may adversely affect the businesses and results of
operations of the Networks segment.

RISKS RELATING TO TIME WARNER’S PUBLISHING BUSINESS

The Publishing segment’s operating income could decrease as a result of rising paper costs and postal rates,
and its business could be negatively impacted by a significant disruption in postal service. The Publishing
segment’s principal raw material is paper, and paper prices have fluctuated over the past several years. Accordingly,
significant unanticipated increases in paper prices could adversely affect the segment’s operating income. Postage
for magazine distribution and direct solicitation is another significant operating expensc of the Publishing scgment,
which primarily uses the U.S. Postal Service to distribute its products. The U.S. Postal Service implemented a postal
rate increase of 5.4% effective January 8, 2006 and has proposed an additional increase of approximately 10%
effective May 6, 2007, which is currently being challenged before the Postal Rate Commission. If there are further
or more [requent significant increases in paper costs or postal rates and the Publishing segment is not able to offset
these increases, they could have a negative impact on the segment’s operating income. In addition, if factors such as
increased fuel and wage costs lead to a significant reduction or disruption in the service provided by the U.S. Postal
Service, this could adversely affect the Publishing segment’s business. :

The Publishing segment faces risks relating to various regulatory and legislative matters, including changes
in Audit Bureau of Circulations rules and possible changes in regulation of direct marketing. The Publishing
segment’s magazine subscription and direct marketing activities are subject to regulation by the FTC and the states
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under general consumer protection statutes prohibiting unfair or deceptive acts or practices. Certain areas of
marketing activity are also subject to specific federal statutes and rules, such as the Telephone Consumer Protection
Act, the Children’s Online Privacy Protection Act, the Gramm-Leach-Bliley Act (relating to financial privacy), the
FTC Mail or Telephone Order Merchandise Rule and the FTC Telemarketing Sales Rule. Other statutes and rules
also regulate conduct in areas such as privacy, data security and telemarketing. New statutes and regulations are
adopted frequently. In addition, the Publishing segment’s magazine subscription and direct marketing activities are
subject to the rules of the Audit Bureau of Circulations. New rules, as well as new interpretations of existing rules,
are periodically adopted by the Audit Bureau of Circulations and could lead to changes in the secgment’s marketing
methods that could have a negative effect on the segment’s ability to generale new magazine subscriptions, meet
rate bases and support advertising sales,

The Publishing segment faces significant competition for advertising and circulation. The Publishing
segment faces significant competition from several direct competitors and other media, including the: Internet. The
Publishing segment’s magazine operations compete for circulation and audience with numerous other magazine
publishers and other media. The Publishing segment’s magazine operations also compete with other magazine
publishers and other media for advertising directed at the general public and at more focused demographic groups.
Time Inc.’s direct marketing operations compete with other direct marketers through all media for the consumer’s
attention.

Competition for advertising revenue is primarily based on advertising rates, the nature and amount of
readership, reader response to advertisers’ products and services and the effectiveness of sales teams. Other
competitive factors in magazine publishing include product positioning, editorial quality, circulation, price and
customer service, which impact readership audience, circulation revenue and, ultimately, advertising revenue. The
magazine publishing business presents few barriers to entry and many new magazines are launched annuaily across
multiple sectors. In recent years competitors launched and/or repositioned many magazines, primarily in the
celebrity and women’s service sectors, that compete directly with People, In Style, Real Simple and other Publishing
segment magazines, particularly at newsstand checkouts in mass-market retailers. The Company anticipates that it
will face continuing competition from these new competitors, and it is possible that additional competitors may
enter this field and further intensify competition, which could have an adverse impact on the segment’s revenue.

The Publishing segment has in recent years made various changes in its circulation practices and consequently
faces new challenges in identifying new subscribers and increasing circulation, which could have an adverse impact
not only on its circulation revenue but also on its advertising revenue.

The Publishing segment could face increased costs and business disruption resulting from instability in the
newsstand distribution channel. The Publishing segment operates a national distribution business that relies on
wholesalers to distribute magazines published by the Publishing segment and other publishers to newsstands and
other retail outlets. Due to indusiry consolidation, four wholesalers represent more than 80% of the wholesale
magazine distribution business. There is a possibility of further consolidation among these wholesalers and/or
insolvency of one or more of these wholesalers. Should there be a disruption in this wholesale channel it could
adversely affect the Publishing segment's operating income and cash flow, including temporarily impeding the
Publishing segment’s ability to distribute magazines to the retail marketplace.

Although the shift in consumer habits and/or advertising expenditures from traditional to online media
poses risks to several of the Company’s businesses, such risks are particularly significant for the Company’s
Publishing segment because a substantial portion of the segment’s revenue is derived from the sale of
advertising. See “Risks Relating to Time Warner Generally — The introduction and increased popularity of
alternative technologies for the distribution of news, entertainment and other information and the resulting shift in
consumer habits and/or advertising expenditures from traditional to online media could adversely affect the
revenues of the Company’s Publishing, Networks and Filmed Entertainment segments.”
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TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION

INTRODUCTION

Management’s discussion and analysis of results of operations and financial condition (“MD&A™) is provided
as a supplement to the accompanying consolidated financial statements and notes to help provide an understanding
of Time Warner Inc.’s (“Time Warner” or the *Company”) financial condition, changes in financial condition and
results of operations. MD&A is organized as follows:

« Overview. This section provides a general description of Time Warner’s business segments, as well as
recent developments the Company belicves are important in understanding the resuits of operations and
financial condition or in understanding anticipated future trends.

e Results of operations. This section provides an analysis of the Company’s results of operations for the
three years ended December 31, 2006. This analysis is presented on both a consolidated and a business
segment basis. In addition, a brief description is provided of significant transactions and events that impact
the comparability of the results being analyzed.

« Financial condition and liquidiry. This section provides an analysis of the Company’s cash flows for the
three years ended December 31, 2006, as weli as a discussion of the Company’s outstanding debt and
commitments that existed as of December 31, 2006. Included in the analysis of outstanding debt is a
discussion of the amount of financial capacity available to fund the Company’s future commitments, as well
as a discussion of other financing arrangements.

* Market risk management. This section discusses how the Company manages exposure (0 potential loss
arising from adverse changes in interest rates, foreign currency exchange rates and changes in the market
value of financial instruments.

« Critical accounting policies. 'This section discusses accounting policies that are considered important to
the Company's results of operations and financial condition, require significant judgment and require
estimates on the part of management in application. The Company’s significant accounting policies,
including those considered to be critical accounting policies, are summarized in Note | to the accompanying
consolidated financial statements,

« Caution concerning forward-looking statements.  This section provides a description of the use of forward-
Jooking information appearing in this report, including in MD&A and the consolidated financial statements.
Such information is based on management’s current expectations about future events, which are inherently
susceptible to uncertainty and changes in circumstances. Refer to “Risk Factors” above, for a discussion of
the risk factors applicable to the Company.

As discussed more fully in Note [ to the accompanying consolidated financial statements, the 2005 and 2004
financial information was recast in the fourth quarter of 2006 so that the basis of presentation would be consistent
with that of 2006. Specifically, the amounts were recast to reflect (i) the retrospective application of Financial
Accounting Standards Board (“FASB”) Statement No. 123 (revised 2004), Share-Based Payment (*FAS 123R™),
which was adopted by the Company in 2006, (ii) the retrospective application of a change in accounting principle
made in 2006 for recognizing programming inventory costs at HBO and (iii) the retrospective presentation of
certain businesses sold or transférred in 2006 as discontinued operations.

Use of Operating Income before Depreciation and Amortization

The Company utilizes Operating Income before Depreciation and Amortization, among other measures, o
evaluate the performance of its businesses. Operating Income before Depreciation and Amortization is considered
an important indicator of the operational strength of the Company’s businesses and it provides an indication of the
Company’s ability to service debt and fund capital expenditures. Operating Income before Depreciation and
Amortization eliminates the uneven effect across all business segments of considerable amounts of noncash
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depreciation of tangible assets and amortization of certain intangible assets that were recognized in business
combinations. A limitation of this measure, however, is that it does not reflect the periodic costs of certain
capitalized tangible and intangible assets used in generating revenues in the Company's businesses. Management
evaluates the investments in such tangible and intangibie asseis through other financial measures, such as capital
expenditure budgets, investment spending levels and return on capital.

Ovperating Income before Depreciation and Amortization should be considered in addition to, not as a
substitute for, the Company’s Operating Income. Net Income and various cash flow measures (e.g.. Cash provided
by operations) as well as other measures of financial performance reported in accordance with .S, generally
accepted accounting principles (“GAAP”). A reconciliation of Operating Income before Depreciation and
Amortization to Operating [ncome is presented under “Results of Operations.”

OVERVIEW

Time Wamer is a leading media and cntertainment company, whose major businesses encompass an array of
the most respected and successful media brands. Among the Company’s brands are HBO, CNN, AOL, Peuple,
Sporis Hlustrated, Time and Time Warner Cable, which completed the Adelphia acquisition and related transactions
on July 31, 2006. The Company produces and distributes films, including Happy Feet, Superman Returns and
Wedding Crashers, as well as television programs, including ER, Tivo and a Half Men, Cold Case, Without a Trace
and The New Adventures of Old Christine. During 2006, the Company generated revenues of $44.224 hillion (up 4%
from $42.401 billion in 2005), Operating income before Depreciation and Amortization of $10.941 billion (up 54%
from $7.112 billion in 2005), Operating Income of $7.362 billion {up 85% from $3.984 billion in 2003}, Net Income
of $6.552 billion (up 145% from $2.671 billion in 2003) and Cash Provided by Operations of $8.598 billion (up 76%
from $4.877 billion in 2005). The results for 2006 and 2005 reflect the effects of pretax charges of $650 million and
$3 billion, respectively, related to securities litigation as discussed further in “Recent Developments.”

Time Warner Businesses

Time Warner classifies its operations into five reportable segments: AOL, Cable, Filmed Entertainment,
Networks and Publishing.

AOL. AOL LLC (together with its subsidiaries, “AOL") is a leader in interactive services. In the U.S. and
internationally, AOL operates a leading network of wehb brands, offers free client software and services to users who
have their own Internet connection and provides services to advertisers on the Internet. in addition. AOL operates
one of the largest Internet access subscription services in the United States. At December 31, 2006, AOL had
13.2 million total AOL brand subscribers in the U.S., which does not include registrations for the frec AOL service.
In 2006, AOL, reported total revenues of $7.866 billion (18% of the Company’s overall revenues), $2.570 billion in
Operating Income before Depreciation and Amortization and $1.923 billion in Operating Income.

Historically. AOL's primary product offering has been an online subscription service that includes dial-up
Internet access, and this product currently generates the substantial majority of AOL’s revenues. AOL has
cxperienced significant declines in 2006 in the number of its U.S. subscribers and related revenues, due primarily
1o AOL's decisions to focus on its advertising business and offer most of its services (other than Internet access) for
free, AOL’s proactive reduction of subscriber acquisition efforts, and the industry-wide decline of the premium
dial-up ISP business and growth in the broadband Internet access business. The decline in subscribers has had an
adverse impact on AOL’s Subscription revenues. However. dial-up network costs have also decreased and are
anticipated to continue to decrease as subscribers decline. AOL's Advertising revenues, in large part, are generated
from the traffic to and usage of the AOL service by AOL’s subscribers. Therefore, the decline in subscribers atso
could have an adverse impact on AOL’s Advertising revenues to the extent that subscribers canceling their
subscriptions do not maintain their relationship with and usage of the AOL Network,
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Since its announcement on August 2, 2006, AOL has continued to implement the next phase of its strategy to
(ransition from a business that has relied heavily on Subscription revenues from dial-up subscribers to one that
attracts and engages more Internet users and takes advaniage of the growth in online advertising. AOL is
emphasizing growing its global web services business and managing costs in its access services business. A goal
of AOL’s strategy is to maintain and expand relationships with current and former AOL. subscribers, whether they
continue 1o purchase the dial-up Internet access subscription service or not. Another component of the strategy i5 10
permit access to most of the AOL services. including use of the AOL client software and AOL e-mail accounts,
without charge. Therefore, as long as an individual has a means to connect to the Internet, that person can access and
use most of the AOL services for free.

The components of this strategy primarily include the following:

» providing advertising services, including display advertising (primarily on AOL’s network of interactive
properties and services). paid-search advertising (primarily through AOL’s strategic alliance with Google).
and other advertising run on third-party networks of web publishers (primarily through Advertising.com);

« attracting highly-engaged users to and retaining those users on AOL’s interactive properties, including AIM,
AOL.com, MapQuest and Moviefone, as well as attracting and retaining former and current subscribers, by

« offering compelling content, features and tools, including the AOL client software, which generally are
available to Internet users for free;

« implementing a cost-cffective distribution strategy for its free and paid products and services by entering
into or maintaining relationships with third-party high-speed Intemet access providers, such as telephone
and cable companies. retailers, computer manufactirers, or other aggregators of Internet activity, and
search engine optimization and search cngine marketing;

« providing paid services, including a variety of online safety and security products on a subscription basis; and
» providing software for mobile devices that will further the distribution of AQL products and services.

As discussed in more detail in “Recent Developments.” consistent with its strategy, in October and December
2006, respectively, AOL Europe completed the sales ol its French and U.K. access businesses and entered into
separate agreements (o provide ongoing web services. including content, e-mail and other online tools and services,
1o the respective purchasers of these businesses. In September 2006, AOL Europe also entered into an agreement 10
sell its German access business and will enter into a separate agreement to provide ongoing web services to the
purchaser of this business upon the closing of the sale. which is expected to be completed in the first quarter of 2007.

AOL continues to serve customers with dial-up Interner access in the U.S., a business that AQL believes will
continue 1o exist for the foresecable future. by providing dial-up connectivity to the Internet and customer service
for those subscribers for 2 monthly subscription fec. However, AOL has substantially reduced its marketing and
customer service efforts previously aimed at attracting and retaining subscribers to the dial-up AOL service.

In connection with this strategic shift, AOL underiook certain restructuring and related activities in 2006,
including involuntary employee tcrminations, contract terminations. asset write-offs and facility closures. Addi-
tional restructuring and related activities of this nature are anticipated in 2007.

Cable. Time Warner's cable business. Time Warmer Cable Inc. and its subsidiaries (“TWC™), is the second-
largest cable operator in the U.S. and is an industry leader in developing and launching innovative video, data and
voice services. As part of the strategy to expand TWC’s cable footprint and improve the clustering of its cable
svstems, on July 31, 2006, a subsidiary of TWC, Time Warner NY Cable LLC (“TW NY™), and Comcast
Corporation (together with its subsidiaries, “Comcast”) completed their respective acquisitions of assets com-
prising in the aggregate substantially all of the cable systems of Adelphia Communications Corporation
(“Adelphia™). Immediately prior to the Adelphia acquisition, TWC and Time Warner Entertainment Company.
L.P. ("TWE") redeemed Comcast’s interests in TWC and TWE, respectively. In addition, TW NY exchanged
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certain cable systems with subsidiaries of Comcast. In connection with these transactions, TWC acquired
approximately 3.2 million net basic video subscribers, consisting of approximately 4.0 million acquired subscribers
and approximately 0.8 million subscribers transferred to Comcast. The systems transferred to Comcast that TWC
owned prior to the Adelphia acquisition have been reflected as discontinued operations for all periods presented.
Refer to “Recent Developments™ for further details.

At December 31, 2006, TWC had approximately 13.4 million basic video subscribers in technologically
advanced, well-clustered systems located mainly in five geographic arcas — New York state, the Carolinas, Ohio,
southern California and Texas. This subscriber number includes approximately 788,000 managed subscribers
lecated in the Kansas City, south and west Texas and New Mexico cable systems (the “Kansas City Pool”) that were
consolidated on January 1, 2007, upon the distribution of the assets of Texas and Kansas City Cabie Partners, L.P,
(“TKCCP"}, an equity method investee at December 31, 2006, to its partners, TWC and Comcast. Refer to “Recent
Developments” for further details. As of December 31, 2006, TWC was the largest cable operator in a number of
large cities, including New York City and Los Angeles. In 2006, TWC delivered revenues of $11.767 billion (26%
of the Company’s overall revenues), $4.229 billion in Operating Income before Depreciation and Amortization and
$2.179 billion in Operating Income.

TWC principally offers three products — video, high-speed data and voice, which have been primarily
targeted to residential customers. Video is TWC's largest product in terms of revenues generated. TWC expects to
continue to increase video revenues through the offering of advanced- digital video services such as
video-on-demand (“VOD™), subscription-video-on-demand (“SVOD™), high definition television ("HDTV™)
and set-top boxes equipped with digital video recorders (“DVRs”), as well as through price increases and
subscriber growth. TWC's digital video subscribers provide a broad base of potential customers for additional
advanced services. Providing basic video services is a compelitive and highly penetrated business, and, as a result,
TWC continues to expect slower incremental growth in the number of basic video subscribers compared to the
growth in TWC'$ advanced service offerings. Video programming costs represent a major component of TWC's
expenses and are expected to continue to increase, reflecting contractual rate increases, subscriber growth and the
expansion of service offerings, and it is expected that TWC’s video product margins will decline over the next few
years as programming cost increases outpace growth in video revenues.

High-speed data has been one of TWC’s fastest-growing products over the past several years and is a key driver
of its results. At December 31, 2006, TWC had approximately 6.6 million residential high-speed data subscribers
(including approximately 374,000 managed subscribers in the Kansas City Pool). TWC expects continued strong
growth in residential high-speed data subscribers and revenues for the foreseeable future; however, the rate of
growth of both subscribers and revenues is expected to slow over time as high-speed data services become
increasingly well-penetrated. In addition, as narrowband Internet users continue to migrate to broadband connec-
tions, TWC anticipates that an increasing percentage of its new high-speed data customers will elect to purchase its
entry-level high-speed data service, which is generally less expensive than TWC’s flagship service level. As a
result, over time, TWC’s average high-speed data revenue per subscriber may decline reflecting this shift in mix,
TWC also offers commercial high-speed data services and had approximately 245,000 commercial high-speed data
subscribers (including approximately 15,000 managed subscribers in the Kansas City Pool) at December 31, 2006.

TWC's voice service, Digital Phone, is TWC’s newest product, and approximately 1.9 million subscribers
(including approximately 141,000 managed subscribers in the Kansas City Pool) received the service as of
December 31, 2006. For a monthly fixed fee, Digital Phone customers typically receive the fcllowing services:
unlimited local, in-state and U.S., Canada and Puerto Rico long-distance calling, as well as call waiting, caller 1D
and E91 1 services, TWC also is currently deploying a lower-priced unlimited in-state-only calling plan to serve
those customers that do not use long-distance services extensively and, in the future, intends to offer additional
ptans with a variety of local and long-distance options. Digital Phene enables TWC to offer its customers a
convenient package, or “bundle,” of video, high-speed data and voice services, and to compete effectively against
similar bundled products available from its competitors, TWC expects strong increases in Digital Phone subscribers
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and revenues and during 2007 intends to introduce a commercial voice service to small- to medium-sized businesses
in most of the systems TWC owned before and retained after the transactions with Adelphia and Comcast (the
“Legucy Systems™).

Some of TWC’s principal competitors, in particular, direct broadcast satellite operators and incumbent local
telephone companies, cither offer or are making significant capital investments that will allow them to offer services
that provide features and functions comparable to the video, data and/or voice services that TWC offers and they are
aggressively seeking to offer them in bundles similar to TWC’s. TWC expects that the availability of these service
offerings will intensify competition, .

In addition to the subscription services described above, TWC also earns revenues by selling advertising time
to national, regional and local businesses,

As of July 31, 2006, the date the transactions with Adelphia and Comcast closed, the penetration rates for basic
video, digital video and high-speed data services were generally lower in the systems acquired from Adelphia.and
Comcast (the “Acquired Systems”) than in TWC’s Legacy Systems. Furthermore. certain advanced services were
not available in some of the Acquired Systems, and IP-based telephony service was not available in any of the
Acquired Systems. To increase the penetration of these services in the Acquired Systems, TWC is in the midst of a
significant integration effort that includes upgrading the capacity and technical performance of these systems to
levels that will allow the delivery of these advanced services and features. Such integration-related efforts are
expected to be largely complete by year-end 2007. As of December 31, 2006, Digital Phone was available in some
of the Acquired Systems on a limited basis. TWC expects to roll out Digital Phone across the Acquired Systems
during 2007.

Improvement in the financial and operating performance of the Acquired Systems depends in part on the
completion of these initiatives and the subsequent availability of the Company’s bundled advanced services in the
Acquired Systems. In addition, due to various operational and competitive challenges, the Company expects that the
acquired systems located in the Los Angeles, CA and Dallas, TX areas will likely require more time and resources
than the other acquired systems to stabilize and then meaningfully improve their financial and operating perfor-
mance. As of December 31, 2006, the acquired Los Angeles and Dallas area systems together served approximately
2.0 million subscribers (about 50% of the subscribers served by the Acquired Systems). TWC believes that by
upgrading the plant and integrating the Acquired Systems into its operations, there is a significant opportunity over
time 10 stem subscriber losses, increase penetration rates of its service offerings, and improve Subscription revenues
and Operating Income before Depreciation and Amortization in the Acquired Systems.

Filmed Entertainment. Time Warner's Filmed Entertainment businesses, Wamner Bros. Entertainment
Group (“Warner Bros.”) and New Line Cinema Corporation (“New Line”), generated revenues of $10.625 billion
(22% of the Company’s overall revenues), $1.136 billion in Operating Income before Depreciation and Amor-
tization and $784 mitlion in Operating Income during 2006. The Filmed Entertainment segment experienced a
decline in revenues and operating results in 2006 due to difficult comparisons to 2005, which was a record year.

One of the world'’s leading studios. Warner Bros. has diversified sources of revenues with its film and
television businesses, combined with an extensive film library and global distribution infrastructure. This diver-
sification has helped Warner Bros. deliver consistent long-term performance. New Line is the world’s oldest
independent film company. Its primary source of revenues is the creation and distribution of theatrical motion
pictures.

Warner Bros. continues to develop its industry-leading television business, including the successful releases of
television series on home video. For the 2006-2007 television season, Warner Bros. has more current prime-time
productions on the air than any other studio, with prime-time series on all five broadcast networks (including Tiwo
and a Half Men, ER, Without a Trace, Cold Case, Smallville, George Lopez and The New Adventures of Old
Christine).
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The sale of DVDs has been one of the largest drivers of the segment’s profit over the last several years, and
Warner Bros.’ extensive library of theatrical and television titles positions it to continue to benefit from sales of
home video product to consumers. However, the industry and the Company have recently experienced slowing
DVD sales due 10 several factors, inclading increasing competition for consumer discretionary spending, piracy, the
maturation of the standard definition DVD format and the fragmentation of consumer time.

Piracy, including physical piracy as well as illegal online file-sharing, continues to be a significant issue for the
filmed entertainment industry. Due to technological advances, piracy has expanded from music to movies and
television programming. The Company has taken a variety of actions to combal piracy over the last several years,
including the launch of new services for consumers al competitive price points, aggressive online and customs
enforcement, compressed release windows and educational campaigns, and wiil continue to do so, both individually
and together with cross-industry groups, trade associations and strategic partners.

Networks. Time Warner's Networks segment comprises Turner Broadcasting System, Inc. (“Turner”) and
Home Box Office, Inc. (“HBO™). On September 17, 2006, at the end of the 2005-2006 television season, Warner
Bros. and CBS Corp, (*CBS™) ceased the stand-alone operations of The WB Network and UPN, respectively, and
formed a new fully-distributed national broadcast network, called The CW, as discussed in more detail in “Recent
Developments.” In 2006, the Networks segment delivered revenues of $10.273 billion (22% of the Company’s
overall revenues), $3.026 billion in Operating [ncome before Depreciation and Amortization and $2.723 billion in
Operating Income.

The Turner networks — including such recognized brands as TNT, TBS, CNN, Cartoon Network and CNN
Headline News — are among the leaders in advertising-supported cable TV networks. For five consecutive years,
more prime-time viewers have watched advertising-supported cable TV networks than the national broadcast
networks. In 2006, TNT ranked second among advertising-supported cable networks in prime-time delivery of its
key demographics, Adults 18-49 and Adults 25-54, and first in total-day delivery of Adults 18-49 and Adults 25-54.
TBS ranked third among advertising-supported cable networks in prime-time delivery of its key demographic,
Adults 18-34. As discussed in more detail in “Recent Developments,” in May 2006, the Company acquired the
remaining 50% interest in Courtroom Television Network LLC (“Court TV”) that it did not already own from
Liberty Media Corporation (“Liberty”). Court TV is now one of the Turner networks.

The Turner networks generate revenues principally from the sale of advertising time and monthly subscriber
fees paid by cable system operators, direct-lo-home satellite operators and other affiliates. Key contributors to
Turner's success are its continued investments in high-quality programming focused on sports, network movie
premieres, licensed and original series. news and animation. leading to strong ratings and Advertising and
Subscription revenue growth, as well as strong brands and operating efficiency.

HBO operates the HBO and Cinemax multichannel pay television programming services, with the HBO
service ranking as the nation’s most widely distributed pay television network. HBO generates revenues principally
from monthly subscriber fees from cable system operators, direct-to-home satellite operators and other affiliates.
An additional source of revenue is the ancillary sales of iis original programming, including such programs as The
Sopranos, Sex and the City, Six Feet Under, Band of Brothers and Deadwood.

Publishing. Time Warner's Publishing segment consists principally of magazine publishing and a number of
direct-marketing and direct-selling businesses. The segment generated revenues of $5.249 billion (12% of the
Company’s overall revenues), $1.090 billion in Operating Income before Depreciation and Amortization and
$911 million in Qperating Income during 2006.

As of December 31, 2006, Time Inc. published over 145 magazines globally, including People, Sports
Mustrated, In Style, Southern Living, Real Simple, Entertainment Weekly, Time, Cooking Lighr, Fortine and What's
on TV, It generates revenues primarily from advertising, magazine subscriptions and newsstand sales. and its growth
is derived from higher circulation and advertising on existing magazines, new magazine launches, acyuisitions and
advertising from online properties. Time [nc. owns IPC Media, the U.K.’s largest magazine company (“IPC”), and
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the magazine subscription marketer Synapse Group, Inc. The Company has experienced slowing print advertising
sales as advertisers are shifting advertising expenditures to online media. As a result, Time Inc. continues to invest
in developing digital content, including the redesign of People.com and CNNMoney.com, the expansion of Sports
Hiustrated's digital properties and the acquisition of Golf.com. Time Inc.’s direct-selling division, Southern Living
At Home. sells home decor products through independent consultants at parties hosted in people’s homes
throughout the U.S.

On January 25, 2007, the Company announced an agreement with a subsidiary of Bonnier AB, a Swedish
media company, to sell Time Inc.’s Parenting and Time4 Media magazine groups, consisting of 18 of Time Inc.’s
smaller niche magazines. Refer to “Recent Developments” for further discussion.

Recent Developments
Adelphia Acquisition and Related Transactions

On July 31. 2006, TW NY and Comcast completed their respective acquisitions of assets comprising in the
aggregate substantially all of the cable assets of Adelphia (the “Adelphia Acquisition™). At the closing of the
Adclphia Acquisition, TW NY paid approximately $8.9 billion in cash, after giving effect to certain purchase price
adjustments. and shares representing approximately 16% of TWC's outstanding common stock for the portion of
the Adelphia assets it acquired. In accordance with Staff Accounting Bulletin (*SAB") No. 31, Accounting for the
Sales of Stock of a Subsidiary (“SAB 517), in 2006, the Company recognized a gain of approximately $1.771 billion
related to the shares of TWC Class A common stock issued in the Adelphia Acquisition, which has been reflected in
shareholders’ equity as an adjustment to paid-in-capital.

On July 31. 2006. immediately before the closing of the Adelphia Acquisition, Comcast’s interests in TWC
and TWE, a subsidiary of TWC, were redeemed. Specifically, Comcast’s 17.9% interest in TWC was redeemed in
exchange for 100% of the capital stock of a subsidiary of TWC holding both cable systems serving approximately
589.000 subscribers and approximately $1.9 billion in cash (the “TWC Redemption™). In addition. Comcast’s 4.7%
interest in TWE was redeemed in exchange for 100% of the equity interests in a subsidiary of TWE hoelding both
cable systems serving approximately 162,000 subscribers and approximately $147 million in cash (the “TWE
Redemption™ and, together with the TWC Redemption, the “Redemptions”). The TWC Redemption was designed
to qualify as a tax-free splil-oft under Section 355 of the Internal Revenue Code of 1986. as amended. For
accounting purposes, the Redemptions were treated as an acquisition of Comcast’s minority interests in TWC and
TWE and a disposition of the cable systems that were transferred to Comcast. The purchase of the minority interests
resulted in a reduction of goodwill of $738 million related to the excess of the carrying value of the Comcast
minority interests over the total fair value of the Redemptions. In addition, the disposition of the cable sysiems
resulted in an after-tax gain of $945 million, included in discontinued operations, which is comprised of a
$131 million pretax gain (calculated as the difference between the carrying value of the systems acquired by
Comeast in the Redemptions totaling $2.969 billion and the estimated fair value of $3.100 billion) and a net tax
benefit of $814 million, including the reversal of historical deferred tax liabilities of approximately $838 mitlion
that had existed on systems transferred to Comcast in the TWC Redemption.

Following the Redemptions and the Adelphia Acquisition, on July 31, 2006, TW NY and subsidiaries of
Comcast swapped certain cable systems, most of which were acquired from Adelphia, in order to enhance TWC’s
and Comcas’s respective geographic clusters of subscribers (the “Exchange” and, together with the Adelphia
Acquisition and the Redemptions, the “Adelphia/Comcast Transactions™), and TW NY paid Comcast approxi-
mately $67 million for certain adjustments related to the Exchange. The Company did not record a gain or loss on
systems TW NY acquired from Adelphia and transferred to Comcast in the Exchange because such systems were
recorded at fair value in the Adelphia Acquisition. The Company did, however, record a pretax gain of $34 million
($27 million net of tax) on the Exchange related to the disposition of Urban Cable Works of Philadelphia, L.P.
(“Urban Cable™). This gain is included as a component of discontinued operations in the accompanying consol-
idated stdtement of operations in 2006.
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The results of the systems acquired in connection with the Adelphia/Comcast Transactions have been inciuded
in the accompanying consolidated statement of operations since the closing of the transactions on July 31, 2006.
The systems transferred to Comcast in connection with the Redemptions and the Exchange (the “Transferred
Systems™), including the gains discussed above, have been reflected as discontinued operations in the accompa-
nying consolidated statement of operations for all periods presented. See Note 4 to the accompanying consolidated
financtal statements for additional information regarding the discontinued operations.

As a result of the closing of the Adelphia/Comcast Transactions, TWC gained systems with approximately
3.2 miilion net basic video subscribers. As of February 23, 2007, Time Warner owns approximately 84% of TWC’s
outstanding common stock (including approximately 83% of the outstanding TWC Class A common stock and all
outstanding shares of TWC Class B common stock), as well as an approximate indirect 12% non-voting interest in
TW NY. Comcast no longer has an interest in TWC or TWE.

On February 13, 2007, Adelphia’s Chapter 11 reorganization plan became effective and, under applicable
securities law regulations and provisions of the U.S. bankruptcy code, TWC became a public company subject to the
requirements of the Securities Exchange Act of 1934 on the same day. Under the terms of the reorganization plan,
most of the shares of TWC Class A Common Stock that Adelphia received in the Adelphia Acquisition (representing
approximately 16% of TWC's outstanding common stock) are being distributed to Adelphia’s creditors.

At the closing of the Adelphia Acquisition, Adelphia and TWC entered into a registration rights and sale
agreement (the “RRA”), which governed the disposition of the shares of TWC’s Class A common stock received by
Adelphia in the Adelphia Acquisition. Upon the effectiveness of Adelphin’s plan of reorganization, the parties’
obligations under the RRA terminated (Note 2).

FCC Order Approving the Transactions with Adelphia and Comcast

In its order approving the Adelphia Acquisition, the Federal Communications Commission (the “FCC”)
imposed conditions on TWC related to regional sports networks (“RSNs™), as defined in the order, and the
resolution of disputes pursuant to the FCC's leased access regulations. In particular, the order provides that neither
TWC nor its affiliates may offer an affiliated RSN on an exclusive basis to any multichannel video programming
distributor (*“MVPD"). In addition, TWC may not unduly or improperly influence: (i) the decision of any affiliated
RSN to sell programming to an unaffiliated MVPD; or (ii) the prices, terms, and conditions of sale of programming
by an affiliated RSN to an unaffiliated MVPD. If an MVPD and an affiliated RSN cannot reach an agreement on the
terms and conditions of carriage, the MVPD may elect commercial arbitration to resolve the dispute. In addition, if
an unaffiliated RSN is denied carriage by TWC, it may elect commercial arbitration 1o resolve the dispute. With
respect to leased access, if an unaffiliated programmer is unable to reach an agreement with TWC, that programmer
may elect commercial arbitration to resolve the dispute, with the arbitrator being required to resolve the dispute
using the FCC’s existing rate formula relating to pricing terms. The application and scope of these conditions, which
will expire in July 2012, have not yet been tested. TWC retains the right to obtain FCC and judicial review of any
arbitration awards made pursuant to these conditions.

Dissolution of Texas/Kansas City Cable Joint Venture

TKCCP is a 50-50 joint venture between Time Warner Entertainment-Advance/Newhouse Partnership
(“TWE-A/N") (a partnership of TWE and the Advance/Newhouse Partnership) and Comcast. In accordance with
the terms of the TKCCP partnership agreement, on July 3, 2006, Comcast notified TWC of its election to trigger the
dissolution of the partnership and its decision to allocate all of TKCCP's debt, which totaled approximately
$2 hillion, to the pool of assets consisting of the Houston cable systems (the “Houston Pool”). On August {, 2006,
TWC notified Comcast of its election to receive the Kansas City Pool. On October 2, 2006, TWC received
approximately $630 million from Comcast due to the repayment of debt owed by TKCCP 10 TWE-A/N that had
been allocated to the Houston Pool. Since July 1, 2006, TWC has been entitled to 100% of the economic interest in
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the Kansas City Pool (and has recognized such interest pursuant to the equity method of accounting), and it has not
been entitled o any economic benefits of ownership from the Houston Pool.

On January 1, 2007, TKCCP distributed its assets to its partners. TWC reccived the Kansas City Pool. which
served approximately 788,000 basic video subscribers as of December 31, 2006. and Comcast received the Houston
Pool. which scrved approximately 795,000 basic video subscribers as of December 31, 2006, TWC began
consolidating the results of the Kansas City Pool on January 1. 2007. As a result of the asset distribution, TKCCP
no longer has any assets, and TWC expects that TKCCP will be formally dissolved in 2007. For accounting
purposes, the distribution of TKCCP’s assets has been treated as a safe of the Company’s 50% interest in the
Houston Pool, and, as a result, the Company expects to record a pretax gain of approximately $150 million in the
first quarter of 2007.

As a result of the pending TKCCP dissolution, TWC presents its managed subscriber numbers including only
the managed subscribers in the Kansas City Pool. Accordingly, the subscribers from the Houston Pool are not
included in the managed subscriber numbers for any period presented (Note 2).

Parenting and Timed Media

On January 25, 2007, the Company announced an agreement with a subsidiary of Bonnier AB. a Swedish
media company ("Bonnier”). to sell Time Inc.’s Parenting and Time4 Media magazine groups, consisting of 18 of
Time Inc.’'s smaller niche magazines. The transaction, which is subject to customary closing conditions, is expected
to close in the first quarter of 2007. For the year ended December 31, 2006, the Parenting and Timed Media
magazine groups had revenues and Operating Income of approximately $260 million and $20 million. respectively
(Note 4).

TradeDoubler

On January 15, 2007, AOL announced a cash tender offer to acquire all outstanding shares of TradeDoubler
AB ("TradeDoubler™), a European provider of online marketing and sales solutions. If AOL were to acquire all of
the outstanding shares of TradeDoubler, the total value of the proposed transaction would be approximately
$900 million. The price offered for the outstanding shares is denominated in Swedish Kronor and. as a result, the
U.S. dollar amount of the transaction is subject to change as a result of fluctuation in the exchange rates. The
completion of the offer is subject to the condition that at least 90% of TradeDoubler’s outstanding shares are
tendered in the offer (which condition may be waived by AOL) as well as other customary closing conditions. If the
tender offer is successfully completed, AOL's purchase of TradeDoubler shares pursuant to the offer is expected to
occur in the first half of 2007 (Note 4). .

Claxson

On December 14, 2006, Turner announced an agreement with Claxson Interactive Group, Inc. ("Claxson™) to
purchase scven pay television networks currently operating in Latin America for approximately $235 million (net of
cash acquired). The transaction, which is subject to customary closing conditions. is expected to close in the first
half of 2007 (Note 4).

Transactions with Liberty

In February 2007, the Company signed a non-binding letter of intent with Liberty regarding the exchange of a
significant portion of Liberty’s interest in Time Warner for a subsidiary of Time Warner that comtains a mix of non-
strategic assets, including the Atlanta Braves franchise (the “Braves™) and Leisure Arts, Inc., and cash. The
Company and Liberty have submitted to Major League Baseball (the “League™) documents related to the proposed
wansfer of the Braves. Any sule of a major league baseball team requires the prior approval of the League. There can
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be no assurance that the League will approve the proposed transfer or that the parties will reach a definitive
agreément regarding the proposed transaction (Note 4).

Sale of AOL’s European Access Businesses

During September and October of 2006, the Company announced the sale of AOL’s European access
businesses. On October 31, 2006, the Company completed the sale of AOL’s French access business to Neuf
Cegetel S.A. for approximately $360 million in cash. On December 29, 2006, the Company completed the sale of
AOL's U.K. access business to The Carphone Warehouse Group PLC (“‘Carphone Warehouse™) for approximately
$712 million in cash, $476 million of which was paid at closing and the remainder of which is payable over the
eighteen months following the closing. The Company recorded pretax gains on these sales of $769 million. In
connection with these sales, the Company entered into separate agreements to provide ongoing web services,
including content, e-mail and other ontine tools and services, to the respective purchasers of these businesses.

On September 17, 2006, the Company announced an agreement to sell AQL’s German access business to
Telecom lialia S.p.A. for approximately $870 million in cash (subject to a working capital adjustment), and to enter
into a separate agreement to provide ongoing web services. including content, e-mail and other online tools and
services, to Telecom Italia S.p.A. upon the closing of the sale. The Company expects to record a pretax gain on this
sale of approximately $700 million. The contractual sales price and the related gain for the transaction are
denominated in Euros and, as a result, the U.S. dollar amounts presented are subject to change as a result of
fluctuation in the exchange rates. The transaction, which is subject to customary closing conditions, is expected to
close in the first quarter of 2007. Accordingly, the assets and liabilities of AQL's German access business have been
reflected as assets and liabilities held for sale as of December 31, 2006 and included in Prepaid expenses and other
current assets and Other current liabilities, respectively, in the accompanying consolidated balance sheet.

As a result of the historical interdependency of AOL’s European access and audience businesses, the historic
cash flows and operations of the access and audience businesses are not clearly distinguishable. Accordingly, AOL’s
Eurcpean access businesses have not been reflected as discontinued operations in the accompanying consolidated
financial statements (Note 4).

Warner Village Theme Parks

On July 3, 2006, the Company sold its 50% interest in Warner Village Theme Parks (the “Theme Parks™), a
joint venture operating theme parks in Australia, to Village Roadshow Limited (“Village™) for approximately
$191 million in cash, which resulied in a pretax gain of approximately $157 million (Note 4).

Sale of Turner South

On May 1, 2006, the Company sold the Turner South network (“Turner South™), a subsidiary of Turner. to Fox
Cable Networks, Inc. for approximately $371 million in cash, resulting in a pretax gain of approximately
$129 million. Turner South has been reflected as discontinued operations for all periods presented (Note 4).

Sale of Time Warner Book Group

On March 31. 2006, the Company sold Time Warner Book Group (“TWBG”) to Hachette Livre SA
(“Hachette™), a wholly-owned subsidiary of Lagardére SCA (“Lagardére™). for $524 million in cash, resulting
in a pretax gain of approximately $207 million after taking into account selling costs and working capital
adjustments. TWBG has been reflected as discontinued operations for all periods presented (Note 4).

Court TV

On May 12, 2006, the Company acquired the remaining 50% interest in Court TV that it did rot already own
from Liberty for $697 million in cash, net of cash acquired. As permitted by GAAP, Court TV results have been
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consolidated retroactive to the beginning of 2006. Previously, the Company had accounted for its investment using
the equity method of accounting. In 2006. Court TV had revenues and Operating Income of $253 miilion and
$31 million, respectively (Note 4).

The WB Network

On September 17, 2006, at the end of the 2005-2006 television scason, Warner Bros. and CBS ceased the
stand-alone operations of The WB Network and UPN, respectively, and formed a new fully-distributed national
broadcast network, called The CW, Warner Bros. and CBS each own 50% of the new network and have joint and
equal control. In addition, Warner Bros. reached an agreement with Tribune Corp. (“Tribune™), a subordinated
22.25% limited partner in The WB Network, under which Tribune surrendered its ownership interest in The WB
Network, was relieved of funding obligations and became one of the principal affiliate groups for the new network.

For the year ended December 31, 2006, The WB Network had revenues and an Operating Loss of $397 million
and $321 million, respectively. The WB Network results for 2006 included a goodwill impairment charge of
approximately $200 million and $114 million of shutdown costs. The shutdown costs included $87 million related
10 the termination of certain programming arrangements (primarily licensed movie rights), $6 million related to
employee terminations and $21 million related to contractual settlements. Included in the cosls to terminate
programming arrangements is $47 million of costs related to terminating intercompany programming arrangements
with other Time Warner divisions (e.g., New Line) that have been eliminated in consolidation, resulting in a net
charge related to programming arrangements of $40 million for the year ended December 31, 2006,

The Company is accounting for its investment in The CW using the equity method of accounting. The
Company views its interest in The CW to be the successor to the business previously conducted by The WB
Network. and, as such, the Company’s remaining basis in The WB Network (including goodwill) is considered the
beginning basis for its 50% interest in The CW. In conjunction with the formation and launch in September 2006 of
The CW. the Company assessed The WB Network’s goodwill for impairment. Due to actual ratings levels being
tower than had been previously estimated and a projected increase in certain programming costs, the forecasted cash
flows associated with the Company’s interest had declined. The Company determined in late October 2006 that The
WB Network's goodwill was impaired. Accordingly, as noted above, the Company recorded a pretax impairment
charge of $200 million in 2006 to reduce the carrying value of The WB Network’s goodwill prior 1o its contribution
to The CW. The estimate of fair value was determined using a discounted cash flow valuation methodology. The
Company’s net investment in The CW is classified as Investments, including available-for-sale-securitics in the
accompanying consolidated balance sheet (Note 4).

AOL-Google Alliance

During December 2005, the Company announced that AOL was expanding its strategic alliance with Google Inc.
(“Google™ to enhance its global online advertising partnership and make more of AOL's content available to Google
users. In addition, Google agreed to invest $1 billion to acquire a 5% equity interest in a limited liability company that
owns all of the outstanding equity interest in AOL. On March 24, 2006, the Company and Google signed definitive
agreements governing the investment and the commercial arrangements. Under the alliance, Google will continue to
provide search services 1o AOL's network of Internet properties worldwide, and will provide AOL with an improved
share in revenues generated through searches conducted on the AOL. network, which AOL will continue to recognize
as advertising revenue when such amounts are earned. Additionally, AOL will continue to pay Google a license fee for
the use of its search technology, which AOL will continue to recognize as expense when such amounts have been
incurred. Other key aspects of the alliance, and the related accounting. include:

o AOL Marketplace. Creating an AOL Marketplace through white labeling of Google’s advertising tech-
nology. which enables AOL to sell search advertising dircctly 1o advertisers on AQL-owned properties. AOL
will record as advertising revenue the sponsored-links advertising sold and delivered to third parties.
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Amounts paid to Google for Google's share in the sponsored-links advertising sold on the AOL Marketplace
will be accounted for by AOL as an expense in the period the advertising is delivered.

Distribution and Promotion.  Providing AOL $300 million of marketing credits for promotion of AOL’s
content on Google-owned Internct propertics, as well as $100 miltion of AOL/Google co-sponsored
promotion of AOL propertics. The Company believes that this is an advertising barter iransaction in which
distribution and promotion is being provided in exchange for AOL agreeing to dedicate its search business Lo
Google on an exclusive basis. Because the criteria in Emerging Issues Task Foree (“EITE™) Issue No. 99-17,
Accounting for Advertising Barter Transactions, for recognizing revenue have not been met, no revenue of
expense will be recognized by AOL on this portion of the arrungement.

o Google AIM Development.  Enabling Google Talk and AIM instant messaging users to communicate with
cach other provided certain conditions are met. Because this agreement does not provide for any revenue
share or other fees. there will be no accounting for this arrangement.

AQL and Google also agreed to collaborate in the future to expand on the alliance, including the pussible sale
by AOL of display advertising on the Google network.

On April 13, 2006. the Company completed its issuance ot a 5% equity interest in AQL to Google for $1 billion
in cash, In accordance with SAB 51, Time Warner recognized a gain of approximately $801 million. reflected in
sharcholders™ cquity as an adjustment to paid-in-capital, in the second quarter of 2006 (Note 4).

Time Warner Telecom

As of December 31, 2005, the Company owned approximately 50 million shares of Class B common stock of
Time Warner Telecom Inc. ("TWT™), a publicly traded telecommunications company. The Company accounted for
this investment using the equity method of accounting, and, as a result of the Company’s share in losses of TWT and
impairment losses recognized in previous years, the carrying value of the investment was zero. During 2006, the
Company’s subsidiartes participated as selling shareholders in two TWT secondary offerings and converted all of
their shares of TWT Ciass B common stock into TWT Class A common stock und sold the Class A common stock
for an aggregale of approximately $800 million, net of underwriters’ commissions. The Company recognized a
pretax gain of approximately $800 million, which is included as a component of Other income, net. in the
actompanying consolidated statement of operations (Note 5).

Turner FTC Consent Decree

As previously reported, Time Warner was subject to the terms of a consent decree (the “Turner Consent
Decree™) entered into in connection with the FTC’s approval of the acquisition of Turner by Historic TW Inc,
(“Historic TW™) in 1996, which expired on February 10, 2007. The Turner Consent Decree required, among other
things. that any Time Warner stock held by Liberty be non-voting stock, except that it would be entitled to a vote of
17100 of a vote per share when voting with the outstanding common stock on the election of directors and a vote
equal to the vote of the common stock with respect to corporate matters that would adversely change the rights or
terms of the stock. On February 16, 2006, Liberty filed a petition with the FTC seeking to terminate the Turner
Consent Decree as it appited 1o Liberty, including all voling restrictions on its Time Warner stock holdings. On
June 14, 2006, the FTC issued an order granting Liberty’s petition. As a result, Liberty obtained the ability to request
that the shares of Series LMCN-V common stock it holds be converted into shares of common stock of Time
Warner. At Liberty's request, on August 4, 2006, Time Warner converted 49.115.656 shares of Series LMCN-V
commeon stock held by Liberty into shares of Time Warner common stock, and on August 14, 2006, Time Warner
converted 24,744,621 shares of Series LMCN-V common stock held by Liberty inw shares of Time Warner
comymon stock. As of February 22, 2007, Liberty held 18.784,759 shares of Series LMCN-V common stock
(Note 11).
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Common Stock Repurchase Program

Time Warner's Board of Directors has authorized a common stock repurchase program that allows the
Company to purchase up to an aggregate of $20 billion of common stock during the period from July 29, 2005
through December 31, 2007. Purchases under the stock repurchase program may be made from time to time on the
open market and in privately negotiated transactions. Size and timing of these purchascs is based on a number of
factors, including price and business and market conditions. The Company purchased approximately $15.9 billion
of its common stock under the program through the end of 2006. At existing price levels, the Company intends to
continue purchases under its stock repurchase program within its stated objective of maintaining a net debt-t0-Op-
erating Income before Depreciation and Amortization ratig, as defined, of approximately 3-to-1 and expects it will
complete the program during the first half of 2007. From the program’s inception through February 22, 2007, the
Company repurchased approximately 953 million shares of common stock for approximately $17.3 billion pursuant
to trading programs under Rule 10b5-1 of the Securities Exchange Act of 1934, as amended, including approx-
imately 208 million shares of common stock for approximately $3.6 billion pursuant to prepaid stock repurchase
contracts (Note 11).

Amounts Related to Securities Litigation

As previously disclosed, in July 2005, the Company reached an agreement in principle for the settlement of the
securities class action lawsuits included in the matters consolidated under the caption /n re: AOL Time Warner Inc.
Securities & "ERISA” Litigation described in Note 17 to the accompanying consolidated financial statements. In
connection with reaching the agreement in principle on the securities class action, the Company established a
reserve of $2.4 billion during the second quarter of 2005. Ernst & Young LLP also agreed to a settlement in this
litigation matter and paid $100 million. Pursuant to the seitlement. in October 2005, Time Warner paid $2.4 billion
into a settlement fund (the *MSBI Settlement Fund™) for the members of the class represented in the action. The
court issued an order dated April 6, 2006 granting final approval of the settlement, and the time to appeal that
decision has expired. In connection with the settlement, the $150 million previously paid by Time Warner into a
fund in connection with the settlement of the investigation by the U.S. Department of Justice ("DOJ7) was
transferred to the MSBI Settlement Fund. In addition, the $300 million the Company previously paid into an SEC
Fair Fund as a condition of the setilement of its SEC investigation will be distributed to investors through the MSBI
settlement process pursuant to an order issued by the U.S. District Court for the District of Columbia on July 11,
2006. The administration of the settlement is ongoing. The Company also established a reserve of $600 million in
the second quarter of 2005 related to the securities litigation, derivative actions and the Employee Retirement
Income Security Act ("ERISA™) actions other than the securities class action. Settlements have been reached in
many of these cases, including the ERISA and derivative actions.

During the fourth quarter of 2006, the Company established an additional reserve of $600 million related to its
remaining securilies litigation matters, bringing the total reserve for unresolved claims to approximately $620 mil-
lion at December 31, 2006. The prior reserve aggregating $3.0 billion established in the second quarter of 2005 had
been substantially utilized as a result of the settlements resolving many of the other shareholder lawsuits that had
been pending against the Company, including settlements entered into during the fourth quarter of 2006. During
February 2007, the Company reached agreements in principle to pay approximately $405 million to settle certain of
the remaining claims — amounts consistent with the estimates contemplated in establishing the additional reserve,
including approximately $400 million for which agrecment in principle was reached on February 14, 2007.
However, additional lawsuits remain pending, with plaintiffs in these remaining matters cluiming approximately
$3.0 billion in aggregated damages with interest. The Company has engaged in, and may in the future engage in,
mediation in an attempt to resolve the remaining cases. If the remaining cases cannot be resolved by adjudication on
summary judgment or by settlement, trials will ensue in these matters. As of February 22, 2007, the remaining
reserve of approximately $215 million reflects the Company's best estimate, based on the many related securities
litigation’ matters that it has resolved to date, of its financial exposure in the remaining lawsuits. The Company
intends to defend the remaining Jawsuits vigorously, including through trial. It is possible, however, that the ultimate
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resolution of these matters could involve amounts materially greater or less than the rematning reserve, depending
on various developments in these litigation matters.

Additionally, when the Company established the prior reserve of $3.0 billion in the sccond quarter of 2003, it
was unable 10 conclude at that time that it was probabie that there would be a deduction for a portion of such reserve
and, therefore, the Company established a tax reserve related 1o these matiers of approximately $230 miltion. After
review of an interpretation of tax law released by the Internal Revenue Service in the fourth quarter of 20086,
circumstances surrounding the Company's settlements of the consolidated securities class action and other
secutities litigations, applicable law and other factors, the Company has determined that amounts paid in
connection with such settlements should be fully deductible for tax purposes and no reserve is required.
Accordingly. during the fourth quarter of 2006, the Company reversed this tax reserve. The Company also believes
it is probable that the additional reserve established in the fourth quarter of 2006 is deductible.

The Company recognizes insurance recoveries when it becomes probable that such amounts will be received.
The Company recognized insurance recoveries of $57 million related to ERISA matters in 2006. In 2005, the
Company reached an agreement with the carriers on its directors and officers insurance policies in connection with
the securities and derivative action matters described above (other than the actions alleging violations of ERISA).
As a result of this agreement, in 2005, the Company recorded a recovery of approximately $206 million.

Government Investigations

As previously disclosed by the Company, the SEC and the DOJ had conducted investigations into accounting
and disclosure practices of the Company. Those investigations focused on advertising transactions, principally
involving the Company’s AOL segment, the methods used by the AOL segment to report its subscriber numbers and
the accounting related to the Company’s interest in AOL Europe prior to January 2002, Buring 2004, the Company
established $510 million in legal reserves related to the government investigations, the components of which are
discussed in more detail in the following puaragraphs.

The Company and its subsidiary, AOL, entered into a settlement with the DOJ in December 2004 that provided
for a deferred prosecution arrangement for a two-year period. In December 2006, in accordance with the deferred
prosecution arrangement, the DOJ’s complaint against AOL was dismissed. As part of the settlement with the DOJ,
in December 2004, the Company paid a penalty of $60 million and cstablished a $150 million fund, which the
Company could use to settle related securities litigation. During October 2005, the $150 million was transferred by
the Company into the MSBI Settlement Fund for the members of the class covered by the MSBI consolidated
sccunities class action described above under the heading “Amounts Related to Securities Litigation.”

In addition, on March 21, 2005, the Company announced that the SEC had approved the Compuny’s proposed
settlement with the SEC. In connection with the settiement, the Company paid a $300 million penalty in March
2005 that was not deductible for income tax purposes. As described above under the heading “‘Amounts Related to
Securities Litigation,” the $300 million will be distributed to investors in connection with the distribution of
proceeds from the settlement of the consolidated securities class action.

Pursuant to the SEC settlement, the Company restated its financial statements for each of the years ended
December 31, 2000 through December 31, 2003 to adjust the accounting for certain transactions related to its
historical accounting for Advertising revenues in certain transactions, primarily in the second half of 2000 and in
2001 and 2002, and its historical accounting for its investment in and consolidation of AOL Europe. [n addition, an
independent examiner was appointed to determine whether the Company’s accounting for certain additional
transactions was in conformity with GAAP. During the third guarter of 2006, the independent examiner completed
his review and, in accordance with the terms of the SEC settlement, provided a report to the Company’s audit and
finance committee of his conclusions. As a result of the conclusions, the Company’s consolidated financial results
were restated for each of the years ended December 31, 2000 through December 31, 2005 and for the three months

46




TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

ended March 31, 2006 and the three and six months ended June 30, 2006. The impact of the adjustments made was
reflected in amendments filed with the SEC on September 13, 2006.

RESULTS OF.QOPERATIONS
Changes in Basis of Presentation
Stock-Based Compensation

The Company has adopted the provisions of FAS 123R as of January 1, 2006. The provisions of FAS 123R
require a company to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. That cost is recognized in the statement of operations
over the period during which an employee is required to provide service in exchange for the award. FAS 123R also
amends FASB Statement No. 95, Statement of Cash Flows, to require that excess tax benefits, as defined, realized
from the exetcise of stock options be reported as a financing cash inflow rather than as a reduction of taxes paid in
cash flow from operations.

Prior to the adoption of FAS 123R, the Company had followed the provisions of FASB Statement No. 123,
Accounting for Stock-Based Compensation (“FAS 1237), which allowed the Company (o follow the intrinsic value
method set forth in Accounting Principles Board Opinion No. 25, Accounting for Stock Issued 1o Emplovees. and
disclose the pro forma effects on net income (loss) had the fair value of the equity awards been expensed. In
connection with adopting FAS 123R. the Company elected to adopt the modified retrospective application methed
provided by FAS 123R and, accordingly, financial statement amounts for all prior periods presented herein reflect
results as if the fair value method of expensing had been applied from the original effective date of FAS 123. The
Company also has made certain immaterial corrections o the amounts presented in prior years. Such corrections
involved recording approximately $58 million of tax expense related to deferred income 1axes on stock options for
the year ended December 31, 2005, and other corrections related to the expensing of stock options that had an
aggregate effect of approximately $70 million, net of tax, over the ten-year period ended December 31, 2002, and
approximately $20 million, net of tax. over the three-year period ended December 31, 2005 (Note 1).

Prior to the adoption of FAS 123R, the Company recognized stock-based compensation expensc for awards
with graded vesting by treating each vesting tranche as a separate award and recognizing compensation expense
ratably for each tranche. For equity awards granted subsequent to the adoption of FAS 123R. the Company treats
such awards as a single award and recognizes stock-based compensation expense on a straight-line basis (net of
estimated forfeitures) over the employee service period. Stock-based compensation expense is recorded in costs of
revenues or selling, general and administrative expense depending on the employee’s job function.

Additionally, when recording compensation cost for equity awards, FAS 123R requires companies to estimate
the number of equity awards granted that are expected to be forfeited. Prior to the adoption of FAS 123R, the
Company recognized forfeitures when they occurred, rather than using an estimate at the grant date and
subsequently adjusting the estimated forfeitures to reflect actual forfeitures. Accordingly, the Company recorded
a benefit of $25 million, net of tax, as the cumulative effect of a change in accounting principal upon the adoption of
FAS 123R in 2006, to recognize the effect of estimating the number of awards granted prior to January 1, 2006 that
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are not ultimately expected to vest, Total equity-based compensation expense recognized in 20106, 2005 and 2004
was as follows:
Total Equity-Based

Compensation™

Year Ended December 31,

2006 1005 2004
{millions)

AOL . e $ 41 S 57 3149
Cable . . e e i3 53 70
Filmed Entertainment . ... ... .. ... e 64 72 76
NetworKs. . ..o 41 62 86
Publishing . . . ... . . e 36 52 75
COrporale . .. ..ot e 48 60 118
Total . .. e $263 $356 $574

) “Total equity-based compensation includes expense recognized related Lo stock options. restricted stock and restricred stock un s,

Change in Accounting Principle for Recognizing Programming Inventory Costs at HBQ

Effective January 1. 2006. the Company changed its methodology for recognizing programming inventory
costs (for both theatrical and original programming) at its HBO division. Previously, the Company recognized
HBO’s programming costs on a straight-line basis in the calendar year in which the related programming first aired
on the HBO and Cinemax pay television services. Now the Company recognizes programming costs on a straight-
line basis over the license periods or estimated period of use of the related shows, beginning with the month of initial
exhibition. The Company concluded that this change in accounting for programming inventory costs was preferable
after giving consideration to the cumulative impact that marketplace and technological changes have had in
broadening the variety of viewing options and period over which consumers are now experiencing HBQO's
programming.

Since this change involves a revision to an inventory costing principle, the change is reflected retrospectively
for all prior periods presented, including the impact that such a change had on retained earnings for the earliest year
presented (Note 1).

Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans

On December 3t, 2006, the Company adopted the provisions of FASB Statement No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Benefits (“FAS 158"). FAS 158 addresses the
accounting for defined benefit pension plans and other postretirement benefit plans (“plans™). Specifically, FAS 158
requires companies to recognize an asset for a plan’s overfunded status or a liability for a plan’s underfunded status
as of the end of the company’s fiscal year, the offset of which is recorded, net of tax, as a component of accumulated
other comprehensive income in shareholders’ equity. As a result of adopting FAS 158, on December 31, 2006, the
Company reflected the funded status of its plans by reducing its net pension asset by approximately $655 million to
reflect actuarial and investment losses that had been deferred pursuant to prior pension accounting rules and
recording a comresponding deferred tax asset of approximately $240 million and a net after-tax charge of
approximately $415 million in accumulated other comprehensive income, net, in shareholders’ equity.

Reclassifications

Certain reclassifications have been made to the prior year's financial information to conform to the Decem-
ber 31, 2006 presentation.
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Recent Accounting Standards
Accounting for Sabbatical Leave and Other Similar Benefits

In June 2006, the Emerging Issues Task Force (“EITF”) reached a consensus on EITF lIssue No. 06-02,
Accounting for Sabbatical Leave and Other Similar Benefits (“EITF 06-02"). EITF 06-02 provides that an
employee’s right to a compensated absence under a sabbatical leave or similar benefit arrangement in which the
employee is not required to perform any duties during the absence is an accumulating benefit. Therefore, such
arrangements should be accounted for as a liability with the cost recognized over the service period during which
the employee earns the benefit. The provisions of EITF 06-02 became effective for Time Warner as of January 1,
2007 with respect to certain sabbatical leave and other employment arrangements that are similar to a sabbatical
leave and are expected to result in an increase to accumulated deficit of approximately $75 million ($46 million, net
of tax).

Income Statement Classification of Taxes Collected from Customers

Io June 2006, the EITF reached a consensus on EITF lssue No. 06-03, How Taxes Collected from Customers
and Remitted 10 Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net
Presentation) (“EITF 06-03"). EITF 06-03 provides that the presentation of taxes assessed by a governmental
authority that is directly imposed on a revenue-producing transaction between a seller and a customer on either a
gross basis (included in revenues and costs) or on a net basis (excluded from revenues) is an accounting policy
decision that should be disclosed. The provisions of EITF 06-03 became effective for Time Warner as of January 1,
2007. EITF 06-03 is not expected to have a material impact on the Company’s consolidated financial statements.

Accounting for Uncertainty in Income Taxes

In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109 (“FIN 487), which clarifies the accounting for uncertainty in income tax
positions. This Interpretation requires that the Company recognize in the consolidated financial statements the tax
benefits related to tax positions that are more likely than not to be sustained upon examination based on the
technical merits of the position. The provisions of FIN 48 became effective for Time Warner as of the beginning of
the Company’s 2007 fiscal year, The cumulative impact of this guidance is expected to result in a decrease to
accumulated deficit on January 1, 2007 of approximately $500 million.

Consideration Given by a Service Provider to Manufacturers or Resellers of Equipment

In September 2006, the EITF reached a consensus on EITF Issue No. 06-01, Accounting for Consideration
Given by a Service Provider to Manufucturers or Resellers of Equipment Necessary for an End-Customer to
Receive Service from the Service Provider (“EITF 06-017). EITF 06-01 provides that consideration provided to the
manufacturers or reseliers of specialized equipment should be accounted for as a reduction of revenue if the
consideration provided is in the form of cash and the service provider directs that such cash be provided directly to
the customer. Otherwise, the consideration should be recorded as an expense. EITF 06-01 will be effective for Time
Warner as of January 1, 2008 and is not expected to have a material impact on the Company’s consolidated financial
statements.

Quantifying Effects of Prior Years Misstatements in Current Year Financial Statements

In September 2006, the SEC issued SAB No. 108, Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements (“SAB 108™). SAB 108 requires that registrants
quantify errors using both a balance sheet and statement of operations approach and evaluate whether either
approach results in a misstated amount that, when all relevant quantitative and qualitative factors are considered, is
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material. SAB 108 became effective for Time Warner in the fourth quarter of 2006 and did not have a material
impact on the Company’s consolidated financial statements.

Fair Value Measurements

In September 2006, the FASB issued FASB Statement No. 157, Fair Value Measurements (“FAS 1577).
FAS 157 establishes a single authoritative definition of fair value, sets out a framework for measuring fair value, and
expands on required disclosures about fair value measurement. FAS 157 is effective for Time Warner on January 1,
2008 and will be applied prospectively. The provisions of FAS |57 are not expected to have a material impact on the
Company’s consolidated financial statements.

Fair Value Option for Financial Assets and Financial Liabilities

In February 2007, the FASB issued FASB Statement No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (“FAS 159”). FAS 139 permits companies to choose to measure, on an instrument-by-instru-
ment basis, financial instruments and certain other items at fair value that are not currently required to be measured
at fair value. The Company currently is evaluating whether to elect the option provided for in this standard. If
elected. FAS 159 would be effective for Time Warner as of January 1, 2008.

Significant Transactions and Other Items Affecting Comparability

As more fully described herein and in the related notes to the accompanying consolidated financial stalements,
the comparability of Time Warner’s rcsults from continuing operativns has been affected by certain significant
transactions and other items in each period as follows:

Year Ended December 31,

2006 2005 2004
(millions)

Amounts related to securities liigation and government investigations ... § (705) $(2,865) $(536)
Merger-related, restructuring and shutdown costs . ... ....... ... ..... (400) (117 (50)
ASSELIMPaiTMENtS. . ..o e e e 213 24 (10
Gainon disposal of assets, net. . . ... ... i, 796 23 21
tmpact on Operating Tncome (LOSS) . . .. .o oot e i e (522) (2,983 (579
Investment gains, net. . ... ... . e e 1,051 1,011 424
Gainon WMG Oplion . .. .. ... . e —_ 53 50
Impact on Other income, net. . ... .. ...t 1,051 1,064 474
Minority Interesl IMPact .. ... ...t e 27N — —
PrelaX IMIPACT . - . .o e 502 (1.919) (101
Income tax iIMpact .. ..., .. . e (428) 518 (73)
Afler-1ax IMPACL . . . o oo e e e $ 74 S(1,401) S(174)

The Company’s tax provision also includes certain items affecting comparability. These items include
approximately $i.4 billion of tax benefits related primarily to the realization of tax atiribute carryforwards of
$1.1 billion and the reversal of approximately $230 million of tax reserves associated with litigation settlements in
2006. $423 million of tax benefits related to changes in certain state tax laws and state tax methodologies and the
realization of tax auribute carryforwards in 2005, and a $110 million tax benefit associated with the realization of
tax attribute carryforwards in 2004,

50




TIME WARNER INC,
MANAGEMENT’S DISCUSSION AND ANALYSIS |
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

Amounts Related to Securities Litigation and Government Investigations

The Company recognized legal and other professional fees related to the SEC and DOJ investigations into
certain of the Company’s historical accounting and disclosure practices and the defense of various shareholder
lawsuits, as well as legal reserves, totaling $762 million, $3.071 billion and $584 million in 2006, 2005 and 2004,
respectively. In addition, the Company recognized insurance recoveries of $57 million, $206 million and
$48 million in 2006, 2005 and 2004, respectively.

Merger-related, Restructuring and Shutdown Costs

During the year ended December 31, 2006, the Company incurred restructuring costs of approximately
$295 million, primarily related to various employee terminations and other exit activities, including $222 million at
the AOL segment, $18 million at the Cable segment, $5 million at the Filmed Entertainment segment, $45 million at
the Publishing segment and $5 million at the Corporate segment. The total number of emiployees terminated across
the segments in 2006 was approximately 5,600, In addition, during the year ended December 31, 2006, the Cable
segment expensed approximately $38 million of non-capitalizable merger-related and restructuring costs associated
with the Adelphia Acquisition. The results for the year ended December 31, 2006 also include shutdown costs of
$114 million at The WB Network in connection with the agreement between Warner Bros, and CBS to form the new
fully-distributed national broadcast network, The CW. Included in the shutdown costs for the year ended
December 31, 2006 are charges related to terminating intercompany programming arrangements with other Time
Warner divisions, of which $47 million, respectively, has been eliminated in consolidation, resulting in a net pretax
charge of $67 million (Note 14),

During the year ended December 31, 2005, the Company incurred restructuring costs of approximately
$109 million primarily related to various employee terminations. including approximately 1,330 employees across
the segments. Specifically, the AOL and Cable segments incurred restructuring costs primarily related to various
employee terminations of $17 million and $35 million, respectively, which were partially offset by a $7 million and
a $1 million reduction in restructuring costs, respectively, reflecting changes in estimates of previously established
restructuring accruals. Additional restructuring costs, primarily related to various employee terminations, of
$33 million at the Filmed Entertainment segment, $4 million at the Networks segment and $28 million at the
Publishing segment were also incurred during 2005, In addition, during the year ended December 31, 2005, the
Cable segment expensed approximately $8 million of non-capitalizable merger-related costs associated with the
Adelphia Acquisition (Note 14).

During the year ended December 31, 2004, the Company incurred restructuring costs at the AOL segment
related to various employee terminations of $55 million, which were partially offset by a $5 million reduction in
restructuring costs, reflecting changes in estimates of previously established restructuring accruals. The total
number of employees terminated in 2004 was approximately 860 (Note 14).

Asset Impairments

During the year ended December 31, 2006, the Company recorded a noncash impairment charge of
approximately $200 million at the Networks segment to reduce the carrying value of The WB Network’s goodwill.
Refer to “Recent Developments” for further discussion. In addition, the Company recorded a $13 million noncash
asset impairment at the AOL segment related to asset writedowns and the closure of several facilities primarily as a
result of AOL’s revised strategy.

During the year ended December 31, 2005, the Company recorded a $24 million noncash impairment charge
related to goodwill associated with America Online Latin America, Inc. (“AOLA™), As previously disclosed, AOLA
had been operating under Chapter 11 of the U.S. Bankruptcy Code since June 2003 and has been in the process of
winding up its operations. On June 30, 2006. AOLA emerged from bankruptcy pursuant to a joint plan of
reorganization and liquidation. Under the plan, AOLA was reorganized into a liquidating limited liability company
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jointly owned by Time Warner (60%) and the Cisneros Group (40%). In partial satisfaction of debt and obligations
held by Time Warner or AOL, the assets representing the AOL Puerto Rico business were transferred to Time
Warner or AOL, as applicable, pursuant to the plan. '

During 2004, the Company recognized a $10 million impairment charge related to a building that was held for
sale at the AOL segment,

In the fourth quarter of each year, the Company performs its annual impairment review for goodwill and
intangible assets. The 2006, 2005 and 2004 annual impairment reviews for goodwill and intangible assets did not
result in any impairment charges being recorded (Note 1).

Gains on Disposal of Assets, Net

For the year ended December 31, 2006, the Company recorded a $769 million gain on the sales of AOL's
French and U.K. access businesses and a $2 million gain from the resolution of a previously contingent gain related
to the 2004 sale of Netscape Security Solutions (“NSS™) at the AOL segment, a gain of approximately $20 million at
the Corporate segment related to the sale of two aircraft and a $5 million gain on the sale of a non-strategic magazine
title at the Publishing segment.

For the year ended December 31, 2005, the Company recorded a $5 million gain related to the sale of a
property in California at the Filmed Entertainment segment, an approximate $5 million gain related to the sale of a
building and a $5 million gain from the resolution of previously contingent gains related to the 2004 sale of NSS at
the AOL segment and an $8 million gain at the Publishing segment related to the collection of a loan made in
conjunction with the Company’s 2003 sale of Time Life Inc. (“Time Life™), which was previously fully reserved due
to concerns about recoverability.

For the year ended December 31, 2004, the Company recognized a $13 million gain related to the sale of AOL
Japan and a $7 million gain related to the sale of NSS at the AOL segment and an $8 million gain at the Publishing
segment related to the sale of a building, partially offset by an approximate $7 million loss at the Networks segment
telated to the sale of the winter sports teams.

Investment Gains, Net

For the year ended December 31, 2006, the Company recognized net gains of $1.051 billion primarily related
to the sale of investments, including an $800 million gain on the sale of the Company’s investment in Time Warner
Telecom, a $157 million gain on the sale of the Company’s investment in the Theme Parks and a $51 million gain on
the sale of the Company’s investment in Canal Satellite Digital. For the year ended December 31, 2006, investment
gains, net also include $10 million of gains resulting from market fluctuations in equity derivative instruments.

For the year ended December 31, 2005, the Company recognized net gains of $1.011 billion primarily related
to the sale of investments, including a $925 million gain on the sale of the Company’s remaining investment in
Google, a $36 million gain, which had been previously deferred, related to the Company’s 2002 sale of a portion of
its interest in Columbia House and an $8 million gain on the sale of its 7.5% remaining interest in Columbia House
and simultaneous resolution of a contingency for which the Company had previously accrued. Investment gains
were partiaily offset by $16 million of writedowns to reduce the carrying value of certain investments that
experienced other-than-temporary declines in market value, including a $13 million writedown of the Company’s
investment in n-tv KG (“NTV-Germany™), 2 German news broadcaster. The year ended December 31, 2005 also
included $1 million of losses resulting from market fluctuations in equity derivative instruments.

For the year ended December 31, 2004, the Company recognized net gains of $424 million, primarily related to
the sale of investments, including a $188 million gain related to the sale of a portion of the Company’s interest in
Google and a $113 million gain related to the sale of the Company’s interest in VIVA Media AG (“VIVA”) and
VIVA Plus and a $44 million gain on the sale of the Company’s interest in Gateway Inc. (“Gateway”). Investment
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gains were partially offset by $135 million of writedowns to reduce the carrying value of certain investments that
experienced other-than-temporary declines in market value and $14 million of losses resulting from market
fluctuations in equity derivative instruments,

Gain (Loss) on WMG Option

For the year ended December 31, 2005, the Company recorded a $53 million net gain, reflecting a fair value
adjustment related to the Company’s option in Wamer Music Group (“WMG?”). For the year ended December 31,
2004, the Company recorded a 350 million fair value adjustment to increase the option’s carrying value (Note 4).

Minority Interest Impact

For the year ended December 31, 2006, income of $27 million was attributed to minority interest, which
primarily reflects Google's share of the gain on the sales of AOL's European access businesses net of restructuring
costs at the AOL segment.

Income Tax Impact

The income tax impact reflects the estimated tax or tax benefit from the items affecting comparability. Such
estimated taxes or tax benefits vary based on certain factors, including deductibility of the amounts and foreign tax
on gains, )

2006 vs. 2005
Consolidated Results

"Revenues. The components of revenues are as follows (millions):
Year Ended Decernber 31,

2006 2005 % Change

Subscription. .. ... .. e $23,702 $21,581 10%
Advertising .. ... .. e 8,515 7,564 13%
TCONEENE L . L e 10,769 12,075 (11%)
Other....... ... . ... e " 1,238 1,181 5%
Total revenues . ......... N $44,224 $42.,401 4%

The increase in Subscription revenues for the year ended December 31, 2006 was primarily related to increases
at the Cable and Networks segments, offset partially by a decline at the AOL segment. The increase at the Cable
segment was driven by the impact of the Acquired Systems, the continued penetration of advanced services
(primarily high-speed data services, digitat video services and Digital Phone), video price increases and growth in
basic video subscriber levels in the Legacy Systems. The increase at the Networks segment was due primarily to
higher subscription rates, an increase in the number of subscribers at Turner and HBO and the impact of the Court
TV acquisition. Revenues at the AOL segment declined primarily as a result of lower domestic AOL brand
subscribers and declines at AOL. Europe.

The increase in Advertising revenues for the year ended December 31, 2006 was due to growth across the
segments, primarily at the AOL. Cable and Networks segments. The increase at the AOL segment was due to growth
in sales of advertising run on third-party websites generated by Advertising.com and display and paid-search
advertising on AOL’s network of interactive properties and services. The increase at the Cable segment was due to
the Acquired Systems, primarily related to growth in local and national advertising, The increase at the Networks
segment was primarily driven by the impact of the Court TV acquisitton and higher CPMs (advertising cost per one
thousand viewers) and sellouts across Turner’s other networks, partly offset by a decline at The WB Network as a
result of lower ratings and the shutdown of the network on September 17, 2006,
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The decrease in Content revenues for the year ended December 31, 2006 was principally due to a decline at the
Filmed Entertainment segment, partially offset by an increase at the Networks segment. The decline at the Filmed
Entertainment segment was primarily driven by a decline in theatrical product revenues due to difficult comparisons
to 2005. The increase at the Networks segment was primarily due to HBO's domestic cable television sale of The
Sopranos.

Each of the revenue categories is discussed in greater detail by segment in “Business Segment Results.”

Costs of Revenues. For 2006 and 2005, costs of revenues totaled $25.175 billion and $24.408 billion,
respectively, and as a percentage of revenues were 57% and 58%, respectively. The improvement in costs of
revenues as a percentage of revenues related primarily to improved margins at the Filmed Entertainment segment.
The segment variations are discussed in detail in “Business Segment Results.”

Selling, General and Administrative Expenses. For 2006 and 2005, selling, general and administrative
expenses increased 1% to $10.560 billion in 2006 from $10.439 billion in 2005. The segment variations are

discussed in detail in “Business Segment Results.”

Amounts Related to Securities Litigation and Government Investigations. As previously discussed in
“Recent Developments,” the Company recognized legal and other professional fees, including legal reserves,
related to the SEC and DOJ investigations into certain of the Company’s historical accounting and disclosure
practices and the defense of various shareholder lawsuits totaling $762 million for the year ended December 31,
2006 and $3.071 billion for the year ended December 31, 2005. In addition, the Company recognized insurance
recoveries of $57 million for the vear ended December 31, 2006 and $206 million for the year ended December 31,

2003, respectively (Note |).

Reconciliation of Operating Income before Depreciation and Amortization to Operating Income.

The following table reconciles Operating Income before Depreciation and Amortization to Operating Income.
In addition, the table provides the components from Operating Income to Net Income for purposes of the

discussions that follow (millions):
Year Ended December 31,

2006 2005 % Change
Operating Income before Depreciation and Amortization . . . . .. $10,941 $7.112 54%
Depreciation . . .. .. ... . e (2,974) (2,541) 1 7%
AMOMUZALION. . o oottt et et e e e e (605) (587 3%
Operating INCOME . . ... ... . i 7,362 3.984 85%
Interest exXpense, Net . ... ...t e (1,675) (1,266) 32%
Other INCOME, MEL . ... vttt i it e e i e e e o 1,139 1,125 1%
Minority interest expense, Nel . ... ... i v e i (375) (244) 54%
Income before income taxes, discontinued operations and
cumulative effect of accounting change . ................ 6,451 3,599 T9%
Iicome tax provision. .. .. ... s (1,337 (1.051) 27%
Income before discontinued operations and cumulative effect of
accounting change. . ... ... .. L 5.114 2,548 1019
Discontinued operations, netof tax . ............ . ... ..., 1,413 123 NM
Cumulative effect of accounting change, net of tax . ......... 25 — NM
$ 6,552 $ 2,671 145%

et INCOMIE . o v e et et e et e et et et e et e e \

Operating Income before Depreciation and Amortization. Time Warner's Operating Income before
Depreciation and Amortization was $10.941 billion in 2006 compared to $7.112 billion in 2005. Excluding the
items previously discussed under “Significant Transactions and Other Items Affecting Comparability” totaling
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$522 millien and $2.983 billion of net expense for 2006 and 2005, respectively, Operating Income before
Depreciation and Amortization increased $1.368 billion principally as a result of growth at the Cable and Networks
segments, partially offset by a decline at the Filmed Entertainment and Publishing segments.

The segment variations are discussed in detail under “Business Segment Results.”

Depreciation Expense. Depreciation expense increased to $2.974 billion in 2006 from $2.541 billion in
2005. The increase in depreciation expense primarily related to an increase at the Cable segment primarily due to
the impact of the Acquired Systems and demand-driven increases in recent years of purchases of customer premise
equipment, which generally have a significantly shorter useful life compared to the mix of assets previously
purchased.

Amortization Expense. Amortization expense increased to $605 million in 2006 from $587 million in 2005.
The increase in amortization expense primarily related to the Cable segment driven by the amortization of
intangible assets associated with customer relationships acquired as part of the Adelphia/Comcast Transactions,
partially offset by a decrease at"the Publishing segment as a result of certain short-lived intangibles, such as
customer lists, becoming fully, amortized in the latter part of 2005.

Operating Income. Time Warner’s Operating Income increased to $7.362 billion in 2006 from $3.984 billion
in 2005. Excluding the items previously discussed under “Significant Transactions and Other Items Affecting
Comparability” totaling $522 million and $2.983 billion of net expense for 2006 and 2005, respectively, Operating
Income increased 3917 million. This amount reflects the changes in Operating Income before Depreciation and
Amortization, offset partially by the increase in depreciation expense as discussed above.

Interest Expense, Net. Interest expense, net, increased to $1.6735 billion in 2006 from $1.266 billion in 2005
reflecting higher average outstanding balances of borrowings as a result of the Company’s stock repurchase
program and the Adelphia/Comcast Transactions, increased interest rates on variable rate borrowings and lower
interest income on cash investments,

Other Income, Nef. Other income, net, detail is shown in the table below (miilions):

Year Ended

December 31,
2006 2005
INVESIMENT ZAINS, MEL . . - . o o i it e i et e it ettt e $1.051  $1,011
Gain on WMG OPLION. . .. oottt et et e — 53
Income from equity INVESIEES . . . . .. .. it 118 6l
Other . e e e (30) —
Other INCOME, NET. ... .. ottt $1,139  §1,125

The changes in investment gains, net, and the gain on the WMG option are discussed under “Significant
Transactions and Other Items Affecting Comparability.” Excluding the impact of these items, Other income, net,
increased primarily due to an increase in income from equity method investees, primarily due to an increase in the
profitability of TKCCP, as well as changes in the economic benefit of TWC’s partnership interest in TKCCP due to
the pending dissolution of the partnership. Beginning in the third quarter of 2006, the income from TKCCP reflects’
100% of the operations of the Kansas City Pool and does not reflect any of the economic benefits of the Houston
Pool. In addition, it reflecis the benefit from the allocation of all the TKCCP debt 10 the Houston Pool, which
reduced interest expense for the Kansas City Pool. This increase in equity income was partially offset by the absence
of Court TV equity income as a result of the consolidation of Court TV (an equity method investee of the Company
through December 31, 2005) retroactive to the beginning of 2006 as a result of the Company acquiring the
remaining 50% interest it did not already own in the second quarter of 2006,
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Minority Interest Expense, Net. Time Warner had $375 million of minority interest expense, net in 2006
compared to $244 million in 2005, The increase related primarily to the 5% minority interest in AOL issued to
Google in the second quarter of 2006, which includes Google's 5% share in the $769 million of gains recognized by
AOL on the sales of its France and U.K. access businesses, and to larger profits recorded by the Cable segment, in
which Comcast had an effective 21% minority interest until the closing of the Adelphia/Comcast Transactions on
July 31, 2006 and in which Adelphia received an approximate 16% minority interest upon such closing.

Income Tax Provision. Income tax expense from continuing operations was $1.337 billion for the year
ended December 31, 2006, compared 1o $1.051 billion for the year ended December 31, 2005. The Company’s
effective tax rate for continuing operations was 21% for the year ended December 31, 2006 compared to 29% for the
year ended December 31, 2005. In 2006, certain items affected the Company’s income tax provision, including the
recognition of tax attribute carryforwards of approximately $1.1 billion (including approximately $660 million for
the three months ended December 31, 2006, related primarily to the sale of AOL’s access businesses in the U.K. and
France) and the reversal in the fourth quarter of 2006 of approximately $230 million of tax reserves associated with
litigation settlements. Included in income taxes for the year ended December 31, 2005, were the favorable impact of
state tax law changes in Chio and New York, an ownership restructuring in Texas and certain other methodology
changes totaling approximately $350 million (approximately $100 million for the three months ended December 31,
2005), partially offset by the establishment of approximately $230 million in tax reserves related to the non-
deductibility of certain litigation settlements. Excluding these items, the effective tax rate increased for the year
ended December 31, 2006, primarily due to higher taxes attributable to foreign operations.

Income before Discontinued Operations and Cumulative Effect of Accounting Change. Income before
discontinued operations and cumulative effect of accounting change was $5.114 billion in 2006 compared to
$2.548 billion in 2005. Basic and diluted net income per share before discontinued operations and cumulative effect
of accounting change were $1.22 and $1.21 in 2006, respectively, compared to $0.55 and $0.54, respectively, in
2005. Excluding the items previously discussed under “Significant Transactions and Other ltems Affecting
Comparability” totaling $74 million of income and $1.401 billion of net expense in 2006 and 2005, respectively,
income before discontinued operations and cumulative effect of accounting change increased by $1.091 billion
primarily due to higher Operating Income, partially offset by higher interest expense, net and higher minority
interest expense, net as discussed above.

Discontinued Operations. The financial results for the years ended December 31, 2006 and 2005 included
the impact of treating the Transferred Systems, TWBG and Turner South as discontinued operations. [ncluded in the
results for 2006 are a pretax gain of approximately $165 million on the Transferred Systems and a tax benefit of
approximately $807 million comprised of a tax benefit of $814 million on the Redemptions, partially offset by a
provision of $7 million on the Exchange. The tax benefit of $814 million resulted primarily from the reversal of
historical deferred tax liabilities that had existed on systems transferred to Comcast in the TWC Redempiion. The
TWC Redemption was designed 1o qualify as a tax-free split-off under Section 355 of the Internal Revenue Code of
1986, as amended; and as a result such liabilities were no longer required. However, if the IRS was successful in
challenging the tax-free characterization of the TWC Redemption, an additional cash liability on account of taxes of
up to an estimated $900 million could become payable by the Company. For a discussion of risks related to certain
tax characterizations, sce “Risk Factors — Risks Relating to Time Warner’s Cable Business™ above.

Also included in 2006 are a pretax gain of approximately $129 million and a tax benefit of $21 million related
to the sale of Turner South and a pretax gain of approximately $207 million and a tax benefit of $24 million related
to the sale of TWBG. The tax benefits on the TWBG and Turner South transactions resulted primarily from the
release of a valuation allowance associated with tax attribute carryforwards offsetting the fax gains.

Cumulative Effect of Accounting Change, Net of Tax. The Company recorded a benefit of $25 million, net
of tax, as the cumulative effect of a change in accounting principle upon the adoption of FAS 123R in 2006, to
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recognize the effect of estimating the number of awards granted prior to Janvary t, 2006 that are not ultimately
expected to vest.

Net Income and Net Income Per Common Share. Net income was $6.552 billion in 2006 compared to
$2.671 billion in 2005. Basic and diluted net income per common share were $1.57 and $1.55. respectively. in 2006
compared to $0.57 for both in 2005.

Business Segment Results

AOL. Revenues, Operating Income before Depreciation and Amortization and Operating Income of the AOL
segment for the years ended December 31, 2006 and 2005 are as follows (millions):

Year Ended December 31,

2006 2005 % Change
Revenues:
Subscription .. ... ... e $5784 367955 (14%)
AdVETHISINg . .o e e e e 1,886 1.338 41%
Other. . o e 196 190 3%
Total FEVERUES. . .. . . . 7,866 8,283 (5%)
Costs of revenues'™ . . ... ... (3,673)  (3.816) (4%)
Selling, general and administrative™ ... ... ... ... .. .. ... ... (2.159)  (2.598) (17%)
Gain on disposa! of consolidated businesses. . ................ 771 i0 NM
ASSEt IMPAITITIENIS . . . ., L et e e e e ie e {13 (24) (46%)
Restructuning costs .. ... . ... e (222 {1 NM
Operating Income before Depreciation and Amortization .. ... ... 2,570 1,845 39%
Depreciation . ......... .. i e (503) (548) (8%)
AMOrIZalION. . . ... . e (144) (174) (179%)
Operating INCOME . . ... ... .. i, $1,923  $1,123 T1%

' Costs of revenues and selling, general and administrative expenses exclude depreciation,

The reduction in Subscription revenues reflects u decline in domestic Subscription revenues (from $4.993 bil-
lion in 2005 to $4.084 biilion in 2006) and a decline in Subscription revenues at AQL Europe (from $1.675 billion in
2005 to $1.632 billion in 2006). AOL’s domestic Subscription revenues declined due primarily to a decrease in the
number of domestic AOL brand subscribers and related revenues. The decline in AOL Europe’s Subscription
revenues wils driven by a decrease in dial-up Subscription revenues, the sale of AOL’s French access business in
October 2006 and the unfavorable impact of foreign currency exchange rates ($19 million). partiaily offset by an
increase in broadband and telephony revenues.

On August 2, 2006, AOL announced that it was implementing the next phase of its business strategy, which is
designed to accelerate AOL’s transition to a global web services company. A significant component of this strategy
is to permit access to most of AQL's services, including use of the AOL client software and an AQL, e-mail account,
without charge. Therefore, as long as an individual has a means Lo connect to the Internet, that person can access and
use most of the AOL services for free.

AOL continues to serve customers with dial-up Internet access in the U.S. by providing dial-up connectivity to
the Internet and customer service for subscribers. AQL also continues to develop and offer price plans with varying
service levels. In connection with the strategy announcement, AOL implemented new $25.90 and $9.95 price plans
in the U.S. with varying levels of dial-up access service, storage and other tools and services. However, AOL has
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substantially reduced its marketing and customer service etfforts previously aimed at attracting and retaining
subscribers to the dial-up AOL service.

The number of AOL brand domestic and European subscribers is as follows at December 31, 2006,
September 30, 2006, and December 31, 2005 (millions}):
December 31, September 30, December 31,

2006 2006 2005

Subscriber category:

" AOL brand domestic
S15and Over. ... .. i e 7.8 9.6 13.7
Under $15 .. ... . 54 5.6 5.8
Total AOL brand domestic. ... ... ... ......... L 15.2 19:2
AOL BUrope. . ..o oo et 2.3 3.5 g

AOL includes in its subscriber numbers individuals, households and entities that have provided billing
information and completed the registration process sufficiently to allew for an initial log-on to the AOL service.
Domestic subscribers to the AOL brand service include subscribers participating in introductory free-trial periods
and subscribers that are paying no or reduced monthly fees through member service and retention programs. Total
AOL brand domestic subscribers include free-trial and retention members of approximately 6% at both Decem-
ber 31, 2006 and September 30, 2006, and 11% at December 31, 2005. Individuals who have registered for the free
AOL service, including subscribers who have migrated from paid subscription plans. are not included in the AOL
brand domestic subscriber numbers presented above. As of December 31, 2006, AOL Europe subscriber numbers
exclude subscribers in France and the U.K., as the sales of the access operations in both of these countries were
completed in the fourth quarter of 2006. The remaining AOL Europe subscribers will be excluded from AOL's
subscriber numbers upon the closing of the sale of AOL’s German access business. '

The average monthly Subscription revenue per subscriber (“ARPU™) for each significant category of
subscribers, calculated as average monthly subscription revenue (including premium subscription services rev-
enues) for the category divided by the average monthly subscribers in the category for the applicable period, is as
follows:

Year Ended
_I)ecemher 31,
20062008
Subscriber category:
AOL brand domestic
15 and OVET. & . i e $23.00 $20.88
Under $15 L. e 12.14 13.21
Total AOL brand domestic. . . . .o vt i e e e 1418 18.97
AOL EUrOpe. . . it e e e e e 24.49 22.01

During the second quarter of 2006, AOL improved its methodology for attributing AOL brand domestic
Subscription revenues to the $15 and over per month and under $15 per month price plan categories. This
methodology improvement, which resulted from better system data, had no impact on total AOL brand domestic
ARPU for the year ended December 31, 2006. The impact of the improved methodology to the $15 and over per
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month and under $15 per month subscriber categories (as reflected in the table above), as compared to the ARPU
calculated for these categories under the old methodology, for the year ended December 31, 2006, is as follows:

Year Ended
December 31,
2006
Increase to $15 and over category - . . ... e $0.26
(Decrease} to under $15 category ............ e (0.48)

The decline in AOL brand domestic subscribers on plans priced $!5 and over per month resulted from a
number of factors, including the effects of AOL's revised strategy, which resulted in the migration of subscribers to
the free AQL service offering, declining registrations for the paid service in response to AOL’s reduced marketing
and retention campaigns and competition from broadband access providers. Further, during the period, subscribers
migrated from the premium-priced unlimited dial-up plans, to lower-priced plans, including the new $9.95 plans.

The decrease in AOL brand domestic subscribers on plans below $15 per month was driven principally by the
effects of AOL's revised strategy, which resulted in the migration of subscribers to the free AOL service offering.
This decrease was partially offset by the migration of subscribers from plans $15 and over per month to the plans
below $15 per month, primarily to the new $9.95 plans.

Excluding the impact of the methodology improvement discussed above, the $15 and over per month
subscriber category ARPU increased $1.86 in 2006, as compared to 2005. This increase was due primarily to the
price increases implemented by AOL late in the first quarter and continuing into the second quarter of 2006,
including the increase in the price of the $23.90 plan to $25.90, and an increase in the percentage of revenue
generating customers, partially offset by a shift in the subscriber mix to lower-priced subscriber price plans,
Premium subscription services revenues included in ARPU for the year ended December 31, 2006 and 2005 were
$85 million and $87 million, respectively. '

Excluding the impact of the methodology improvement discussed above, the under $15 per month subscriber
category ARPU decreased $0.59 in 2006 as compared to 2005, This decrease was due to a decrease in revenues
generated by members on limited plans who exceeded their free time and a shift in the subscriber mix to lower-
priced subscriber price plans, including the $9.95 plan, partially offset by an increase in the percentage of revenue
generating customers. Premium subscription services revenues included in ARPU for the year ended December 31,
2006 and 2005 were $31 million and $32 million, respectively.

The increase in total AOL brand domestic ARPU for the year ended December 31, 2006, as compared to the
similar period in the prior year, was due primarily to the price increases described above and an increase in the
percentage of revenue generating customers, partially offset by a shift in the subscriber mix to lower-priced
subscriber price plans. AOL brand domestic members on price plans under $15 was 41% of total AOL brand
domestic membership as of December 31, 2006 as compared to 30% as of December 31, 2005,

Untit the sale of AOL’s German access business is completed, AQL Europe will continue to offer a variety of
price plans, including bundled broadband, unlimited access to the AOL service using AOL's dial-up network and
limited access plans, which are generally billed based on actual usage. Refer to “Recent Developments™ for
additional information related to the divestitures of AOL’s French and U.K. access businesses and the pending
divestiture of AOL’s German access business. AQL Europe intends to operate its German access business in the
normal course until the sale transaction has closed.

The ARPU for European subscribers increased for the year ended December 31, 2006 primarily due to a shift
in subscriber mix from narrowband to broadband and an increase in telephony revenues. The ARPU in 2006 was
negatively impacted by the effect of changes in foreign currency exchange rates and broadband price reductions in
France, Germany and the U.K. due to increased competition.
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In addition 1o the AOL brand service, AOL has subscribers to other lower-priced services, both domestically
and internationally, inciuding the Netscape and CompuServe brands. These other brand services are not a
significant source of revenues.

Advertising revenues improved for the year ended December 31, 20006, due to increased revenues from growth
in sales of advertising run on third-party websites generated by Advertising.com and display and paid-search
advertising on AOL’s network of interactive properties and services. Revenues generated by Advertising.com and
paid-search revenues increased $196 million to $455 million and $139 million to $591 million. respectively. for the
year ended December 31, 2006 as compared to the year ended December 31, 2005. OFf the increase in
Advertising.com tevenues for the year ended December 31, 2006, approximately $122 million resulted from
an expansion in the relationship with a major customer in the second quarter of 2006. AOL expects Advertising
revenues to continue to increase during 2007 due to display and paid-search advertising on AOL’s network of
interactive properties and services and expected growth in sales of advertising run on third-party websites generated
by Advertising.com.

Other revenues primarily include revenues from licensing software for wireless devices, revenues generated by
the sale of modems (o customers in Europe in order to support high-speed access to the Internet, and revenues
generated from mobile messaging via wireless devices utilizing AOL's services. Other revenues increased slightly
for the year ended December 31, 2006 primarily due to higher revenue at AOL Europe from increased modem sales
and higher revenues from royalties associated with mobile messaging.

Costs of revenues decreased 4% and. as a percentage of revenues, was 47% in 2006 compared to 46% in 2005,
The decrease in cost of revenues related primarily to lower network-related expenses and product development
costs, partially offset by increases in traffic acquisition costs associated with advertising run on Advertising.com’s
third-party publisher network. Network-related expenses decreased 10% to $1.163 billion in 2006 from $1.292 bit-
lion in 2005, The decline in network-related expenses was principally attributable to lower usage of AOL’s dial-up
network associated with the declining dial-up subscriber base, improved pricing and network utilization and
decreased levels of long-term fixed commitments, The decline in network costs was partially offset by $26 million
of service credits at AOL Europe in 2005.

The decrease in selling, general and administrative expenses reflects a decrease in direct marketing costs of
$503 million, primarily due to reduced subscriber acquisition marketing as part of AOL’s revised strategy, lower
employee incentive compensation, including lower current year accruals due to headcount reductions and the
reversal of previously established accruals that are no longer required, and other cost savings initiatives. The year
ended December 31, 2005 included $23 million of benefits related to the favorable reselution of European value-
added tax matters.

As previously discussed under “Significant Transactions and Other Items Affecting Comparability.” the 2006
results include $222 million in restructuring charges, primarily related to employee terminations, contract
terminations, asset write-offs and fucility closures, a $13 million noncash asset impairment charge related to
asset writedowns and the closure of several facilities primarily as a result of AOL's revised strategy. a $769 million
gain on the sales of AOL’s French and U.K. access businesses and a $2 million gain from the resolution of a
previously contingent gain related to the 2004 sale of NSS. The 2005 results include $17 million in restructuring
charges, primarily related to a reduction in headcount associated with AOL’s efforts to realign resources more
efficiently, partially offset by a $7 million reduction in restructuring charges, reflecting changes in previously
established restructuring accruals. In addition, the 2005 results also reflected an approximate $3 million gain on the
sale of a building, a $5 million gain from the resolution of previously contingent gains related to the 2004 sale of
NSS and a $24 million noncash goedwill impairment charge related to AOLA.

The increases in Operating Income before Depreciation and Amortization and Operating Income are due
primarily to the gain on the sales of the French and U.K. access businesses, higher Advertising revenues and lower
costs of revenues and selling. general and administrative expenses, partially offset by lower Subscription revenues
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and higher restructuring costs. Excluding the gain on the sales of the French and U.K. access businesses, Operating
Income before Depreciation and Amortization included an $82 million decline at AOL Europe in 2006 compared to
2005, reflecting a decline in revenues and higher costs, including restructuring costs. In addition, the increase in
Operating Income reflected lower depreciation expense as a result of a decline in network assets due to membership
declines.

In connection with AOL'’s strategy, including its proactive reduction of subscriber acquisition efforts. AOL.
expects to continue to experience a decline in its subscribers and related Subscription revenues. In addition, in the
upcoming year, AOL expects to continue to reduce its costs of revenues, such as dial-up network and customer
service, and selling, general and administrative costs. The restructuring actions associated with this phase of the
strategy will likely be finalized in 2007, and are expected to result in additional restructuring and related charges in
2007 ranging from $35 million to $70 million. The Company anticipates that, excluding the gains on the sales of
AOL’s European access businesses, the AOL segment’s Operating Income before Depreciation and Amortization
and Operating Income will increase in 2007.

As discussed in more detail in “Recent Developments,” consistent with its strategy, in October and December
2006, respectively, AOL Europe completed the sales of its French and U.K. access businesses and entered into
separaie agreements to provide ongoing web services, including content, e-mail and other online tools and services,
to the respective purchasers of these businesses. [n September 2006, AOL Europe also entered into an agreement to
sell its German access business and will enter into a separate agreement to provide ongoing web services to the
purchaser of this business upon the closing of the sale, which is expected to be completed in the first quarter of 2007.

As a result of the historical interdependency of AOL's European access and audience businesses, the historic
cash flows and operations of the access and audience businesses are not clearly distinguishable. Accordingly, AOL’s
European access businesses have not been reflected as discontinued operations in the accompanying consolidated
financial statements.

Cable. As previously discussed, on July 31, 2006, the Company completed the Adelphia/Comcast Trans-
actions and began consolidating the results of the Acquired Systems. The Transferred Systems have been reflected
as discontinued operations for all periods presented and, accordingly, are not included in the Cable segment
financial information presented below. Revenues, Operating Income before Depreciation and Amortization and
Operating Income of the Cable segment for the years ended December 31, 2006 and 2005 are as follows (millions):

Year Ended December 31,

2006 2005 % Change

Revenues: '
Subscription ... ... ... . 311,103 $8313 34%
Advertising. ... ... ... e 664 499 33%
Total revenues . . ... ... ... ... . . . ... AP 11,767 8,812 34%
Costs of revenues™ .. ... ... (5,356) (3,918) 37%
Selling, general and administrative™ . . ... ... .. ... . ... ... (2,126 (1,529 39%
Merger-related and restruCtUring COSES . . ... oo vvvervn ..., (56) (42) 33%
Operating Income before Depreciation and Amortization .. ...... 4,229 3,323 27%
Depreciation. ...... R (1,883)  (1,465) 29%
Amortization . .. ... L (167} (72) 132%
Operaling InCOmME ., . ... ...ttt e et e $ 2,179 $1,786 22%

@ Costs of revenues and selling, general and administrative expenses exclude depreciation.
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The components of Subscription revenues are as follows (millions):
Year Ended December 31,

2006 2005 % Change

Subscription revenues:
Video™ L $ 7,632 $6.044 26%
High-speed data®™ ... ... .. ... ... ... ...l 2,756 1,997 38%
Digital Phone!® . ... L 715 272 163%
Total SubscTIption FEVENUES . ... .. vt it e i e ane e $11,103  $8.313 34%

' Video revenues in the Acquired Systems were $1,163 billion in 2006.
I

High-speed data revenues in Lhe Acquired Systems were $321 million in 2006.

“) Digital Phone revenues included approximately $27 million of revenues associated with subscribers acquired from Comgeast who received traditional, cireuit-
switched 1clephone service in 2006, As of December 31, 2006, Digital Phone service was only available on a limited Thasis in portions of the Acquired Systems,
TWC continues to provide traditional, cirenit-switched services to those subscribers and wili continue to do so for seme period of time, while simultancously
marketing Digital Phone to those customers. After some period of time, TWC intends 10 discontinue the circuit-switched offering in accordance with regulatory
requirements, at which time the only voice services provided by TWC in those systems will be Digital Phone service.

As previously reported, Adelphia and Comcast employed methodologies that differed slightly from those used
by TWC to determine subscriber numbers. As of September 30, 2006, TWC had converted subscriber numbers for
most of the Acquired Systems to TWC’s methodology. During the fourth quarter of 2006, TWC completed the
conversion of such data, which resulted in a reduction of approximately 46,000 basic video subscribers in the
Acquired Systems. Subscriber numbers are as follows (thousands):

Consolidated Subscribers Managed Subscribers™
as of December 31, as of December 31,
2006 2005 % Change 2006 2005 % Change
Subscribers:
Basic video™ .. ... ... ... ... 12,614 8,603 47% 13402 9,384 43%
Digital video™. ... ..... ... ... 6,938 4,294 62% 7,270 4,595 58%
Residential high-speed data® . . . .. 6270 3,839 63% 6,644 4,141 60%
Commercial high-speed data® . . .. 230 169 36% 245 183 34%
Digital Phone® .. ... ....... ... 1,719 913 88% 1,860 998 86%

) Managed subscribers include TWC's consolidated subscribers and subsgribers in the Kansus City Pool of TKCCP thal TWC reccived on January 1, 2007 in the
TKCCP assel disiribution. Starting January 1, 2007, subseribers in 1he Kansas City Pool will be included in consolidated subscriber resulis. Refer to “Recent
Developments™ for further discussion.

™ Basic video subscriber numbers reflect billable subscribers who receive basic video service.

) Digital video subscriber numbers reflect billable subscribers who receive any level of video service via digital technology:

@ High-speed data subscriber numbers reflect billable subscribers who receive TWC's Road Runner high-speed data service or any of the other high-speed data

services offered by TWC,
‘b Digita) Phone subscriber numbers reflect billable subscribers who reccive IP-based telephony service. Digital Phone subscribers exclude subscribers acquired
from Comcast in the Exchange whe receive traditional, circuit-switched telephone service (which totaled approximately 106,000 consolidated subscribers at

December 31, 2006).

Subscription revenues increased, driven by the impact of the Acquired Systems, the continued penetration of
advanced services (primarily high-speed data services, digital video services and Digital Phone), video price
increases and growth in basic video subscriber levels in the Legacy Systems. Aggregate revenues associated with
TWC’s digital video services, including digital tiers, Pay-Per-View, VOD, SVOD and DVRs, increased 41% to
$1.027 billion in 2006 from $727 million in 2005. Strong growth rates for high-speed data service and Digital Phone
revenues are expected to continue into 2007.

Advertising revenues increased as a result of the Acquired Systems, primarily due to growth in local and
national advertising. Advertising revenues in the Acquired Systems were $137 million in 2006.

62




TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

Costs of revenues increased 37%, and, as a percentage of revenues, were 46% in 2006 compared to 44% in
2005, The increase in costs of revenues is primarily refated to the impact of the Acquired Systems as well as
increases in video programming costs, employee costs and Digital Phone costs. The increase in costs of revenues as
a percentage of revenues reflects the items noted above and lower margins for the Acquired Systems. Video
programming costs increased 34% to $2.523 bitlion in 2006 due primarily to the impact of the Acquired Systems,
higher sports network programming costs, the increase in video subscribers and non-sports-related contractual rate
increases. Employee costs increased primarily due to the impact of the Acquired Systems, salary increases and
higher headcount resulting from the roll-out of advanced services, partially offset by an approximate $32 million
benefit (with an additional approximate $8 million benefit recorded in selling, general and administrative expenses)
related to both changes in estimates and a correction of prior period medical benefit accruals. Digital Phone costs
increased approximately $187 million to $309 million primarily due to growth in Digital Phone subscribers.

The increase in selling, general and administrative expenses is primarily the result of higher employee,
marketing and other administrative costs due to the impact of the Acquired Systems, increased headcount and
higher costs resulting from the continued roll-out of advanced services and salary increases.

As previously discussed under “Significant Transactions and Other Items Affecting Comparability,” during
2006 and 2005 the Cable segment expensed non-capitalizable merger-related and restructuring costs associated
with the Adelphia/Comcast Transactions of approximately $38 million and $8 million, respectively. Such costs are
expected to continue into 2007. In addition, the results for 2006 include approximately $18 million of other
restructuring costs, primarily due to a reduction in headcount resulting from continuing efforts to reorganize TWC's
operations in a more efficient manner. The results for 2005 included $35 million of restructuring costs, primarily
associated with the early retirement of certain senior executives and the closing of several local news channels,
partially offset by a $1 million reduction in restructuring charges, reflecting changes in previously established
restructuring accruals, These restructuring activities are part of TWC’s broader plans to simplify its organizational
structure and enhance its customer focus. TWC is in the process of executing these initiatives and expects to incur
additional costs as these plans continue to be implemented throughout 2007.

Operating [ncome before Depreciation and Amortization increased principally as a result of the impact of the
Acquired Systems and revenue growth (particularly growth in high margin high-speed data revenues), partially
offset by higher costs of revenues and selling, general and administrative expenses, as discussed above.

Operating Income increased primarily due to the increase in Operating Income before Depreciation and
Amortization described above, partially offset by an increase in depreciation expense and amortization expense.
Depreciation expense increased primarily due to the impact of the Acquired Systems and demand-driven increases
in recent years of purchases of customer premise equipment, which generally has a significantly shorter useful life
compared 1o the mix of assets previously purchased. Amortization expense increased as a result of the amortization
of intangible assets associated with customer relutionships acquired as part of the Adelphia/Comcast Transactions.

As a result of the impact of the Adelphia Acquisition and the consolidation of TKCCP. beginning January 1,
2007, the Company anticipates that Operating Income before Depreciation and Amortization and Operating Income
will increase during 2007. Refer to Note 2 in the accompanying consolidated financial statements for certain pro
forma information presenting the Company’s financial results as if the Adelphia/Comcast Transactions had
occurred on January 1, 2005 and selected operating statement information for the Kansas City Pool for the years
ended December 31, 2006 and 2005,
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Filmed Entertainment. Revenues, Operating Income before Depreciation and Amortization and Operating
Income of the Filmed Entertainment segment for the years ended December 31, 2006 and 2005 are as follows

(millions): .
Year Ended December 31,
2006 2005 % Change

Revenues:

SUbSCHpLION . . . .ot e 5} 4 5 — NM

Advertising . ..., .. .. 23 4 NM

[0+ 11 (= 1| S A 10,314 11,704 (12%)

OUHET . . e e e e e e e e 274 216 27%
TOtal TEVEIUES + & o v o e et ettt e et e e et e e et 10,625 11,924 (11%)
Costs of revenues™ ... .. (7,973) - (9.091) (12%)
Selling, general and administrative™. .. .. ... ... ... .. ... (L5111}  (1,574) (4%)
Gainonsale of assets. . .. ... . .. e — 5 NM
Restructuring Costs. . .. . ...ttt e (5) (33} (85%)
Operating Income before Depreciation and Amortization. . ... ... 1,136 1,231 (8%)
Depreciation .. ... ... .0 i i (139) (121) 15%
AMOMIZAION .« . ottt e e et ettt e e e e (213) (225) (5%)
Operating InCOME . ... ... i, $§ 784 3 885 (119)

) Costs of revenues and selling, general and administrative expenses exclude deprecisation.

Content revenues include theatrical product (which is content made available for initial airing in theaters),
television product (which is content made available for initial airing on television), and consumer products and
other. The components of Content revenues for the years ended December 31, 2006 and 2005 are as follows

(millions):
Year Ended December 31,
2006 2005 % Change
Theatrical product:
Theatrical fitm . .. ... . e $ 1363 § 1,868 27%)
Television licensing . .. ... .. i 1,716 1,791 (4%)
Home video . .. oo e e 3,026 3,709 {18%)
Total theatrical product. . . ... ... ... i 6,105 7,368 (17%)
Television product:
Television licensing ... ... ... i i 2,747 2,658 3%
Home video . . .. oottt e it et e e 971 1,188 (18%)
Total television product .. ... . ... .. . Lo Lo 3,718 3,846 (3%)
Consumer products and other ... ... .. .......... ... . .... 491 490 —
Total CONENt TEVENUES . . . . o v v o e et it a e et et e neee e s $10,314  $11,704 (12%0)

The decline in theatrical film revenues was due primarily to difficult comparisons to 2005, which included a
greater number of box office hits, including Harry Potter and the Goblet of Fire, Charlie and the Chocolate Factory,
Batman Begins and Wedding Crashers, compared to the 2006 releases of Superman Returns, Happy Feet and The
Departed. The-decrease in theatrical product revenues from television licensing primarily related to the timing and

64




TIME WARNER INC,
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

quantity of availabilities in 2005, including the first three Harry Potter films and other significant titles. Home video
sales of theatrical product declined primarily due to difficult comparisons to 2005, which included a greater number
of significant home video releases, including The Polar Express, Banman Begins and Charlie and the Chocolate
Factory, as well as the release of Harry Potter and the Prisoner of Azkaban in most international territories. Home
video releases in 2006 included Harry Potter and the Goblet of Fire, Superman Returns and Wedding Crashers.

License fees from television product increased primarily due to higher revenue from international television
syndication availabilities. The decline in home video sales of television product reflects difficult comparisons to the
prior year, which included a greater number of significant titles released in this format, including Friends and
Seinfeld.

The decrease in costs of revenues resulted primarily from lower film costs ($4.673 billion in 2006 compared to
$5.359 biilion in 2005) and lower advertising and print costs resulting from the quantity and mix of films released.
Included in film costs are pre-release theatrical valuation adjustments, which increased to $257 million in 2006
from $192 million in 2005. Costs of revenues as a percentage of revenues was 75% and 76% in 2006 and 2005,
respectively, reflecting the quantity and mix of product released.

Selling, general and administrative expenses decreased primarily due to lower distribution fees and the impact
of cost saving initiatives.

As previously discussed in ““Significant Transactions and Other ltems Affecting Comparability,” 2006 results
include $5 million of restructuring charges as a result of changes in estimates of previously established restructuring
accruals. In addition, the 2003 results include approximately $33 million of restructuring charges, primarily related
to a reduction in headcount associated with efforts to reorganize resources more efficiently and a $5 million gain
related to the sale of property in California.

Operating Income before Depreciation and Amortization and Operating Income decreased due to a decline in
revenues, discussed above, partially offset by a decline in costs of revenues and selling, general and administrative
expenses. Operating Income before Depreciation and Amortization and Operating Income in 2006 reflects a benefit
of $42 million from the sale of certain international film rights.

The Company anticipates declines in Operating Income before Depreciation and Amortization and Operating
Income at the Filmed Entertainment segment in the first half of 2007 compared to the same period in 2006,
reflecting difficult comparisons, primarily related to theatrical product, which will be offset by growth in the second
half of 2007. *
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Networks. Revenues, Operating Income before Depreciation and Amortization and Operating Income of the
Networks segment for the years ended December 31, 2006 and 2005 are as follows (millions):

Year Ended December 31,

2006 2005 % Change

Revenues:

SUbSCHIPHON . . ... e $ 5,868 § 5,370 9%

AdVertiSINg . . ... 3,182 - 3,071 4%

0] 1115 11 1,092 1,022 7%

Other .. 131 107 22%
Total TEVENUES . . . et e e e e 10,273 9,570 7%
Costs of revenues™ .. ... ... (4.975) (4,690 6%
Selling, general and administrative™ . .. ... ... ... ... ... .. (1,958)  (1,934) 1%
ASSE IMPAIMMEnts . ...t i it e (200) — NM
Shutdown and restructuring costs .. ....................... (114) (4) NM
Operating Income before Depreciation and Amortization . .. ... .. 3,026 2,940 3%
Deprecialion. . . ..ottt e i (286) (238) 20%
AMOTtiZation . . ... e e et e e et (17 (23) (26%)
Operating INCOME . . .. ..ottt e e e e $ 2723 $2679 2%

@ Costs of revenues and selling, general and administrative expenses exclude depreciation.

As previously discussed in “Recent Developments,” on May 12, 2006, the Company acquired the remaining
50% interest in Court TV that it did not already own from Liberty for $697 mitlion in cash, net of cash acquired. As
permitted by GAAP, Court TV results have been consolidated retroactive to the beginning of 2006. During 2006.
Court TV contributed revenues of $253 million and Operating Income of $31 million to the Networks segment.

The increase in Subscription revenues was due primarily to higher subscription rates, an increase in the number
of subscribers at Turner and HBO and the impact of the Court TV acquisition. Included in the 2005 results was a
$22 million benefit from the resolution of certain contractual agreements at Turner,

The increase in Advertising revenues was driven primarily by the impact of the Court TV acquisition
($164 million) and higher CPMs {(advertising cost per thousand viewers) and sellouts across Turner’s other
networks, partially offset by a decline at The WB Network as a result of lower ratings and the shutdown of the

network on September 17, 2006.

The increase in Content revenues was primarily due to HBO's domestic cable television sale of The Sopranos,
partially offset by lower syndication sales of Sex and the City and the absence of licensing revenues from Everybody
Loves Raymond, which ended its broadcast network run in 2005.

Costs of revenues increased 6%, and, as a percentage of revenues, were 48% and 49% in 2006 and 2005,
respectively. The increase in costs of revenues was primarily attributable to an increase in programming costs.
Programming costs increased 5% to $3.453 billion in 2006 from $3.302 billion in 2(05. The increase in
programming expenscs was primarily due to the impact of the Court TV acquisition, including a write-off of
approximately $19 million associated with the termination of certain programming arrangements, higher original
and acquired programming costs at Turner and HBO and an increase in sports programming costs, particularly
related to NBA programming at Turner, partially offset by a decline in programming costs at The WB Network as a
result of the shutdown of the network on September 17, 2006.
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Selling, general and administrative expenses increased slightly primarily due to the impact of the Court TV
acquisition, partially offset by decreases at The WB Network as a result of the shutdown of the network on
September 17, 2006.

As previously discussed in “Significant Transactions and Other [tems Affecting Comparability,” the 2006
- results include The WB Network shutdown costs of $114 million, including $87 million related to the termination of
certain programming arrangements (primarily licensed movie rights), $6 million related 10 employee terminations
and $21 million related to contractual settlements. Included in the costs to terminate programming arrangements is
$47 million of costs related to terminating intercompany programming arrangements with other Time Warner
divisions (e.g., New Line) that have been eliminated in consolidation, resulting in a net charge related to
programming arrangements of $40 million. The 2006 results also include a noncash impairment charge of
approximately $200 million to reduce the carrying value of The WB Network’s goodwill. Refer to “Recent
Developments™ for further discussion.

Operating Income before Depreciation and Amortization and Operating Income increased primarily due to an
increase in revenues, partially offset by the noncash impairment charge to reduce the carrying value of The WB
Network’s goodwill, the shutdown costs at The WB Network and higher costs of revenues, as described above.

Publishing. Revenues, Operating Income before Depreciation and Amortization and Operating Income of
the Publishing segment for the years ended December 31, 2006 and 2005 are as follows (millions):

Year Ended December 31,

2006 2005 % Change

Revenues:

SubsSCHIpON . ..o e e $1,615 § 1,633 (1%)

AdvertisSing . .. ... ... e 2,879 2,828 2%

L0 113 1T 81 95 (15%)

Other. . ... .. . 674 722 (7%)
Total FeVEnUES . o . o ettt e e 5,249 5,278 (19}
Costs of revenues™ . . . ... L (2,100)  (2,125) (1%)
Selling, general and administrative®™ . .. ... ... ... . . L. (2,019) (2,012 —
Gainonsaleofassers . ..., ... ... ... . ... 5 8 (38%)
Restructuring COSIS . . ..o\t i it e et (45) (28) 61%
Operating Income before Depreciation and Amortization . ....... 1.090 1,121 {3%)
Depreciation . . ... e e (115) (125) (8%
AMOTHZAON . .\ o\ ettt e e et e e e e e e e (64) (93)  (31%)
Operating Income . . ... . ... ... .. i $ 911 $ 903 1%

@ Caosts of revenues and selling, general and administrative expenses exclude depreciation.
Subscription revenues declined slightly primarily as a result of the unfavorable effects of foreign currency
exchange rates aL IPC and the closure of Teen People in September 2006.

Advertising revenues increased due primarily to growth in online Advertising revenues, partially offset by a
decrease in print Advertising revenues. Oaline Advertising revenues increased, reflecting contributions from
CNNMoney.com, Sl.com and People.com. Print Advertising revenues decreased, reflecting declines at several
magazines, partially offset by contributions from the August 2005 acquisition of Grupo Editorial Expansién
(“GEE"), higher Advertising revenues at certain magazines, including People and Real Simple, and improved
contributions from recent magazine launches.
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Other revenues decreased due primarily to declines at Synapse, a subscription marketing business, Southern
Living At Home and licensing revenues from AOL.

Costs of revenues decreased 1% and, as a percentage of revenues, were 40% for both 2006 and 2005. Costs of
revenues for the magazine publishing business include manufacturing costs {paper, printing and distribution) and
editorial-related costs, which together decreased 1% to $1.842 billion in 2006 primarily due to editorial-related and
print cost savings. The decrease in costs of revenues was partially offset by increased costs associated with
investments in digital properties.

Selling, general and administrative expenses remained essentially flat primarily due to an increase in
advertising and marketing costs, principally related to the inclusion of GEE and costs associated with the
investment in digital properties, partially offset by cost savings initiatives, the favorable effects of foreign currency
exchange rates at [PC and the closure of Teen People.

As previously discussed in “Significant Transactions and Other lems Affecting Comparability,” the 2006
results include $45 million of restructuring costs, primarily associated with continuing efforts to streamline
operations and a $5 million gain on the sale of a non-strategic magazine title. In lanuary 2007, Time Inc. further
reduced headcount, which will result in additional restructuring charges ranging from $20 million to $30 million.
The 2005 results reflect an $8 million gain related to the collection of a loan made in conjunction with the
Company’s 2003 sale of Time Life, which was previously fully reserved due to concerns about recoverability, and
approximately $28 million of restructuring costs, primarily related to a reduction in headcount associated with
efforts to reorganize resources more efficiently.

Operating Income before Depreciation and Amortization decreased primarily due to a decline in revenues and
an increase in restructuring charges of $17 million, partially offset by a decrease in costs of revenues. Additicnally,
Operating Income before Depreciation and Amortization reflects $31 million of lower start-up losses on magazine
launches for 2006,

Operating Income increased slightly primarily due to a decline in amortization expense as a result of certain
short-lived intangibles, such as customer lists, becoming fully amortized in the latter part of 2003, partially offset by
amortization from certain indefinite-lived trade names being assigned a finite life beginning in the first quarter of
2006 and the decline in Operating Income before Depreciation and Amortization discussed above.

As discussed in “Recent Developments,” on January 25, 2007, the Company announced an agreement with
Bonnier to sell Time Inc.’s Parenting and Timed4 Media magazine groups, consisting of 18 of Time Inc.’s smaller
niche magazines. The transaction, which is subject 1o customary closing conditions, is expected to close in the first
quarter of 2007, For the year ended December 31, 2006, the Parenting and Time4 Media magazine groups had
revenues and Operating Income of approximately $260 million and $20 million, respectively.

As discussed in “Recent Developments,” on March 31, 2006, the Company sold TWBG to Hachette for
$524 million in cash, resulting in a pretax gain of approximately $207 million after taking into account selling costs
and working capital adjustments. TWBG has been reflected as discontinued operations for all periods presented.
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Corporate. Operating Loss before Depreciation and Amortization and Operating Loss of the Corporate
segment for the years ended December 31, 2006 and 2005 are as follows (millions):

Year Ended December 31,

2006 2005 % Change
Amounts related 1o securities litigation and govemment
INVESHZAIONS. . 4\t i o s i e ettt e $ (705) $(2,865) (75%)
Selling. general and administrative®™ ... (406) (474) (14%)
Gainonsale of assets ... ... ... . . .. e 20 — NM
Restructuring CoStS . . . .. ittt e e e e e (5) —_— NM
Operating Loss before Depreciation and Amortization .. ... .. .. (1,096) (3,339) (67%)
Depreciation . . ... ... ..t (48) (44) 9%
Operating Loss . ... ... . i i $(1,144)  $(3,383) (66%)

2 Selling, general and administrative expenses exclude depreciation.

As previously discussed, the Company recognized legal and other professional fees, including legal reserves,
related to the SEC and DOJ investigations into certain of the Company’s historical accounting and disclosure
practices and the defense of various shareholder lawsuits totaling $762 million and $3.071 billion in 2006 and 2003,
respectively. In addition, the Company recognized insurance recoveries of $57 million and $206 million in 2006 and
2005, respectively. Legal and other professional fees are expected to continue to be incurred in future periods,

As previously discussed under “Significant Transactions and Other ltems Affecting Comparability,” the 2006
results include approximately $5 million of restructuring costs and a gain of approximately $20 million on the sale
of two aircraft.

Excluding the items discussed above, Operating Loss before Depreciation and Amortization and Operating
Loss decreased due primarily to decreased compensation costs, including equity-based compensation expense, and
a tax credit, which was not income tax related.

2005 vs. 2004
Consolidated Results

Revenues. The components of revenues are as follows (mitlions):
Year Ended December 31,

2005 2004 % Change
SUbSCHPLON. . .. L. e e $21,581  $21,027 3%
Advertising . . ... .. ... .. e e e 7.564 6,904 10%
COneNt . . . e 12,075 11,904 1%
Other. .o e e 1,181 1,158 2%
TOtal TEVENUES . . . . ottt ettt et et e et e e $42,401 340,993 3%

The increase in Subscription revenues primarily related to increases at the Cable and Networks segments,
offset partially by a decline at the AOL segment. The increase at the Cable segment was principaily due to the
continued penetration of advanced services (primarily high-speed data, advanced digital video services and Digital
Phone) and video rate increases. The increase at the Networks segment was due primarily to higher subscription
rates at Turner and HBO and, to a lesser extent, an increase in the number of subscribers at Turner and HBO. The
AOQOL segment declined primarily as a result of lower domestic AOL brand subscribers.
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The increase in Advertising revenues was primarily due to growth at the AOL, Networks and Publishing
segments. The increase at the AOL segment was due primarily to revenues associated with Advertising.com, which
was acquired on August 2, 2004, and growth in paid-search and traditional advertising. The increase at the
Networks segment was primarily driven by higher CPMs (advertising cost per one thousand viewers), sellouts and
delivery at Turner’s entertainment networks, partly offset by a decline at The WB Network as a result of lower
ratings. The increase at the Publishing segment was due to contributions from new magazine launches, acquisitions
and growth at Real Simple, People, Southern Living and In Sryle, offset partly by lower Advertising revenues at
certain magazines, including Sports Hiustrated, Time and Fortune,

The increase in Content revenues was principally due to increases at the Filmed Entertainment and Networks
segments. The increase at the Filmed Entertainment segment was driven by increases in both theatrical and
television product revenues, The increase at the Networks segment was due primarily to HBO’s broadcast
syndication sales of Sex and the City and, to a lesser extent, increases in other anciilary sales of HBO's original
programming, partially offset by lower licensing revenue at HBO associated with fewer episodes of Everybody
Loves Raymond. [n addition, the increase in Content revenues was partially offset by the absence of the winter sports
teams at Turner, which were sold at the end of the first quarter of 2004.

Each of the revenue categories is discussed in greater detail by segment in the “Business Segment Results.”

Costs of Revenues. For 2005 and 2004, costs of revenues totaled $24.408 billion and $23.856 billion,
respectively, and as a percentage of revenues were 589 in each year. As a percentage of revenues, improved margins
at the AOL and Networks segments were offset by a decrease in margin at the Filmed Entertainment segment. The
segment variations are discussed in detail in “Business Segment Results.”

Selling, General and Administrative Expenses. For 2005 and 2004, selling, general and administrative
expenses decreased less than 1% to $10.439 billion in 2005 from $10.4435 billion in 2004 primarily from decreases
at segments other than the Cable, Filmed Entertainment and Networks segments. The segment variations are
discussed in detail in “Business Segment Results.”

Amounts Related to Securities Litigation and Government Investigations. As previously discussed in
“Recent Developments — Amounts Related to Securities Litigation,” results for the year ended December 31, 2005
include $3 billion in legal reserves related to securities litigation. During the year ended December 31, 2004, the
Company established $510 million in legal reserves related to the government investigations. In addition, the
Company has incurred legai and other professional fees related to the SEC and DOJ investigations into the
Company’s accounting and disclosure practices and the defense of various shareholder lawsuits totaling $71 million
and $74 million in 2005 and 2004, respectively. In addition, the Company realized insurance recoveries of
$206 million and $48 million in 2005 and 2004, respectively. In December 2005, the Company recognized a
%183 million settiement on directors and officers insurance policies related to the securities and derivative action
matiers (other than the actions alleging violations of ERISA) (Note 1).
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Reconciliation of Operating Income before Depreciation and Amortization to Operating Income.

The following table reconciles Operating Income before Depreciation and Amortization to Operating Incorme.
In addition, the table provides the components from Operating Income to Net Income for purposes of the
discussions that follow (millions):

Year Ended December 31,

2005 2004 % Change
Operating Income before Depreciation and Amortization ... ... .. §$7,112 §$8,573 {(17%)
“Depreciation . . ... L e {2,541) (2,456) 3%
Amortization. ... ... . .. 0. e {587) (615) (5%)
Operating Income . .. ... ... . .o i e 3,984 5,502 {(28%)
Interest expense, net . ............. R P, (1,266) (1,533 (17%)
OHher INCOME, NEL . . v vt et et e et ettt e et n e e 1,125 522 116%
Minority interest eXpense, Net ... ... ... e vt nianen o (244) (201) 21%
Income before income taxes, discontinued operations and
cumulative effect of accounting change .. ................. 3.599 4,290 (16%)
Income tax provision. . .. ... ... ... .. .. {(1,051) (1,450) (28%)
Income before discontinued operations and cumulative effect of
accounting change . . . ... ... i e 2,548 2,840 (10%)
Discontinued operations, netof tax ... ..................... 123 234 (479)
Cumulative effect of accounting change, netoftax. ... ......... — 34 NM
Net INCOME . . . ..ttt e e e e e $2671 $3,108 (14%)

Operating Income before Depreciation and Amortization. Time Warner's Operating Income before
Depreciation and Amortization decreased 17% to $7.112 billion in 2005 from $8.573 billion in 2004. Excluding
the items previously discussed under “Significant Transactions and Other Items Affecting Comparability” totaling
$2.983 billion and $575 million of net expense for 2005 and 2004, respectively, Operating Income -before
Depreciation and Amortization increased $947 million (or 10%) principally as a result of growth at all segments
except for the Filmed Entertainment segment,

The segment variations are discussed in detail under “Business Segment Results.”

Depreciation Expense. Depreciation expense increased to $2.541 billion in 2005 from $2.456 billion in
2004. The increase in depreciation expense primarily related to the Cable segment, partially offset by a decrease at
the AOL segment. The increase in depreciation expense at the Cable segment reflects continued higher spending on
customer premise equipment that is depreciated over a shorter useful life compared to the mix of assets previously
purchased. The decrease in depreciation expense at the AOL segment relates primarily to a decline in network assets
as a result of membership declines.

Amortization Expense. Amortization expense decreased to $587 million in 2005 from $615 million in 2004.
The decrease relates primarily 1o a decling in amortization expense at the Publishing segment as a result of certain
short-lived intangibles, such as customer lists, becoming fully amortized beginning in the latter part of 2004,

Operating Income. Time Warner’s Operating Income decreased to $3.984 billion in 2005 from $5.502 bil-
lion in 2004. Excluding the items previously discussed under “Significant Transactions and Other ltems Affecting
Comparability™ totaling $2.983 billion and $575 million of net expense for 2005 and 2004, respectively, Operating
Income improved $890 million primarily as a result of the improvement in Operating Income before Depreciation
and Amortization, offset partially by the increase in depreciation expense as discussed above.

71




TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

Interest Expense, Net. Interest expense, net, decreased to $1.266 billion in 2005 from $1.533 billion in 2004
due primarily to lower average net debt levels and higher interest rates on cash investments.

Other Income, Net. Other income, net, detail is shown in the table below (millions):

Year Ended
_ December 31,
2005 2004
Investment GaiNS, NEL. . .. .o vt ettt et e e et e s $1,01t $424
Net gainon WMG option ... ......... .. .. . 53 50
Income from equity INVESIEES . . ... .ot e e s 61 36
L 115 7= S - 12
Other INCOME, DBE . . . . . .t e e e e e $1,125  $522

The changes in investment gains, net, and the net gain on the WMG option are discussed above in detail under
“Significant Transactions and Other Items Affecting Comparability.” Excluding the impact of these items, Other
income, net, increased in 2005 as compared to the prior year, principally from an increase in income {rom equity
method investees, primarily related to lower losses from the NASCAR joint venture.

Minority Interest Expense, Net, Time Warner had $244 million of minerity inlerest expense in 2005
compared to $201 million in 2004. The increase relates primarily to larger profits recorded by TWC, in which
Comcast had a minority interest in 2005 and 2004.

Income Tax Provision. Income tax expense was $1.051 billion in 2005 compared to $1.450 billion in 2004,
The Company’s effective tax rate was 29% and 34% in 2005 and 2004, respectively. The change in the effective tax
rate is primarily a result of the favorable impact of state tax law changes in Ohio and New York, an ownership
restructuring in Texas and certain other methodology changes, partially offset by the non-deductible expenses
related to a portion of the settlement reserve for the securities litigation in 2005 compared with the nondeductible
expenses retated to a portion of the SEC and DOJ settlements in 2004,

The state law changes relate to the method of taxation in Ohio and the method of apportionment in New York.
In Ohio, the income tax is being phased-out and replaced with a gross receipts tax, while in New York the
methodology for income apportionment is changing over time to a single receipts factor from a three factor formula.
These tax law changes resulted in a reduction in certain deferred tax liabilities related to these states. Accordingly,
the Company has recognized these reductions as noncash tax benefits totaling approximately $247 million for Ohio
and New York State in the second quarter of 2005. In addition, an ownership restructuring of the Company’s
partnership interests in Texas and certain methodology changes resulted in a reduction of deferred state tax
liabilities. The Company has also recognized this reduction as a noncash tax benefit of approximately $100 million
in the fourth quarter of 2005.
I
|
I

U.S. federal tax attribute carryforwards at December 31, 2005, consist primarily of $5.0 billion of net operating
losses, $44 million of capital losses, $166 million of research and development tax credits and $180 million of
alternative minimum tax credits. In addition, the Company has approximately $1.8 billion of net operating losses in
various foreign jurisdictions that are primarily from countries with unlimited carryforward periods. However, many
of these foreign losses are attributable to specific operations that may not be utilized against certain other operations
of the Company. The utilization of the U.S. federal carryforwards as an available offset to future taxable income is
subject to limitations under U.S. federal income tax laws. If the net operating losses are not utilized, they expire in
varying amounts, starting in 2019 and continuing through 2023. The capital losses expire in 2008. Research and
development tax credits not utilized will expire in varying amounts starting in 2017 and continuing through 2024.
Alternative minimum tax credits do not expire. In addition, the Company holds certain assets that have tax basis
greater than book basis. The Company has established deferred tax assets for such differences. However, in the
event that such assets are sold or the tax basis otherwise realized, it is anticipated that such realization would
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generate additional losses for tax purposes. Because of the uncertainties surrounding the Company’s capacity to
generate enough capital gains to utilize such losses, the Company has in most instances offset these deferred tax
assets with a valuation allowance. '

Income before Discontinued Operations and Cumulative Effect of Accounting Change. Income before
discontinued operations and cumulative effect of accounting change ‘was $2.548 billion in 2005 compared to
$2.840 billion in 2004. Basic and diluted net income per share before discontinued operations and cumulative effect
of accounting change were $0.55 and $0.54, respectively, in 2005, compared to $0.62 and $0.60. respectively, in
2004. Excluding the items previously discussed under “Significant Transactions and Other Items Affecting
Comparability™ totaling $1.401 billion and $174 million of net expense in 2005 and 2004, respectively, Income
before discontinued operations and cumulative effect of accounting change improved by $935 million primarily due
to higher Operating Income. lower interest expense and the change in income tax provision as discussed above,

Discontinued Operations, Net of Tax. The financial results for 2005 and 2004 include the impact of
presenting TWBG, Turner South and the Transferred Systems as discontinued operations. Included in the 2005
results are income (losses) of $44 million, ($3) million and $82 million from the operations of TWBG, Turner South
and the Transferred Systems, respectively. Included in the 2004 results are income of 320 million, $1 million and
$79 million from the operations of TWBG, Turner South and the Fransterred Systems, respectively. Also included
in 2004 results are a pretax loss of $10 million and a tax benefit of $126 million. from the operations of the Warner
Music Group business.

Cumulative Effect of Accounting Change, Net of Tax. The Company recorded a $34 miltion benefit, net of
1ax, as a cumulative effect of accounting change upon the consolidation of AOLA in 2004 in accordance with FASB
Interpretation No. 46 (Revised), Consolidation of Variable Interest Entities.

Net Income and Net Income Per Common Share. Net income was $2.671 billion in 2005 compared to
$3.108 billion in 2004, Basic and diluted net income per common share were both $0.57 in 2005, compared to $0.68
and $0.66, respectively, in 2004. Net income includes the items previously addressed under “Income before
Discontinued Operations and Cumulative Effect of Accounting Change,” Discontinued operations, net of tax, and
the Cumulative effect of accounting change, net of tax,
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Business Segment Results

AOL. Revenues, Operating Income before Depreciation and Amortization and Operating Income of the AOL
segment for the years ended December 31, 2005 and 2004 are as follows (millions):

' Year Ended December 31,

2005 2004 %0 Change

Revenues;
Subscription . ......... . oL e $6,755 $7477 (10%)
AAVETUSINE . o oo ettt 1,338 1,005 33%
[0 75T 190 210 (10%)
Tl TEVEMIES . o . vt it e e e e 8,283 8,692 (5%)
Costs of revenues™ . ... ... . . (3,816)  (4,246) (10%)
Selling, general and administrative™ .. ... ... (2.598) (2,759) (6%)
Gain on disposal of consolidated businesses. . ................ 10 20 (509%)
ASSet IMPAIrENtS . . ... .ttt e e e 24 (10) 140%
Restructuring costs . ... ... ... ... i i (10) (50) (80%)
Operating Income before Depreciation and Amortization . ... ... . 1.845 1,647 12%
Deprecialion . ... .. . e (548) (652) (16%)
AMOTHZAtION . . . o ottt e e e e e et e e e e e e (174) (176) (1%)
Operating Income . ... ... .. i i e $1.123 § 819 37%

™ Costs of revenues and selling, generul and administrative expenses exclude depreciation.

The reduction in Subscription revenues primarily reflects a decline in domestic Subscription revenues (from
$5.725 billion in 2004 to $4.993 billion in 2003). Subscription revenues at AOL Europe were essentially flat. AQL’s
domestic Subscription revenues declined due primarily to a decrease in the number of domestic AOL brand
subscribers and related revenues, AOL Europe’s Subscription revenues were flat primarily as a result of a decline in
subscribers and related revenues, essentially offset by the favorable impact of foreign currency exchange rates
($26 million).

The number of AOL brand domestic and European subscribers is as follows at December 31, 2005,
September 30, 2005, and December 31, 2004 (millions):

December 31, September 30, December 31,

2005 2005
Subscriber category:
AOL brand domestic™®
$1S5andover. . ... .. ... 13.7 14.7 17.5
Under SIS .. .. 5.8 5.4 4.7
) Total AOL brand domestic. ... ..... ... ... .... 19.5 20.1 22.2
AOL Europe. ... ..ot i 6.0 6.1 &

@ AOL includes in its subscriber coum individuals, households or entitics 1hat have provided billing information and completed the registralion process
sufficiently to allow Jor an initial log-on to the AOQL service.

The average monthly Subscription revenue per subscriber (“ARPU”) for each significant category of
subscribers, calculated as average monthly subscription revenue (including premium subscription services
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revenues) for the éategory divided by the average monthly subscribers in the category for the applicable period, is as
follows:

Year Ended
December 31,

2005 2004
Subscriber category:
AOL brand domestic
15 AN OVEL. . ot e $20.88  $20.97
Under $15 .. ... ... .. .. e e 13.21 13.07
Total AOL brand domestic. .. ... ... . i i i i e e 18.97 19.44
AOL Europe. . . ..o e 22.01 21.48

Domestic subscribers to the AOL brand service include subscribers during introductory free-trial periods and
subscribers at no or reduced monthly fees through member service and retention programs. Total AOL brand
domestic subscribers include free-trial and retention members of approximately 11% at both December 31, 2005
and September 30, 2005, and 13% at December 31, 2004. In addition. during the first quarter of 2006, AOL
announced price increases on certain AQL brand service price plans, including increasing the $23.90 plan to $25.90.

In 2005, the largest component of the AOL brand domestic $15 and over price plans was the $23.90 price plan,
which provided unlimited access to the AOL service using AOL’s dial-up network and unlimited usage of the AOL
service through any other Internet connection. The largest component of the AOL brand domestic under $15 price
plans was the $14.95 per month price plan, which included ten hours of dial-up access and unlimited usage of the
AOL service through an Internet connection not provided by AOL, such as a high-speed broadband Internet
connection via cable or digital subscriber lines.

The decline in AOL brand domestic subscribers on plans priced 315 and over per month resulted from a
number of factors, including declining registrations in response to AOL’s marketing campaigns, competition from
broadband access providers and reduced subscriber acquisition efforts. Further, during the year, subscribers
migrated from the premium-priced unlimited dial-up plans, including the $23.90 plan, to lower-priced plans.

Growth in AOL brand domestic subscribers on plans below $15 per month was driven principally by the
migration of subscribers from plans $15 and over per month and, to a lesser extent, by new subscribers.

Within the $15 and over per month category, the decrease in ARPU over the prior year was due primarily to a
shift in the mix to lower-priced subscriber price plans, partially offset by an increase in the percentage of revenue
generating customers. Premium subscription services revenues included in ARPU for the year ended December 31,
2005 and 2004 were $87 million and $92 million, respectively.

Within the under $15 per month category, the increase in ARPU over the prior year was due primarily to an
improved mix of subscriber price plans and an increase in the percentage of revenue generating customers. Premium
subscription services revenues included in ARPU for the year ended December 31, 2005 and 2004 were $32 million
and $24 million, respectively.

AOQOL Europe offered a variety of price plans. including bundled broadband. unlimited .access to the AOL
service using AOL’s dial-up network and limited access plans, which are generally billed based on actual usage.

The ARPU for European subscribers increased due to a change in the mix of price plans, with broadband
subscribers growing as a percentage of total subscribers, and an inceease in premium subscription services revenues.
In addition, 20035 benefited from the positive effect of changes in foreign currency exchange rates. The total number
of AOL brand subscribers at AOL Europe reflects a year-over-year decline in subscribers in France, Germany and
the U.K.
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In addition to the AOL brand service, AOL has subscribers to other lower-priced services, both domestically
and internationally, including the Netscape and CompuServe brands. These other brand services are not a
significant source of revenues.

Advertising revenues improved primarily due to increased revenues from sales of advertising run on third-
party websites generated by Advertising.com, which was acquired in August 2004, and growth in paid-search and
display advertising. Advertising.com contributed $259 million and $97 million of revenues for the ycar ended
December 31, 2003 and 2004, respectively. Paid-search revenues increased $i 16 million during 2005.

Other revenues primarily included software licensing revenue. revenue from providing the Cable segment
access to the AOL Transit Data Network (“ATDN”) for high-speed access to the Internet and the sale of modems to
consumers in order to support high-speed access to the Internet. Other revenues decreased slightly due primarily to a
$32 million decrease in ATDN revenue from TWC, reflecting lower pricing under the terms of a new agreement and
lower network usage, partially offset by revenue at AOL Europe primarily from increased modem sales.

Costs of revenues decreased 109% and, as a percentage of revenues, decreased to 46% in 2003 from 49% in
2004. The declines related primarily to lower network-related expenses. Network-related expenses decreased 27%
1o $1.292 billion in 2005 from $1.760 billion in 2004, The decline in network-related expenses was principally
attributable to improved pricing and network utilization, decreased levels of long-term fixed commitments and
lower usage of AOL's dial-up network associated with the declining dial-up subscriber base. Network costs also
benefited irom the final refund of $26 million for a portion of service payments made in prior years at AOL Europe.
The decling in network costs was partially offset by costs associated with Advertising.com, which was acquired in
August 2004,

The decrease in selling, general and administrative expenses primarily related to a decrease in marketing costs
and $23 million of benefits related 1o the favorable resolution of European value-added tax matters, partially offset
by additional costs associated with Advertising.com, a $10 million charge related to a patent litigation settlement
and higher general and administrative costs. The decrease in marketing costs primarily resulted from lower
spending on member acquisition activities, partially offset by an increase in brand advertising. The yvear ended
December 31, 2004 also included an approximate $25 million adjustment 10 reduce excess marketing accruals made
in prior years, primarily related to AOL Europe.

As previously discussed under “Significant Transactions and Other ltems Affecting Comparability,” the 2005
results include $17 million in restructuring charges, primarily related to a reduction in headcount associated with
AOL’s efforts to realign resources more efficiently, partially offset by a $7 million reduction in restructuring costs,
reflecting changes in estimates of previously established restructuring accruals. In addition, the 2005 results include
an approximate 35 million gain on the sale of a building, a $5 million gain from the resolution of previously
contingent gains related to the 2004 sale of Netscape Security Solutions and a $24 million noncash goodwill
impairment charge related to AOLA. The 2004 results included a $55 million restructuring charge, partially offset
by a $5 million reversal of previously-established restructuring accruals, reflecting changes in estimates, a
%13 million guin on the sale of AOL Japan, a $7 million gain on the sale of Netscape Security Solutions and a
$10 million impairment charge related to a building that was held for sale.

The increases in Operating Income before Depreciation and Amortization and Operating Income are due
primarily to higher Advertising revenues and lower costs of revenues and selling, general and administrative
expenses, partially offset by lower Subscription revenues and the $24 million noncash goodwill impairment charge
described above. Operating Income also improved due to lower depreciation expense reflecting a decline in network
assets as the resubt of membership declines.
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Cable. Revenues, Operating Income before Depreciation and Amortization and Operating Income of the
Cable segment for the years ended December 31, 2005 and 2004 are as follows (millions):

Year Ended December 31,

2005 2004 % Change
Revenues: ‘ '
Subscription . ... ... - $8313  $7377 13%
AVEItISING . oot e 499 484 3%
Total revenuUEs . . . . ... .. 8,812 7,861 12%
Costs of revenues™ . . ... ..o (3.918)  (3,456) 13%
Selling, general and administrative® . .. .. N (1,529)  (1,450) 5%
Merger-related and restructuring costs ... .. .. oov i {42) — NM
Operating Income before Depreciation and Amortization .. ... ... 3,323 2,955 12%
Depreciation . .. ..o u e (1,465  (1,329) 10%
Amortization. .. ....... ... . ... ... e (72) (72) -
Operating Income . .. ... ... ... $ 1,786 § 1,554 15%

™ Costs of revenues and selling, general and administrative expenses exclude depreciation.

The components of Subscription revenues are as follows (millions):
Year Ended December 31,

- 2008 2004 % Change
Subscription revenues:
VIdeo SEEVICES . . . . . e $6,044  $5,706 6%
High-speeddata........... .. ... . ... .. i 1,997 1,642 22%
Digital Phone. . .. . ... .. .. . e 272 29 NM
Total SUbSCHPUON FEVEIUES . . .o o ottt et e e e s $8,313  $7,377 13%
Subscriber results are as follows ([hO‘usands):
Consolidated Subscribers Managed Subscribers™
as of December 31 as of December 31

2005 2004 % Change 2005 2004 % Change

Subscribers:
Basic video™ ... ... ........ .. 8603 8561 05% 9384 9336 0.5%
Digital video'® . ... ... ... ..... 4294 3,773 14% 4,595 4,067 13%
Residential high-speed data™. . ... .. 3,839 3,126 23% 4,141 3,368 23%
Commercial high-speed data®. . . . .. 169 140 21% 183 151 21%
Digital Phone® . ... ... ... ... .. 913 180 NM 998 206 NM

@ Managed subscribers include TWC's consolidated subscribers and subscribers in the Kansas City Pool of TKCCP that TWC received on January 1, 2007 in the
TKCCP asset distribution, Staning January 1, 2007, subscribers in the Kansas City Pool will be included in consolidated subscriber results. Refer 1o “Recent
Developments™ for further discussion,

™ Basic video subscriber numbers reflect billable subscribers who receive basic video service.

> Digital video subscriber numbers reflect biltable subscribers who receive any level of video service via digita) technology.

™ High-speed data subscriber numbers reflect billable subscribers who receive TWC's Road Ronner high-speed data service or any of the other high-speed data
services offered by TWC,

) Digital Phone subscriber numbers reflect billable subscribers who receive [P-based selephony service,
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Subscription revenues increased due to the continued penetration of advanced services (primarily high-speed
data, advanced digital video services and Digital Phone) and video rate increases.

The increase in Advertising revenues is due to growth in national advertising driven by growth in both the rates
and volume of advertising spots sold, partly offset by a decrease in local advertising as a result of a decline in
political advertising, '

Costs of revenues increased 13% and, as a percentage of revenues, were 44% for both 2005 and 2004, The
increase in costs of revenues was primarily related to increases in video programming costs, higher employee costs
and an increase in Digital Phone costs. Video programming costs increased 11% to $1.889 billion in 2005 due
primarily to contractual rate increases across TWC's programming line-up and the ongoing deployment of new
digital video services. Employee costs increased primarily due to salary increases and higher headcount resulting
from the roll-out of advanced services. Digital Phone costs increased approximately $108 million due to the growth
in Digital Phone subscribers.

The increase in selling, general and administrative expenses was primarily the result of higher employee and
administrative costs due to salary increases and higher headcount resulting from the continued roll-out of advanced
services, partially offset by $34 million of costs incurred in 2004 in connection with the settlement of certain joint
venture disputes.

As previously discussed under “Significant Transactions and Other Items Affecting Comparability,” during
2005, the Cable segment expensed approximately $8 million of non-capitalizable merger-related costs associated
with the Adelphia Acquisition and the Exchange. In addition, the 2003 results include approximately $35 million of
restructuring costs, primarily associated with the early retiremerit of certain senior execulives and the closing of
several local news channels, partially offset by a $1 million reduction in restructuring charges, reflecting changes in
previously established restructuring accruals. These charges are part of TWC’s broader plans to simplify its
organizational structure and enhance its customer focus.

_Operating Income before Depreciation and Amortization increased principally as a result of revenue growth
(particularly high margin high-speed data revenues), offset in part by higher costs of revenues, selling, general and
administrative expenses and the merger-related and restructuring charges discussed above.

Operating Income increased due primarily to the increase in Operating Income before Depreciation and
Amortization described above, offset in part by an increase in depreciation expense. Depreciation expense
increased $136 million due primarily to the continued higher spending on customer premise equipment in recent
years, which generally has a significantly shorter useful life compared to the mix of assets previously purchased.
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Filmed Entertainment. Revenues, Operating Income before Depreciation and Amortization and Operating
Income of the Filmed Entertainment segment for the years ended December 31, 2005 and 2004 are as follows
(millions):

Year Ended December 31,

2005 2004 - o Change
Revenues:
AQVETTISING . ..ot e e $ 4 $ 10 (60%)
Comtent ... ... . e c.... 11,704 11,628 1%
Other . ... e e e 216 215 —
Total revenues . ... .. . . e 11,924 11,853 1%
Costs of revenues™ . ... ... .. (9,091) (8,942) 2%
Selling, general and administrative™, . ... L. S (1L574)  (1,507) 4%
Gainonsale of 885818, . . . . . it i e e 5 — NM
Restrucluring Costs. . . ... ..ot e (33 — NM
Operating Income before Depreciation and Amortization. . ... ... 1,231 1,404 (12%)
Depreciation ................. e (121) (104) 16%
AMOFTIZATION . . . o o e e e et (225) (213) 6%
Operating Income .. . ... . . i S 885 § 1.087 (199%)

= Costs of revenues und selling, general and administrative expenses exclude depreciation,

Content revenues increased slightly during 2005 as a result of increases from both content made available for
initial airing in thearers {“theatrical product™) and content made available for initial airing on television (““television
preduct™). The components of Content revenues are as follows (millions):

Year Ended December 31,

2005 2004 % Change
Theatrical product:
Theatrical film ... ......... R N e $ L8638 $ 1,982 {6%)
Television licensing . ... ... ... ... ... L,791 1,621 10%
Homevideo....... ... ... . . . . 3,709 3.730 (19%)
Total theatrical product. .. ... ....... ... ... ... ........ 7.368 7.333 —
Television product:
Television licensing . .. ... ... ... ... .. L .. 2,658 3,033 (12%)
Home video . . ... ... . e e 1,188 778 53%
Total television product . .. ...... ... .. .. i 3,846 3,81 1%
Consumer product and other. . ........................... 490 484 1%
Total Content revenues. . . ......... ... ... ... $11,704 311,628 1%

The decrease in theatrical filin revenues reflects difficult comparisons to the prior year, which included the
success of Harry Potter and the Prisoner of Azkaban and Troy and international overages associated with The Lord
of the Rings: The Return of the King, partially offset by the 2005 success of Harry Porter and the Goblet of Fire,
Charlie and the Chocolate Factory, Batman Begins and Wedding Crashers, among others. The increase in theatrical
product revenues from television licensing primarily related to international availabilities, including a greater
number of significant titles in 2005. Home video sales of theatrical product reflect key 2005 releases, including The
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Polar Express, Harry Potter and the Prisoner of Azkaban in most international territories, Barman Begins, Charlie
and the Chocolate Factory and Troy, which were comiparable to the 2004 key home video releases, including The
Lord of the Rings: The Return of the King, Elf, The Matrix Revolutions, The Last Samurai and the primarily
domestic release of Harry Potter and the Prisoner of Azkaban.

The decrease in license fees from television product was primarily attributable to difficult comparisons to
2004, which included the third-cycle syndication continuance license arrangements for Seinfeld and network
license fees and syndication revenues associated with the final broadeast seasons of Friends and The Drew Carey
Show. The growth in home video sales of television product was primarily attributable to an increased number of
titles released in this format, including Seinfeld.

The increase in costs of revenues resulted primarily from higher home video manufacturing and freight costs
related to increased volume and an increase in the ratio of higher cost television product, as well as higher
advertising and print costs resulting from the quantity and mix of films released, offset partiaily by lower film costs
($5.359 billion in 2005 compared to $5.870 billion in 2004). Included in film costs are theatrical valuation
adjustments, which declined from $215 million in 2004 to $192 millicn in 2005. Costs of revenues as a percentage

- of revenues increased to 76% for 2005 from 75% for 2004, due to the quantity and mix of product released.

Selling, general and administrative expenses increased primarily due to higher employee costs related to salary
increases and higher occupancy costs, partially offset by a decline related to the distribution fees associated with the
off-network television syndication of Seinfeld in the prior year.

As previously discussed under “Significant Transactions and Other ltems Affecting Comparability,” 2005
results include approximately $33 million of restructuring costs, primarily related to a reducticn in headcount
associated with efforts to reorganize resources more efficiently and a $5 million gain related to the sale of a property
in California.

Operating Income before Depreciation and Amortization and Operating Income decreased as a result of higher
selling, general and administrative expenses and costs of revenues and the 2003 restructuring costs, as discussed
above.

Networks. Revenues, Operating Income before Depreciation and Amortization and Operating Income of the
Networks segment for the years ended December 31, 2005 and 2004 are as follows (millions):

Year Ended December 31,

2005 2004 % Chanpe
Revenues:

SUbSCHPUHON . ... it e e e $ 5370 § 5,030 7%
CAdvertising . ... 3,071 2,882 T%
B 5 ) 111 11 SN 1,022 982 4%
O her. . e 107 128 {(16%)
TOtal FEVEMUES . & .\ o ettt ettt st ettt 9.570 9,022 6%
Costs of revenues™ . .. .. e (4,692)  (4,570) 3%
Selling, general and administrative’™ . ... L (1,934  (1,794) 8%

Lossonsale of assets .. ... . ... . . ...t — (7 NM

Restructuring Costs . ... oo v i e e (4) — NM
Operating Income before Depreciation and Amortization . . ... ... 2,940 2,651 11%
Depreciation . . . ... i (238) (212) 12%
AMOTHZAtION . . . . . .. it e e e (23) 2N 10%
Operating InCOME . . .. ... ... e $2679 $2418 11%

@ Cosis of revenues and sclling, generat and administrative expenses exclude depreciation.
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The increase in Subscription revenues was due primarily to higher subscription rates at Turner and HBO and,
to a lesser extent, an increase in the number of subscribers at Turner and HBO. Included in the 2005 results is a
$22 million benefit from the resolution of certain contractual agreements at Turner and the 2004 results included a
benefit of approximately $50 million from the resolution of certain contractual agreements at Turner and HBO.

The increase in Advertising revenues was driven primarily by higher CPMs (advertising cost per thousand
viewers), sellouts and delivery at Turner’s entertainment networks, partiaily offset by a decline at The WRB Network
as a result of lower ratings.

The increase in Content revenues was primarily due to HBO’s broadcast syndication sales of Sex and the City
and, to a lesser extent, increases in other ancillary sales of HBO’s original programming, partially offset by lower
licensing revenues at HBO associated with fewer episodes of Everybody Loves Raymond and the absence of the
winter sports teams at Turner, which were sold on March 31, 2004 and contributed $22 million of Content revenues
in 2004,

The decline in Other revenues was primarily attributable to the sale of the winter sports teams in 2004, which
contributed $39 million of Other revenues, partially offset by an increase in Other revenues primarily related to the
Atlanta Braves.

Costs of revenues increased 3% and, as a percentage of revenues, were 49% and 51% in 2005 and 2004,
respectively. The increase in costs of revenues was primarily attributable to an increase in programming costs and
higher costs associated with increased ancillary sales of HBO's original programming, partially offset by lower
costs related to the absence of the winter sports teams due to their sale in March 2004. Programming costs increased
to $3.302 billion in 2005 from $3.179 billion in 2004. The increase in programming expenses was primarily due to
an increase in original series costs, sports programming costs and news costs at Turner, partially offset by lower
acquired programming costs at The WB Network.

Selling, general and administrative expenses increased primarily due to higher general and administrative
costs at Turner, as well as higher marketing and promotional expenses at Turner, including approximately
$27 million of increased costs to support the launch of GameTap, partially offset by a decline in marketing
and promotional expenses at The WB Network. The 2004 results also included the reversal of bankruptcy-related
bad debt reserves of $75 million at Turner and HBO on receivables from Adelphia.

As discussed in “Significant Transactions and Other ltems Affecting Comparability,” 2005 results included
$4 million of restructuring costs at The WB Network, primarily related to a reduction in headcount associated with
efforts to reorganize its resources more efficiently, and 2004 results included an approximate 37 million loss on the
sale of the winter sports teams at Turner.

Operating Income before Depreciation and Amortization and Operating Income increased during 2005
primarily due to an increase in revenues, partially offset by higher costs of revenues and selling, general and
administrative expenses, as described above.
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Publishing. Revenues, Operating Income before Depreciation and Amortization and Operating [ncome of
the Publishing segment for the years ended December 31, 2005 and 2004 are as follows (millions):

Year Ended December 31,

2005 2004 % Change
Revenues:
Subscriplion . ... ... .. e e $1,633 $1,615 1%
Advertising . .. ... 2,828 2,693 5%
L0411~ 11 OO 95 38 8%
01T~ 722 693 4%
Total TEVEIUES . .« o v v v et e et e e et e e e e 5,278 5,089 4%
Costs of revenues™ . . .. ...ttt (2,125 (2,000) 6%
Selling, general and administrative'™ ... ... .. .. Lo (2,012)  (2,023) (1%)
Gainonsaleofassets ........... ... ... ... ... ... .. . .. 8 8 —
Restructuring costs .. ... ... ... i (28) — NM
Operating Income before Depreciation and Amortization .. ... ... 1,121 1,074 4%
Depreciation . . ... (125 (116) 8%
AMOMIZAtION . . o . o e e (93) {133) (30%)
Operating INCOME . .. .. ...t i e e $ 903 § 823 9%

™ Costs of revenues and sclling, general and administrative expenses exclude depreciation.
r

Subscription revenues increased primarily reflecting revenues from new magazine launches and acquisitions,
partially offset by the timing of subscription allowances, which are netted against revenues.

Advertising revenues increased due to contributions from new magazine launches, acquisitions and growth at
Real Simple, People, Southern Living and In Style, offset partly by lower Advertising revenues at certain magazines,
including Sports Hlustrated, Time and Fortune.

Other revenues increased primarily due to growth at Synapse, a subscription marketing business.

Costs of revenues increased 6% and, as a percentage of revenues, were 40% and 39% in 2005 and 2004,
respectively. Costs of revenues for the magazine publishing business include manufacturing (paper, printing and
distribution) and editorial-related costs, which together increased 7% to $1.865 billion primarily due to magazine
launch-related costs, the acquisitions of GEE and the remaining interest in the publisher of Essence and increases in
paper prices.

Selling, general and administrative expenses decreased 1% primarily due to cost reduction efforts and the
absence of costs associated with the sponsorship and coverage of the 2004 Summer Olympics, partially offset by
magazine launch-related costs and the acquisitions of GEE and the remaining interest in the publisher of Essence.

As previously discussed in *“Significant Transactions and Other Items Affecting Comparability,” 2005 results
reflect an $8 million gain related to the collection of a loan made in conjunction with the Company’s 2003 sale of
Time Life, which was previously fully reserved due to concerns about recoverability, and approximately $28 million
of restructuring costs, primarily related to a reduction in headcount associated with efforts to reorganize resources
more efficiently. The 2004 results reflect an $8 million gain on the sale of a building.

Operating Income before Depreciation and Amortization increased primarily due to an increase in revenues,
partially offset by higher costs of revenues, including $12 million of higher start-up losses on magazine launches.
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Operating Income improved, benefiting from a decline in amortization expense as a result of certain short-
lived intangibles, such as customer lists, becoming fully amortized in the latter part of 2004. As a result of increased
competition refated to certain magazine titles, certain indefinite lived trade name intangibles were assigned a finite
life and began to be amortized starting January 2006.

Corporate. Operating Loss before Depreciation and Amortization and Operating Loss of the Corporate
segment for the years ended December 31, 2005 and 2004 are as follows (millions):

Year Ended December 31,

2005 2004 % Change
Amounts related to securities litigation and government
INVESHgAtONS. . . .. ... ot e 5(2,865) $ (536) NM
Selling, general and administzative™ ... .................... (474) (593) (20%)
Operating Loss before Depreciation and Amortization . . ........ (3,339) (1,129) NM
Deprecialion . ... ... ...t e (44) (43) 2%
Operating Loss . ... .. ottt e e $(3,383) $(11,172) NM

(a) Scling, general and administrative cxpenses exclude depreciation,

As previously discussed, the 2005 results include $3 billion in legal reserves related to securities litigation. The
2004 results include $510 million in legal reserves related to the government investigations. The Company also
incurred Jegal and other professional fees related to the SEC and DOIJ investigations into the Company’s accounting
and disclosure practices and the defense of various securities litigation matters (371 million and $74 million in 2005
and 2004, respectively). In addition, the Company realized insurance recoveries of $206 million and $48 million in
2005 and 2004, respectively. As discussed under “Recent Developments™ above, in December 2005, the Company
recognized a $185 million settlement on directors and officers insurance policies related to securities and derivative
action matters {other than the actions alleging violations of ERISA) (Note 1).

Included in selling, general and administrative expenses in 2004 are $53 million of costs associated with the
relocation from the Company’s former corporate headquarters. Of the $53 million charge, approximately $26 mil-
lion relates to a noncash write-off of the fair value lease adjustment, which was established in purchase accounting
at the time of the merger of AOL and Time Warner Inc., now known as Historic TW Inc. {(“Historic TW™"). For the
year ended December 31, 2005, the Company reversed approximately $4 million of this charge, which was no
longer required due to changes in estimates.

Excluding the items discussed above, Operating Loss before Depreciation and Amortization and Operating
Loss decreased for the year ended December 31, 2005, due primarily to lower equity-based compensation expense
and lower insurance costs, including a $29 miilion adjustment to increase self insurance reserves taken in 2004,
partially offset by higher compensation, professional fees and financial advisory services costs.

FINANCIAL CONDITION AND LIQUIDITY

Management believes that cash generated by or available to Time Warner from existing credit agreements and
the capital markets should be sufficient to fund its capital and liquidity needs for the foreseeable future, including
the quarterly dividend payments and the completion of its common stock repurchase program. Time Warner's
sources of cash include cash provided by operations, expected proceeds from recently announced sales of assets,
cash and equivalents on hand and available borrowing capacity under its committed credit facilities and commercial
paper programs of $5.615 billion at Time Warner and $2.747 billion at TWC, in each case as of December 31, 2006.
TWC increased the size of its unsecured commercial paper program from $2.0 billion to $6.0 billion in the fourth
quarter of 2006, and Time Warner increased the size of its unsecured commerciat paper program from $5.0 billion to
$7.0 billion in January 2007. In addition, in the fourth quarter of 2006, Time Warner completed a registered offering
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of $5.0 billion in aggregate principal amount of debt securities with maturities ranging from three to 30 years. The
proceeds of the offering were used to refinance indebtedness under Time Warner’s commercial paper program and
for general corporate purposes, including repurchases of Time Wamer’s common stock.

Current Financial Condition

At December 31, 2006, Time Warner had $34.997 billion of debt, $1.549 billion of cash and equivalents (net
debt of $33.448 billion, defined as total debt less cash and equivalents), $300 million of mandatorily redeemable
preferred membership units at a subsidiary and $60.389 billion of shareholders’ equity, compared to $20.330 biltion
of debt, $4.220 billion of cash and equivalents (net debt of $16.110 billion) and $65.105 billion of shareholders’
equity at December 31, 2005.

With the closing of the Adelphia Acquisition, the Redemptions and the purchases under the common stock
repurchase program, the Company’s outstanding debt increased substantially during 2006. Accordingly, cash paid
for interest is expected to continue to negatively impact cash provided by operating activitizs.

The following table shows the significant items contributing to the increase in net debt and mandatorily
redeemable preferred membership units from December 31, 2005 to December 31, 2006 (millions):

Balance at December 31, 2005 . . .. ... i s $16,110
Cash provided by Operations. ... . ... ittt e (8,598)
Proceeds from the repayment by Comcast of TKCCP debt owed to TWE-A/N.......... (631)
Proceeds from the issuance of a 5% equity interest by AOL . ... ... ... ... ... ... (1,000)
Proceeds from the sales of AOL’s French and U.K. access businesses .. .............. (836)
Proceeds from the sale of the Company’s interest in Time Warner Telecom . ........... (800)
Proceeds from the sale of Time Wamer Book Group. .. ... ... .. ... .. ot (524)
Proceeds from the sale of Turner South. . .. ... . it it i s (371}
Proceeds from the sale of Theme Parks. .. .......... .. .ot (191)
Proceeds from exercise of stock options .« . ... ... .. e (698)
Capital expenditures and product development costs from continuing operations ... ..... 4,085
Capital expenditures and product development costs from discontinued operations . . . . . . . 56
Dividends paid to common stockholders . .. ... .. i 876
Repurchases of common SOk .. ..o it o e 13,660
Redemption of Comcast’s interests in TWC and TWE. . .................ooviinn 2,004
Cash used for the Adelphia Acquisition and the Exchange‘“’ ....................... 9,080
Acquisition of the remaining interest in Court TV, net of cash acquired . . ............. 657
Acquisition of the remaining interestin Synapse . . . .......... . oo 140
Investment in Wireless Joint VERWULE. . .. .. ... ittt 633
N 1 007 R o1 (244)

Balance at December 31,2006 ... ... ... .. ..., TR $33,448

®  Included in the cash used for the Adeiphla Acquisition and the Exchange is cash paid at clnsmg ol $8.935 billicn, a contractual closmg adjusiment of $67 millien

and other transaction-related costs of $78 million paid in 2006.
Included in the net debt and mandatarily redeemable preferred membership units balance is approximately $218 million that represents the net unamontized fair
value adjustment recognized as a result of the merger of AOL and Historic TW.

(L))

As noted in “Recent Developments,” Time Warner’s Board of Di.rectors has authorized a common stock
repurchase program that allows the Company to purchase up to an aggregate of $20 billion of common stock during
the pericd from July 29, 2005 through December 31, 2007. Purchases under the stock repurchase program may be
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made from lime to time on the open market and in privately negotiated transactions. Size and timing of these
purchases is based on a number of factors, including price and business and market conditions. The Company
purchased approximately $15.9 billion of its common stock under the program through the end of 2006. At existing
price levels, the Company intends to continue purchases under its stock repurchase program within its stated
objective of maintaining a net debt-to-Operating Income before Depreciation and Amortization ratio, as defined, of
approximately 3-to-1 and expects it will complete the program during the first half of 2007. From the program’s
inception through February 22, 2007, the Company repurchased approximately 953 million shares of common
stack for approximately $17.3 billion pursuant to trading programs under Rule 10b5-1 of the Securities Exchange
Act of 1934, as amended (the “Exchange Act”), including approximately 208 million shares of common stock for
approximately $3.6 billion purchased under the prepaid stock repurchase contracts discussed in the following
paragraph.

In May 2006, in connection with the Company’s stock repurchase program, the Company entered into prepaid
stock repurchase contracts with a number of counterparties that provided for repurchases to be effected over a three-
month period, or longer, depending on the share price of the Company’s common stock. In connection with entering
into the prepatid stock repurchase contracts, the Company made an aggregate payment of approximately $3.6 billion
and received shares of the Company’s common stock at the end of each repurchase contract term at prices based ona
formula that was expected to deliver an effective average repurchase price per share below the volume weighted-
average price of the common stock over the term of the relevant contract. The majority of the $3.6 billion
prepayment was funded through borrowings under the Company’s revolving credit facility and/or commercial
paper programs. Through August 4, 2006, the Company repurchased approximately 208 million shares-of-common
stock for approximately $3.6 billion, which completed the purchases under the prepaid stock repurchase contracts.

On July 31, 2006, TW NY, a subsidiary of TWC, acquired assets of Adelphia for a combination of cash and
stock of TWC, Comcast’s interests in TWC and TWE were redeemed, and TW NY exct_langed certain cable systems
with subsidiaries of Comcast. For additional details, see “Recent Developments.”

In connection with the closing of the Adelphia Acquisition, TW NY paid approximately $8.9 billion in cash,
after giving effect to certain purchase price adjustments, that was funded by an intercompany loan from TWC and
the proceeds of the private placement issuance by TW NY of $300 million of non-voting Series A Preferred
Membership Units with a mandatory redemption date of August 1, 2013 and a cash dividend rate of 8.21% per
annum. The intercompany loan was financed by borrowings under the Cable Revolving Facility and the Cable Term
Facilities described below, and the issuance of TWC commercial paper. In connection with the redemption of
Comcast’s interest in TWC, Comcast received 100% of the capital stock of a subsidiary of TWC holding both'cable
systems and approximately $1.9 billion in cash that was funded through the issuance of TWC commercial paper and
borrowings under the Cable Revolving Facility. In addition, in connection with the redemption of Comcast’s interest
in TWE, Comcast received 100% of the equity interests in a subsidiary of TWE holding both cable systems and
approximately $147 million in cash that was funded by the repayment of a pre-existing loan TWE had made to
TWC (which repayment TWC funded through the issuance of commercial paper and borrowings under the Cable
Revolving Facility). Following these transactions, TW NY also exchanged certain cable systems with subsidiaries
of Comcast and TW NY paid Comcast approximately $67 million for certain adjustments related to the Exchange.
For more information on TWC’s credit facilities and commercial paper program, see “Bank Credit Agreements and
Commercial Paper Programs.”

TWC s a participant in a wireless spectrum joint venture with several other cable companies and Sprint Nexte]
Corporation (“Sprint”) (the “Wireless Joint Venture™), which was a winning bidder in an FCC auction of certain
advanced wireless spectrum licenses. In 2006, TWC paid approximately $633 million related to its investment in
the Wireless Joint Venture. The licenses were awarded to the Wireless Joint Venture on November 29, 2006. There
can be no assurance that the venture will develop mobile and related services or, if developed, that such services will
be successful.
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On April 15, 2006, Time Warner's 6.125% notes due April 15, 2006 (aggregate principal of $1.0 billion)
matured and were retired and on August 15, 2006, Time Warner Companies, Inc.’s 8.11% debentures due August 15,
2006 (aggregate principal of $546 million) matured and were retired.

On October 2, 2006, TWC received approximately $630 million from Comcast for the repayment of debt owed
by TKCCP to TWE-A/N that had been allocated to the Houston Pool. See “Recent Developments” for additional
details. -

As noted in “Recent Developments,” on January 25, 2007, the Company announced an agreement with
Bonnier to sell Time Inc.’s Parenting Group and Time4 Media magazine groups, consisting of 18 of Time Inc.’s
smaller niche magazines. The transaction, which is subject to customary closing conditions, is expected to close in
the first quarter of 2007. For the year ended December 31, 2006, Parenting and Time4 Media had revenues and
Operating Income of approximately $260 million and $20 million, respectively.

As noted in “Recent Developments,” on January 15, 2007, AOL announced a cash tender offer to acquire all
outstanding shares of TradeDoubler AB (“TradeDoubler”), a European provider of online markeling and sales
solutions. If AOL were 1o acquire all of the outstanding shares of TradeDoubler, the total value of the proposed
transdction would be approximately $900 million. The price offered for the outstanding shares is denominated in
Swedish Kronor and, as a result, the U.S. dollar amount of the transaction is subject to change as a result of
fluctuation in the exchange rates. The completion of the offer is subject to the condition that at least 90% of
TradeDoubler’s outstanding shares are tendered in the offer (which condition may be waived by AOL) as well as
other customary closing conditions. If the tender offer is successfully completed, AOL’s purchase of TradeDoubler
shares pursuant to the offer is expected to occur in the first half of 2007.

As noted in “Recent Developments,” on December 14, 2006, Turner announced an agreement with Claxson to
purchase seven pay television networks currently operating in Latin America for approximately $235 million (net of
cash acquired). The transaction, which is subject to customary closing conditions, is expected to close in the first
half of 2007.

As noted in “Recent Developments,” on September 17, 2006, the Company announced an agreement to sell
AOL’s German access business to Telecom ltalia S.p.A. for approximately -$870 million in cash (subject to a
working capital adjustment), and to enter into a separate agreement to provide ongoing web services to Telecom
Italia S.p.A. upon the closing of the sate. The Company expects to record a pretax gain on this sale of approximately
$700 million. The contractual sales price and the related gain for the transaction are denominated in Euros and,asa
result, the U.S. dollar amounts presented are subject to change as a result of fluctuation in the exchange rates. The
transaction, which is subject to customary closing conditions, is expected to close in the first quarter of 2007.
Accordingly, the assets and liabilities of AOL’s German access business of $219 million and $97 million,
respectively, have been reflected as assets and liabilities held for sale as of December 31, 2006 and included
in Prepaid expenses and other current assets and Other current liabilities, respectively, in the accompanying
consolidated balance sheet.

Cash Flows

Cash and equivalents decreased to $1.549 billion as of December 31, 2006, from $4.220 billion as Decem-
ber 31, 2005. Components of these changes are discussed in more details in the pages that follow,
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Details of cash provided by operations are as follows (millionéj:
Year Ended December 31,

* 2006 2005 2004

Operating Income before Depreciation and Amortization . ... ... .. $10941 $7,112 $8,573
Amounts related to securities litigation and government

investigations:

Net eXpenses. . ..o ettt e e e 705 2,865 536

Cash payments, net of recoveries. .. ...................... (344)  (2,754) (236)
Noncash asset impairments . . ............ctvuurinnrnnrennn 213 24 10
Net interest payments™. .. ... ... .. ..... P (1,695)  (1,304)  (1,578)
Net income taxes paid™® .. ... ... ... ... . ... ... ..., (531) (404) (376)
Noncash equity-based compensation ........ ... ... .. 0ot 263 356 374
Net cash flows from discontinued operations® . . . .. e 127 290 401
Merger-related and restructuring payments, net of accruals@ ... ... (85) 5 40y
Domestic pension plan contributions .. ...................... (120) (181) (358)
All other, net, including other working capital changes .......... (876) (1,132) (952)

Cash provided by operations .. ............civiniinriannn $ 8,598 $4877 §$6,554

()
ib)

Includes interest income received of $135 million, $230 million and $94 million in 2006, 2005 and 2004, respectively.

Includes income tax refunds received of $34 million, $82 million and $107 million in 2006, 2005 and 2004, respectively.

Reflects net income from discontinued operations of $1.413 billion, $123 million and $234 million in 2006, 2005 and 2004, respectively, nct of noncash gains
and expenses and working capital-telated adjustments of $(1.286) billion in 2006 and $167 million in both 2005 and 2004,

[ncludes payments for restructuring and mergee-related costs and paymenis for certain other merger-related Habilities, net of accruals.

Cash provided by operations increased to $8.598 billion in 2006 compared to $4.877 billion in 2005. The
increase in cash provided by operations was related primarily to a reduction in payments made in connection with
the settlements in the securities litigation and the government investigations, an increase in Operaling Income
before Depreciation and Amortization and a decrease in cash used for working capital. The changes in components
of working capital are subject to wide fluctuations based on the timing of cash transactions related to production
schedules, the acquisition of programming, collection of accounts receivable and similar items. The change in
working capital between periods primarily reflects higher cash collections on receivables, and the timing - of
accounts payable and accrual payments.

Cash provided by operations decreased to $4.877 billion in 2005 compared te $6.554 billion in 2004. The
decrease in cash provided by operations was related primarily to a decrease in Operating Income before
Depreciation and Amortization, payments made in settling securities litigation and government investigations,
an increase in cash used for working capital and a reduction in cash relating to discontinued operations. These
decreases were partially offset by lower domestic pension plan contributions in 2003. The changes in components of
working capital are subject to wide fluctuations based on the timing of cash transactions related to production
schedules, the acquisition of programming, collection of accounts receivable and similar items. The change in
working capital between periods primarily reflects the timing of accounts payable and accrual payments, partlally
offset by higher cash collections on receivables,

«}

1y
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Investing Activities

Details of cash used by investing activities are as follows (millions):

Year Ended December 31,

2006 2005 2004

Investments and acquisitions, net of cash acquired:

Adelphia Acquisition and the Exchange®™. ... ............. $(9080) § — $ —

Redemption of Comcast’s interests in TWC and TWE. .. ... ... (2,004) — —

CoUTE TV . ottt e e e i et a et (697} — —

Wireless Joint Venture . .. .. oo it i et e (633) —_ —

SYNAPSE ™ L e (140) — (120)

BSSBIICE .« v v e e ettt e e e —_ (129 —

Advertising.com. . ... .. o — _— (445)

Consolidation of AOLA® .. ... ... ... ... ... ... ... .... — - 33

Al OtheT . . e (390) (502) (341)
Investments and acquisitions from discontinued operations . . ... .. (1) (49) 4
Capital expenditures and product development costs from

CONtINUING OPErationS . . . o« .ttt a oo (4,085)  (3,i02)  (2,368)
Capital expenditures and product development costs from

discontinued operations ... ... ... (56) (144) (156)
Proceeds from the sale of other available-for-sale securities ... ... 44 51 57
Proceeds from the sale of the Company’s interest in Geogle . . . . .. — 940 195
Proceeds from the issuance of a 5% equity interest by AOL ... ... 1,000 — —
Proceeds from the sale of the Company’s interest in Time Warner

TeleCOML & v oot ot et e ettt et e s 800 — —
Proceeds from the sales of AOL’s French and U.K, access

DU B ESES - o o it it ii e e 836 e —
Proceeds from the sale of Time Warner Book Group . .......... 524 — —
Proceeds from the sale of Turner South ... ... ... ... . h . 371 — —
Proceeds from the sale of Theme Parks . ............ ... ... 191 — —

Net proceeds from the sale of WMGY . — — 2,501
Proceeds from the sale of the Company’s investment in Gateway . . — — 280

Proceeds from the sale of the Company’s investments in VIVA
and VIVA PIuS. . . ..ottt e e — — 134

Proceeds from the repayment by Comcast of TKCCP debt owed
0 TWE-AMN . i e 631 — —

All other investment and asset sale proceeds. . ................ 217 301 231

Cash used by investing activities . ......... ... ... oo ... $(12,472) $(2,496) § (503)

@} Included in the cash usest for the Adelphia Acquisition and the Exchange is cash paid at closing of $8.935 billion, a contractual clos.ng adjusiment of $67 millien
and other transaction-related costs of $78 million paid in 2006, 2

Represents purchase of remaining intcrest in Synapse.

) Represents cash balance of AOLA upon consolidation.

4} Represents $2.6 biltion of proceeds received from the sale of WMG, less certain working capital adjustments.

(b}

|
l
Proceeds from the sale of the WMG Option . . .. .............. — 138 —
88




TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

Cash used by investing activities increased to $12.472 billion in 2006 compared to $2.496 billion in 2005. The
increase in cash used by investing activities is primarily due to the Adelphia Acquisition and the Exchange, the
Redemptions, an increase in capital expenditures and product development costs, principally at the Company’s
Cable segment, and the purchase of the remaining 50% interest in Court TV that the Company did not already own,
partially offset by an increase in proceeds from the sales of assets.

Cash used by investing activities increased to $2.496 billion in 2005 compared to $503 million in 2004. The
increase in cash used by investing activities is primarily due to lower proceeds from the sales of assets and an
increase in capital expenditures and product development costs, principally at the Company’s Cable segment,
partially offset by lower investments and acquisitions.

Financing Activities

Details of cash provided (used) by financing activities are as follows (millions):

Year Ended December 31,

2006 2005 2004

BOITOWINgS . . & o e e $18332 § 6 $1,320
Issuance of mandatorily redeemable preferred membership units

byasubsidiary. ........ .. ... . . 300 = —
Debtrepayments ... ... ... .. ... .. . (3,651) (1,950) (4,523)
Debt repayments from discontinued operations . . .............. — (45) —
Proceeds from exercise of stock options . . ...._.............. 698 kiig) 353
Excess tax benefit on stock options .. ......... ... ......... 116 88 63
Principal payments on capital leases. . .. .................... (86) (118) (150)
Repurchases of common stock . ... ... ..o (13,6600 (2,141) —
Dividends paid ... ... ... ... .. ... oL, (876) (466) —
Other financing activities . . ... ..., ... ... ... .. . e 30 19 25

Cash provided (used) by financing activities . .. ... .......... $ 1,203 $(4,300) $(2,952)

Cash provided by financing activities was $1.203 billion in 2006 compared to cash used by financing activities
of $4.300 billion in 2005. The change in cash provided (used) by financing activities is primarily due to the increase
in borrowings related to the Adelphia/Comcast Transactions offset by repurchases of common stock made in
connection with the Company’s common stock repurchase program and dividends paid to common stockholders in
2006.

Cash used by financing activities was $4.300 billion in 2005 compared to $2.952 billion in 2004. The increase
in cash used by financing activities is due principally to repurchases of common stock made in connection with the
Company’s common stock repurchase program and dividends paid to common stockholders in 2005, partially offset
by lower incremental debt repayments in 2005.

Capital Expenditures and Product Development Costs

Time Warner's total capital expenditures and product development costs were $4.141 billion in 2006 compared
to $3.246 billion in 2005 and $3.024 billion in 2004. Capital expenditures and product development costs from
continuing operations were $4.085 billion in 2006 compared to $3.102 billion in 2005 and $2.868 billion in 2004,
The majority of capital expenditures and product development costs relate to the Company’s Cable segment, as
discussed below.
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‘The Cable segment’s capital expenditures from continuing operations include the following major categories
(millions):

Year Ended December 31,

2006 2005 2004
Cable Segment Capital Expenditures from Continuing Ope'rations

Customer premise equipment™ . ... ... ... ... L .. %1125 $ 805 § 656
Scalable infrastructure™ .. ... o 568 325 184
Line extensions™ . ... ... .. .. 280 235 218
Upgrades/rebuilds™. .. . ... ... e e 151 113 126
Support capital'® . . ... U 594 359 375

Total . o e e $2,718 $1.837 $1,559

@) Represeats costs incurred in the purchase and insiallation of equipment that resides at a customer's home for the purpose of receiving/sending video, high-speed
data and/or Digital Phone signals. Such equipment typically includes digital converters, remote controls, high-speed data moders, telephone modeims and the
costs of installing such equipment for new customers. Customer premise equipment also includes matectals and labor incurred to install the “drop™ cable that
connects a customer's home to the closest point of the main distribution network.

) Represents costs incurred in the purchase and installation of cquipment that controls signal reccption, processing and transmission throughout TWC's
distribution network, as well as controls and communicates with the equipment residing st a customer’s home. Also included in scalable infrastructure is certain
equipment necessary for content aggregation and distribution (VOD equipment) and equipment necessary Lo provide certain video, high-speed data and Digital
Phone product leatures (voicemail, e-mail, etc.).

19 Represents costs incurred to extend TWC's distribution network into a geographic area previously not served. These costs typically include network design, the
purchase and installation of fiber optic and coaxial cable and cerain elecironic cquiptent,

™ Represents costs incurred to upgrade or replace certain existing components or an entire geographic area of TWC's distribution network. These costs typically
include network design, the purchase and installation of fiber optic and coaxial cable and certain clectronic equipment,

©)  Represents all other capital purchases required to run day-10-day operations. These costs typically include vehicles, land and buildings, computer cquipment,
office equipment, femiture and {ixtures, tools and test equipment and software.

TWC incurs expenditures associated with the construction of its cable systems. Costs associated with the
construction of the cable transmission and distribution facilities and new cable service installations are capitalized.
TWC generally capitalizes expenditures for tangible fixed assets having a useful life of greater than one year.
Capitalized costs include direct material, labor and overhead and interest. Sales and marketing costs, as well as the
costs of repairing or maintaining existing fixed assets, are expensed as incurred. With respect to certain customer
premise equipment, which includes converters and cable modems, TWC capitalizes installation charges only upon
the initial deployment of these assets. All costs incurred in subsequent disconnects and reconnects are expensed as
incurred. Depreciation on these assets is provided, generally using the straight-line method, over their estimated
useful lives. For converters and modems, the useful life is 3 to 4 years, and, for plant upgrades, the useful life is up to
16 years.

In connection with the Adelphia/Comcast Transactions, TW NY acquired significant amounts of property,
plant and equipment, which were recorded at their estimated fair values. The remaining useful lives assigned to such
assets were generally shorter than the useful lives assigned to comparable new assets, to reflect the age, condition
and intended use of the acquired property, plant and equipment.

The increase in capital expenditures in 2006 is primarily associated with capital expenditures associated with
the integration of the Acquired Systems, the continued rolt-out of TWC’s advanced digita! services, including
Digital Phone services, and continued growth in high-speed data services.

As a result of the Adelphia/Comcast Transactions, the Company has made and anticipates continuing to make
significant capital expenditures over the next 12 to 24 months related to the continued integration of the Acquired
Systems, including improvements to plant and technical performance and upgrading system capacity, which will
allow TWC to offer its advanced services and features in the Acquired Systems. The Company estimates that these
expenditures will range from approximately $450 million to $550 million (including amounts incurred during
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2006). The Company does not believe that these expenditures will have a material negative impact on its liquidity or
capital resources. )

Outstanding Debt and Other Financing Arrangements
Ourtstanding Debt and Available Committed Financial Capacity

At December 31, 2006, Time Warner had total committed capacity, defined as maximum available borrowings
under various existing debt arrangements and cash and short-term investments, of $45.165 billion. Of this
commiited capacity, $9.911 biilion was available to fund future obligations and $34.997 billion was outstanding
as debt. (Refer to Note 8 to the accompanying consolidated financial statements for more details on outstanding
debt.) At December 31, 2006, total committed capacity, outstanding letters of credit, unamortized discount on
commercial paper, outstanding debt and total unused capacity were as follows:

Unamortized
B Discount on Unused
Committed  Letters of° Commercial Outstandmg Committed
Capacity Credit™ Puper Debt'™ Capacity'”’
{millions}
Cash and equivalents . ... ....... $ 1,549 $ — 5— 32— $1,549
Bank credit agreement and ' ‘
commercial paper programs . ... 21,000 237 20 T 12,381 8,362
Floating-rate public debt ........ 2,000 — — 2,000 -—
Fixed-rate public debt® ......... 30,285 — — 20,285 . —
Other fixed-fate obligations'® . Cee 331 n — 331 —
Total ............. e T $45,165- $237 $20 $34,997 $9.911

(a)

Represents the portion of commined cupacity reserved for outstanding and undrawn letters.of credit.
ik}

Represents principal amounts adjusted for fair value adjustments, premiums and discounts.

The Company has classified $1.546 billion in debt of Time Wamer due in 2007 as long-l:ﬁ'm in the accompanying consolidated hatance sheet to reflect
management’s ability and intent 1o refinance the obligation on a long-tert basis. Such debt refinancing will be from unused committed capacity of the
Company’s bank credit agreements.

Includes debt due within one year of $64 million, which primarily relates to capital lease obligations.

(c)

{d:

Bank Credit Agreemenis and Comrﬁercial FPaper Programs

In the first quarter of 2006, Time Warner and TWC entered into $21.0 billion of bank credit agreements, which
consist of an amended and restated $7.0 billion five-year revolving credit facility at Time Warner, an amended and
restated $6.0 billion five-year revolving credit facility at TWC (including $2.0 billion of increased commitments), a
new $4.0 billion five-year term loan facility at TWC, and a new $4.0 billion three-year term loan facility at TWC.
Collectively, these facilities refinanced $11.0 billion of previously existing committed bank financing, while the
$2.0 billion increase in the TWC revolving credit facility and the $8.0 billion of new TWC term loan facilities were
used to finance, in part, the cash portions of the Adelphia/Comcast Transactions. As discussed below, the increase in
the revolving credit facility and the two term loan facilities at TWC became effective concurrent with the closing of
the Adelphia Acquisition, and the term loans were fully utilized at that time. :

Time Warner Credit Agreement

. Following the refinancing transactions described above, Time Warner has a $7.0 billion senior unsecured five-
year revolving credit facility with a maturity date of February 17, 2011 (the “TW Facility”), which refinanced an
existing $7.0 billion revolving credit facility with a maturity date of June 30, 2009. The permitted borrowers under
the TW Facility are Time Warner and Time Warner International Finance Limited (the “Borrowers”). The
obligations of both Time Warmner and Time Warner International Finance Limited are directly or indirectly
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gua:énleéd by AOﬁ, Historic TW, Turner and Time Warner Companies, Inc. The obligations of Time Warner
International Finance Limited are also guaranteed by Time Warner.

Borrowings under the TW Facility bear interest at a rate determined by the credit rating of Time Warner, which
rate was LIBOR plus 0.27% per annum as of December 31, 2006. In addition, the Borrowers are required to pay a
facility fee on the aggregate commitments under the TW Facility at a rate determined by the credit rating of Time
Warner, which rate was 0.08% per annum as of December 31, 2006, The Borrowers also incur an additional usage
fee of 0.10% per annum on the outstanding loans and other extensions of credit under the TW Facility if and when
such amounts exceed 50% of the aggregate commitments thereunder.

The TW Facility provides same-day funding and multi-currency capability, and a portion of the commitment,
not to exceed $500 million at any time, may be used for the issuance of letters of credit. The TW Facility contains a
maximum leverage ratio covenant of 4.5 times the consolidated EBITDA of Time Warner. The terms and related
financial metrics associated with the leverage ratio are defined in the TW Facility agreement. At December 31,
2006, the Company was in compliance with the leverage covenant, with a leverage ratio, calculated in accordance
with the agreement, of approximately 2.8 times. The TW Facility does not contain any credit ratings-based defaults
or covenants or any ongoing covenant or representations specifically relating to a material adverse change in Time
Warner's financial condition or results of operations. Borrowings may be used for general corporate purposes, and
unused credit is available to support borrowings by Time Warner under its commercial paper program. As of
December 31, 2006, there were no loans outstanding, $78 million in outstanding face amount of letters of credit
were issued under the TW Facility, and approximately $1.304 billion of commercial paper issued by Time Warner
was supported by the TW Facility. The Company’s unused committed capacity as of December 31, 2006, excluding
the unused committed capacity of TWC, was $7.113 billion, net of $3 million unamortized discount on cormercial
paper and including $1.498 billion of cash and equivalents.

TWC Credit Agreements

Following the financing transactions described above, TWC has a $6.0 billion senior unsecured five-year
revolving credit facility with a maturity date of February 15, 2011 (the “Cable Revolving Facility™). This represents
a refinancing of TWC’s previous $4.0 billion of revolving bank commitments with a maturity date of November 23,
2009, plus an increase of $2.0 billion effective concurrent with the closing of the Adelphia Acquisition. Also
effective concurrent with the closing of the Adelphia Acquisition are two $4.0 billion term loan facilities (the
“Cable Term Facilities” and, collectively with the Cable Revolving Facility, the “Cable Facilities”) with maturity
dates of February 24, 2009 and February 21,2011, respectively. TWE is no longer a borrower in respect of any of the
Cable Facilities, although TWE and TW NY Cable Holding Inc. (“TWNYCH?") guarantee the obligations of TWC
under the Cable Facilities. As of December 31, 2006, there were borrowings of $8.0 billion: outstanding under the
Cable Term Facilities.

On October 18, 2006, TWNYCH executed and delivered unconditional guaranties of the obligations of TWC
under the Cable Facilities. In addition, contemporaneously with the completion by Time Warner NY Cable LLC
(*TW NY”) of the TWE GP Transfer described below, TW NY was released from its guaranties of TWC’s
obligations under the Cable Facilities in accordance with the terms of the Cable Facilities. In addition, following the
adoption of the amendments to the TWE Indenture pursuant to the Eleventh Supplemental Indenture described
below, the guaranties previously provided by American Television and Communications Corporation (“ATC”} and
Warner Communications Inc. (“WCI’) of TWC’s obligations under the Cable Facilities were automatically
terminated in accordance with the terms of the Cable Facilities.

Borrowings under the Cable Revolving Facility bear interest at a rate based on the credit rating of TWC, which
rate was LIBOR plus 0.27% per annum as of December 31, 2006. In addition, TWC is required to pay a facility fee
on the aggregate commitments under the Cable Revolving Facility at a rate determined by the credit rating of TWC,
which rate was 0.08% per annum as of December 31, 2006. TWC may also incur an additional usage fee of
0.10% per annum on the outstanding toans and other extensions of credit under the Cable Revolving Facility if and
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when such amounts exceed 50% of the aggregate commitments thereunder. Borrowings under the Cable Term
Facilities bear interest at a rate based on the credit rating of TWC, which rate was LIBOR plus 0.40% per annum as
of December 31, 2006. In addition, TWC paid a facility fee on the aggregate commitments under the Cable Term
Facilities for the period prior to the closing of the Adelphia Acquisition at a rate of 0.08% per annum.

The Cable Revolving Facility provides same-day funding capability and a portion of the commitment, not to
exceed $500 million at any time, may be used for the issuance of letters of credit. The Cable Facilities contain a
maximum leverage ratio covenant of 5.0 times the consolidated EBITDA of TWC, The terms and related financial
metrics asscciated with the leverage ratio are defined in the Cable Facility agreements. At December 31, 2006,
TWC was in compliance with the leverage covenant, with a leverage ratio, calculated in accordance with the
. agreements, of approximately 3.3 times. The Cable Facilities do not contain any credit ratings-based defaults or
covenants or any ongoing covenant or representations specificalty relating to a material adverse change in the
financial condition or resulis of operations of Time Warner or TWC. Borrowings under the Cable Revolving Facility
may be used by TWC for general corporate purposes, and unused credit is available to support borrowings by TWC
under its commercial paper program. Borrowings under the Cable Facilities were used to finance in part the cash
portions of the Adelphia/Comcast Transactions. As of December 31, 2006, there were borrowings of $925 mil-
lion and letters of credit totaling $159 million outstanding under the Cable Revolving Facility, and approximately
$2.152 billion of commercial paper issued by TWC was supported by the Cable Revolving Facility, TWC’s unused
committed capacity as of December 31, 2006 was $2.798 billion, ret of $17 million unamortized discount on
commercial paper and including $51 million of cash and equivalents.

Commercial Paper Programs

On January 25, 2007, Time Warner entered into a $7.0 billion unsecured commercial paper program (the “New
TW Program™) that replaced its previous $5.0 billion unsecured commercial paper program (the “Prior TW
Program”). The obligations of Time Warner under the New TW Program are guaranteed by TW AOL Holdings Inc.
(“TW AOL”) and Historic TW. In addition, the obligations of Historic TW are guaranteed by Tumer and Time
Warner Companies, Inc. Proceeds from the New TW Program may be used for general corporate purposes,
including investments, repayment of debt and acquisitions. Commercial paper issued by Time Warner is supported
by the unused committed capacity of the $7.0 billion TW Facility. As of December 31, 2006, there was no
commercial paper ouistanding under the New TW Program and there was approximately $1.304 billion of
commercial paper outstanding under the Prior TW Program, which was terminated in February 2007 upon
repayment of the last amounts issued under the Prior TW Program.

On December 4, 2006, TWC entered into a $6.0 billion unsecured commercial paper program (the “New TWC
Program) that replaced its previous $2.0 billion commercial paper program (the “Prior TWC Program™). TWC’s
obligations under the New TWC Program are guaranteed by TWNY CH and TWE, both subsidiaries of TWC, while .
TWC’s obligations under the Prior TWC Program were guaranteed by ATC and WCI (both subsidiaries of the
Company but not of TWC) and TWE. Commercial paper issued by TWC under the New TWC Program is supported
by the unused committed capacity of the Cable Revolving Facility. The commercial paper issued under the New
TWC Program ranks pari passu with TWC’s, TWE’s and TWNYCH’s other unsecured senior indebtedness.

No new commerctal paper was issued under the Prior TWC Program after December 4, 2006, and the Prior
TWC Program was terminated on February 14, 2007, upon the repayment of the last remaining notes issued
thereunder. As of December 31, 2006, there was approximately $1.500 billion of commercial paper outstanding
under the New TWC Program and approximately $652 million of commercial paper outstanding under the Prior
TWC Program. ' '

© TWE Bond Indenture

Pursuant to the Ninth Supplemental Indenture to the indenture (the “TWE Indenture”) governing $3.2 billion
of notes issued by TWE (the “TWE Bonds™), TW NY, a subsidiary of TWC and a successor in interest to Time
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Warner NY Cable Inc., agreed to waive, for so long as it remained a general partner of TWE, the benefit of certain
provisions in the TWE Indenture which provided that it would not have any liability for the TWE Bonds as a general
partner of TWE (the “TW NY Waiver”). On October 18, 2006, TW NY contributed all of its general partnership
interests in TWE to TWE GP Holdings LLC, its wholly owned subsidiary (the “TWE GP Transfer”), and, as a result,
the TW NY Waiver, by its terms, ceased to be in effect. In addition, on October 18, 2006, TWC, together with TWE,
TWNYCH, certain other subsidiaries of the Company and The Bank of New York, as Trustee, entered into the Tenth
Supplemental Indenture to the TWE Indenture. Pursuant to the Tenth Supplemental Indenture to the TWE
Indenture, TWNYCH fully, unconditionally and irrevocably guaranteed the payment of principal and interest
on the TWE Bonds.

On October 19, 2006, TWE commenced a consent solicitation to amend the TWE Indenture 1o simplify the
guaranty structure of the TWE Bonds and to amend TWE’s reporting obligations under the TWE Indenture. On
November 2, 2006, the consent solicitation was completed, and TWE, TWC, TWNYCH and The Bank of New
York, as Trustee, entered into the Eleventh Supplemental Indenture to the TWE Indenture, which (i) amended the
guaranty of the TWE Bonds previously provided by TWC to provide a direct guaranty of the TWE Bonds by TWC,
rather than a guaranty of the TW Partner Guaranties (as defined below), (ii) terminated the guaranties (the “T'W
Partner Guaranties™} previously provided by ATC and WCI, and (jii) amended TWE’s reporting obligations under
the TWE Indenture to allow TWE to provide holders of the TWE Bonds with quarterly and annual reports that TWC
(or any other ultimate parent guarantor, as described in the Eleventh Supplemental Indenture) would be required to
file with the SEC pursuant to Section 13 of the Exchange Act, if it were required to file such reports with the SEC in
respect of the TWE Bonds pursuant to such section of the Exchange Act, subject to certain exceptions as described
in the Eleventh Supplemental Indenture. .

AQL Term Loan

On April 13, 2006, TW AOL Holdings Inc., a wholly owned subsidiary of Time Warner, entered into a
$500 million term loan with'a maturity date of April 13, 2009 (the “AOL Facility”). Simultaneous with the Google
investment of $1 billion for a 5% equity interest in AOL Holdings LLC, a subsidiary of TW AOL Holdings Inc. and
the parent of AOL, the obligations under the AOL Facility were assigned by TW AOL Holdings Inc. to AOL
Holdings LLC and by AOL Holdings LLC to AOL. On August 13, 2006, AOL completed the repayment in full of
the AOL. Facility. The AOL Facility was not guaranteed by Time Warner. The proceeds of the AOL Facility were
used to pay off $500 million of the $1 billion aggregate principal amount of 6.125% Time Warner notes, which
became due on April 15, 2006.

Public Debt

Time Warner and certain of its subsidiaries have various publi'c debt issuances outstanding. At issuance, the
maturities of these outstanding series of debt ranged from three to 40 vears and the debt with fixed interest rates
ranged from 5.50% to 10.15%. Time Warner also has $2.0 billion of public floating rate debt due in 2009. At
December 31, 2006 and December 31, 2005, the total (fixed and floating rate) debt outstanding from these offerings
was $22.285 billion (inclusive of the 2006 Notes discussed below) and $18.863 billion, respectively.

New Time Warner Public Debt

On November 8, 2006, Time Warner filed a shelf registration statement with the SEC that allows it to offer and
sell from time to time debt securities; preferred stock, common stock and/or warrants to purchase debt and equity
securities. On November 13, 2006, Time Warner issued an aggregate of $5.0 billion principal amount of debt
securities under this shelf registration statement, with maturities ranging from three to 30 years (the “2006 Debt
Offering”). The securities issued pursuant to the 2006 Debt Offering (the “2006 Notes™) are guaranteed, on an
unsecured basis, by Historic TW and TW AOL. In addition, Tumner and Time Warner Companies, Inc. have
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guaranteed, on an unsecured basis, Historic TW's guarantee of the securities. The 2006 Notes are comprised of the
following series of notes and debentures:

$2.000,000,000 Floating Rate Notes due 2009,
$1,000,000,000 5.50% Notes due 2011;
$1,000,000,000 5.875% Notes due 2016; and
$1,000,000,000 6.50% Debentures due 2036.

The net proceeds to the Company from the 2006 Debt Offering were approximately $4.969 billion and were used to
refinance indebtedness under the Prior TW Program and for general corporate purposes, including repurchases of
Time Warner’s common stock.

Other Financing Arrangements

From time to time, the Company enters into various other financing arrangements that provide for the
accelerated receipt of cash on certain accounts receivable and film backlog licensing contracts, The Company
employs these arrangements because they provide a cost-efficient form of financing, as well as an added level of
diversification of funding sources. The Company is able to realize cost efficiencies under these arrangements
because the assets securing the financing are held by a legally separate, bankruptcy-remote entity and provide direct
security for the funding being provided. These arrangements do not contain any rating-based defaults or covenants.
For more details, see Note 8 to the accompanying consolidated financial statements.

The following table summarizes the Company’s other financing arrangements at December 31, 2006:
Committed Capacity™  Outstanding Utilization  Unused Capacity

(millions)
Accounts receivable securitization
facilities .................... $ 805 $707 $ 98
Backlog securitization facility®™. . . .. 500 223 277
Total other financing .
arrangements . .. ............ $1,305 $930 $375

™ Ability to use accounts receivable securitization facilities end backlog securitization facility depends on availability of quatified assets.
' The owstanding utifization on the backlog securitization facility is classified as deferred revenue on the accompanying consolidated balance sheet.

Covenants and'Rating Triggers

Each of the Company’s bank credit agreements, public debt and financing arrangements with third-party
special purpose entities (“SPEs”) contain customary covenants. A breach of such covenants in the bank credit
agreements that continues beyond any grace period constitutes a default, which can limit the Company’s ability to
borrow and can give rise to a right of the lenders to terminate the applicable facility and/or require immediate
payment of any outstanding debt. A breach of such covenants in the public debt beyond any grace period constitutes
adefault which can require immediate payment of the outstanding debt. A breach of such covenants in the financing
arrangements with SPEs that continues beyond any grace period can constitute a termination event, which can limit
the facility as a future source of liquidity; however, there would be no claims on the Company for the recéivables or
backlog contracts previously sold. Additionally, in the event that the Company’s credit ratings decrease, the cost of
maintaining the bank credit agreements and facilities and of borrowing increases and, conversely, if the ratings
improve, such costs decrease. There are no rating-based defaults or covenants in the bank credit agreements, public
debt or financing arrangements with SPEs.

As of December 31, 2006, and through the date of this filing, the Company was in compliance with all
covenants in its bank credit agreements, public debt and financing arrangements with SPEs. Management does not
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anticipate that the Company will have any difficulty in the foreseeable future complying with the existing
covenants.

Film Sale-Leaseback Arrangements

The Company has entered into arrangements where certain film assets are sold to third-party investors that
generate tax benefits to such investors that are not otherwise available to the Company. The specific forms of these
transactions differ, but often are sale-leaseback arrangements with third-party SPEs owned by the respective
investors. At December 3t, 2006, such SPEs were capitalized with approximately $3.5 billion of debt and equity
from the third-party investors. The Company does not guarantee and is not otherwise responsible for the equity and
debt in these SPEs and does not participate in the profits or losses of these SPEs, but does have a performance
guaraniee to produce the film assets sold to these vehicles. The Company does not consolidate these SPEs. Instead,
the Company accounts for these arrangements based on their substance. That is, the net benefit received by the
Company from these transactions is recorded as a reduction of film costs. These transactions resulted in reductions
of film costs totaling $89 million, $110 million and $135 million during the years ended December 31, 2006, 2005
and 2004, respectively.

Film Co-Financing Arrangements

The Company enters into arrangements with third parties to jointly finance many of its theatrical productions.
These arrangements, which are referred to as co-financing arrangements, take various forms. In most cases, the
form of the arrangement is the sale of an economic interest in a film to a joint venture investor. The Company
records the amounts received for the sale of an economic interest as a reduction of the cost of the film, as the investor
assumes full risk for that portion of the film asset acquired in these transactions. The substance of these
arrangements is that the third-party investors own an interest in the film and, therefore, in each period the
Company reflects in the income statement either a charge or benefit to reflect the estimate of the third-party
investor’s interest in the profits or losses incurred on the film. Consistent with the requirements of Statement of
Position 00-2, Accounting by Producers or Distributors of Films (*SOP 00-2”), the estimate of the third-party
investor’s interest in profits or losses incurred on the film is determined by reference to the ratio of actual revenue
earned to date in relation to total estimated ultimate revenues.

Contractual and Other Obligations
Contractual Obligations

In addition to the previously discussed financing arrangements, the Company has obligation:‘; under certain
contractual arrangements 1o make future payments for goods and services. These contractual obligations secure the
future rights to various assets and services to be used in the normal course of operations. For example, the Company
is contractually committed to make certain minimum lease payments for the use of property under operating lease
agreements. In accordance with applicable accounting rules, the future rights and obligations pertaining to firm
commitments, such as operating lease obligations and certain purchase obligations under contracts, are not reflected
as assets or liabilities on the accompanying consolidated balance sheet.

96



TIME WARNER INC.
MANAGEMENT’S DISCUSSION AND ANALYSIS
OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION — (Continued)

The following table summarizes the Company’s aggregate contractual obligations at December 31, 2006, and

the estimated timing and effect that such obligations are expected to have on the Company’s liquidity and cash flow
in future periods.

Contractual Obligations™ Total 2007 2008-2009  2010-2011 Thereafter
(millipnts)

Outstanding debt obligations and
mandatorily redeemable preferred

membership units (Notes 8and 9) ... .. $35,106 $1,558 $ 6,856 $10410  $16,282
Interest and dividends . ............... 24,284 2271 4,153 3,133 14,677
Capital lease obligations (Note 8). .. ..... 210 62 62 20 66
Operating lease obligations (Note 17). .. .. 4,776 603 1,115 900 2,158
Purchase obligations . ................ 10,863 4,151 3,218 1,709 1,785
Total contractual obligations and
outstanding debt. . ............... 575,239 38,645 $15404  $16,222  $34,968

' The table does not include the ¢ftects of certain purfeall or other buy-out arrangements involving certain of the Company’s investees that are optional in nature,

which are discussed in more detail in the pages that follow.
The following is a description of the Company’s material contractual obligations at December 31, 2006:

* Outstanding debt obligations and mandatorily redeemable preferred membership units — represents the
principal amounts due on outstanding debt obligations and mandatorily redeemable preferred membership
units as of December 31, 2006. Amounts do not include any fair value adjustments, bond premiums,
discounts, interest payments or dividends,

* Interest and dividends — with the exception of commercial paper issued under the Company’s commercial
paper programs, represents amounts based on the outstanding debt or mandatorily redeemable preferred
membership units balances, respective interest or dividend rates (interest rates on variable-rate debt were
held constant through maturity at the December 31, 2006 rates) and maturity schedule of the respective
instruments as of December 31, 2006. With regard to commercial paper issued under the commercial paper
programs, amounts assume the outstanding commercial paper and interest rates at December 31, 2006 will
remain outstanding through the maturity of the respective underlying credit facility. Interest ultimately paid
on these obligations may differ based on changes in interest rates for variable-rate debt, as well as any
potential future refinancings entered into by the Company. See Notes 8 and 9 to the accompanying
consolidated financial statements for further details.

¢ Capital lease obligations — represents the minimum capital lease payments under noncancelable ieases,
primarily for network equipment at the AOL segment financed under capital leases.

* Operating lease obligations — represents the minimum lease rental payments under noncancelable operating
feases, primarily for the Company’s real estate and operating equipment in various locations around the world.

¢ Purchase obligations — as it is used herein, a purchase obligation represents an agreement to purchase
goods or services that is enforceable and legally binding on the Company and that specifies all significant
terms, including: fixed or minimum quantities to be purchased; fixed, minimum or variable price provisions;
and the approximate timing of the transaction. The Company expects to receive consideration (i.e., products
or services) for these purchase obligations. The purchase obligation amounts do not represent the entire
anticipated purchases in the future, but represent only those items for which the Company is contractually
obligated. Additionally, the Company also purchases products and services as needed, with no firm
commitment. For this reason, the amounts presented in the table alone do not provide a reliable indicator
of the Company’s expected future cash outflows. For purposes of identifying and accumulating purchase
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obligations, the Company has included all material contracts meeting the definition of a purchase obligation
{e.g., legally binding for a fixed or minimum amount or quantity}. For those contracts involving a fixed or
minimum quantity, but variable pricing, the Company has estimated the contractual obligation based on its
best estimate of pricing that will be in effect at the time the obligation is incurred. Additionally, the Company
has included only the obligation represented by those contracts as they existed at December 31, 2006, and
did not assume renewal or replacement of the contract at the end of its term. If a contract includes a penalty
for non-renewal, the Company has included that penalty, assuming it will be paid in the period after the
contract term expires. If Time Warner can unilaterally terminate an agreement simply by providing a certain
‘number of days notice or by paying a termination fee, the Company has included the amount of the
termination fee or the amount that would be paid over the “notice period.” Contracts that can be unilaterally
terminated without incurring a penalty have not been included.

The following table summarizes the Company’s purchase obligations at December 31, 2006:

Purchase Obligations Total 2007 2008-2009  2010-2011  Thereafter
(millions)
Network programming obligations™. . . . . . $ 5640 $1,746  $1,632 $1,085 $1,177
Narrowband and broadband network
obligations™ ... ... .. ... ... ... 238 181 40 4 13
Creative talent and employment
agreements'™ ... ... ... ... 1,622 843 671 102 6

Obligations to purchase paper and to use
certain printing facilities for the

production of magazines. . ........... 1,327 272 . 408 321 326
Obligations to certain investee

companies™ .. ... ... .. .. .. ....... 37 37 — — —
Advertising, marketing and sponsorship

obligations™ . ... ... ... ... ... . .... 415 284 117 11 3
Obligations to purchase information

technology licenses and services....... in 80 98 86 37
Other, priman'})y general and administrative

obligations™ .. ... .. ... .. ... ... 1,283 708 252 100 223

Total purchase obligations . .......... $10,863 $4,151 $3,218 $1,709 $1,785

The Networks segment enters into contracts to license sports programming 10 carry on its television networks. The amounts in the table represent minimum
paymet obligations to sports leajgues (¢.g., NBA, NASCAR and MLB} to air the programming over the contract period. The Networks segment also enters into
licensing agrecments with certain movic studios to acquire the rights to air movics that the movie studios release theatrically (“Studie Movie Deals™). The
pricing structures in these contracts differ in that certain agreements can require a fixed amount per movie while others will be based on a percentage of the
movie's hox office reccipts (with license fees generully capped at specified amounts), or a combination of both. The amounts included herein represent
obligations for movies that have been released theatrically as of December 31, 2006 and are calculated using the actual or estimated box office performance or
fixed amoums, as applicable.

Nasrowband znd broadband network obligutions relate primarily to minimum purchase commitments that AOL has with various narrowband and broadband
network providers.

The Company’s commitments under creative talent and employment ugreements include obligations 1o executives, actors, producers, authors, sports personnel
and other talent under contractual arrangements, including union contracts.

Obligations to certain investee companies represent obligtions to purchase additional interests in a subsidiary of the Publishing segment and fund investees
within the Filmed Entcriainment segment.

Advertising, marketing and sponsorship obligations include minimum guaranteed royalty and marketing payments 10 vendors and content providers, primarily
of the AOL, Networks and Filmed Entertainment segmenis.

Other includes obligations to purchase general and administrative items such as legal, securily, janitorial, office equipment, suppon und maintenance services,
office supplics, ubligations refated to the Company's postretirement and unfunded defined bencfil pension plans, purchase obligations {or cable vonverter boxes
at the Cable segment, construction commitments primarily for the Publishing and Networks scgments, as well as centain minimum revenue guarantees related to
the sales of AQL's European access businesses.
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Mast of the Company’s other long-term liabilities reflected on the accompanying conselidated balance sheet
have been incorporated in the estimated timing of cash payments provided in the summary of contractual
obligations, the most significant of which is an approximate $1.087 billion liability for film licensing obligations.
However, certain long-term liabilities have been excluded from the summary because there are no cash outflows
associated with them (e.g., deferred revenue) or because the cash outflows associated with them are uncertain or do
not represent a purchase obligation as it is used herein (e.g., deferred taxes, minority interests, participations and
royalties, deferred compensation and other miscellaneous items). Contractual capital commitments are also
included in the preceding table; however, these commitments represent only a small part of the Company’s
expected capital spending in 2007 and beyond. Additicnally, minimum pension funding requirements have not been
presented, as such amounts have not been determined beyond 2007. The Company does not have a required
minimum pension contribution obligation for its defined benefit pension plans in 2007.

Other Contractual Obligations

In addition to the contractual obligations previously discussed, certain other contractual commitments of the
Company entail variable or undeterminable quantities and/or prices and, thus, do not meet the definition of a
purchase obligation. As certain of these commitments are significant to its business, the Company has summarized
these arrangements below. Given the variability in the terms of these arrangements, significant estimates were
involved in the determination of these obligations. Actual amounts, once known, could differ significantly from
these estimates.

Other Contractual Commitments Total 2007 2008-2009 2010-2011 Thereafter
{millions)

Cable and network programming, AOL
network and DVD manufacturing
obligations. .. ................. ... $20,111  $4,575  $7,311 $4,082 34,143

The Compﬁny’s other contractual commitments at December 31, 2006 primarily consist of Cable program-
ming arrangements, Digital Phone connectivity, future film licensing obligations, ACL network obligations and
DVD manufacturing obligations, as follows:

+ Cable programming arrangements represent contracts that the Company’s Cable segment has with cable
television networks to provide programming service to its subscribers. Typically, these arrangements
provide that the Company purchase cable television programming for a certain number of subscribers
provided that the Company is providing cable services to such number of subscribers. There is generally no
obligation to purchase these services if the Company is not providing cable services. The obligation included
in the above table represents estimates of future cable programming costs based on subscriber levels at
December 31, 2006 and current contractual per subscriber rates. -

= Digital Phone connectivity obligations relate to certain connectivity expenses of the Cable segment’s Digital
Phone product. The expenses relate to transport, switching and interconnection services that allow for the
origination and termination of local and long distance telephony traffic. These expenses also include related
technical support services. There is generally no obligation to purchase these services if the Company is not
providing Digital Phone service. The amounts included above are based on the number of Digital Phone
subscribers at December 31, 2006 and the per subscriber contractual rates contained in the contracts that
were in effect as of December 31, 2006.

» Network programming obligations represent studio movie deal commitments to acquire the right to air
movies that will be released in the future (i.e., after December 31, 2006). These arrangements do not meet the
definition of a purchase obligation since there are neither fixed nor minimum quantitics under the
arrangements. The amounts included herein have been estimated giving consideration to historical box
office performance and studio release trends.
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« AOL network obligations relate to narrowband and broadband modem contracts that are variable in nature.
These arrangements do not meet the definition of a purchase obligation since there are neither fixed nor
minimum quantities under the arrangements. The amounts included herein have been estimated giving
consideration to historical and expected future usage patterns. '

+ DVD manufacturing obligations relate to a six-year agreement at the Filmed Entertainment segment with a
third-party manufacturer to purchase the Company’s DVD requirements. This arrangement does not meet
the definition of a purchase obligation since there are neither fixed nor minimum quantities under the
arrangement. Amounts were estimated using current annual DVD manufacturing volumes and pricing per
manufactured DVD for each year of the agreement.

The Company expects to fund its operating commitments and obligations with cash flow from operations
generated in the normal course of business.

Contingent Commitments

‘The Company also has certain contractual arrangements that would require the Company to make payments or
provide funding if certain circumstances occur (“contingent commitments”). For example, the Company has
guaranteed certain lease obligations of unconsolidated investees. In this circumstance, the Company would be
required to make payments due under the lease to the lessor in the event of default by the unconsolidated investee.
The Company does not expect that these contingent commitments will result in any material amounts being paid by
the Company in the foreseeable future.

_ The following table summarizes separately the Company’s contingent commitments al December 31, 2006.
The 1abie identifies when the maximum contingent commitments will expire, but this does not mean that the
Company expects to incur an obligation to make any payments during the applicable time period.

Nature of Contingent Commitments Total 2007 2008-2009 2010-2011 Thereafter
(millions)
GUATANLEES . « o o v v o var e e eee e e e $1.465 §$ 51 $81 $ 87 - $1,246
Letters of credit and other contingent
commitments ................ .00, 431 86 - 6 63 276
Total contingent commitments. . . ........ $1,896 3137 $87 $150 $1.522

The following is a description of the Company’s contingent commitments at December 31, 2006:

« Guarantees include guarantees the Company has provided on certain lease and operating commitments
entered into by (a) entities formerly owned by the Company as described below, and (b) joint ventures in
which the Company is or was a venture pariner.

In connection with the Company’s former investment in the Six Flags theme parks located in Georgia and
Texas (“Six Flags Georgia” and “Six Flags Texas,” respectively, and, collectively, the “Parks”), in 1997, the
Company agreed to guarantee (the “Six Flags Guarantee”), for the benefit of the limited partners, certain
obligations of the partnerships that hold the Parks (the “Partnerships”), including the following (the
“Guaranteed Obligations™): (a) the obligation to make a minimum amount of annual distributions to the
limited partners of the Partnerships; (b) the obligation to make a minimum amount of capital expenditures
each year: (c) the requirement that an annual offer to purchase be made in respect of 5% of the limited
partnership units of the Parinerships (plus any such units not purchased in any prior year) based on an
aggregate price for all limited partnership units at the higher of (i) $250 million in the case of Six Flags
Georgia and $374.8 million in the case of Six Flags Texas (the “Base Valoations”) and (ii) a weighted
average multiple of EBITDA for the respective Park over the previous four-year period: (d) ground lease
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payments; and (e) either (i} the purchase of all of the outstanding limited partnership units by Six Flags
through the exercise of a call option upon the earlier of the occurrence of certain specified events and the
end of the term of each of the Partnerships in 2027 (Six Flags Georgia) and 2028 (Six Flags Texas) (the “End
of Term Purchase™) or (ii) the obligation to cause each of the Partnerships to have no indebtedness and to
meet certain other financial tests as of the end of the term of the Partnership. The aggregate amount payable
in connection with an End of Term Purchase of either Park will be the Base Valuation applicable to such
Park, adjusted for changes in the consumer price index from December 1996, in the case of Six Flags
Georgia, and December 1997, in the case of Six Flags Texas, through December of the year immediately
preceding the year in  which the End of Term Purchase occurs, in each case, reduced ratably to reflect
limited partnership units previously purchased.

In connection with the 1998 sale of Six Flags Entertainment Corporation to Six Flags Inc. (formerly Premier
Parks Inc.) {“Six Flags™), Six Flags and the Company, among others, entered into a Subordinated Indemnity
Agreement pursuant to which Six Flags agreed to guarantee the performance of the Guaranteed Obligations
when due and to indemnify the Company, among others, in the event that the Guaranteed Obligations are
not performed and the Six Flags Guarantee is called upon. In the event of a default of Six Flags’ obligations
under the Subordinated Iindemnity Agreement, the Subordinated Indemnity Agreement and related agree-
ments provide, among other things, that the Company has the right to acquire control of the managing
partner of the Parks. Six Flags’ obligations to the'Company are further secured by its interest in all limited
partnership units that are purchased by Six Flags. ’

To date, no payments have been made by the Company pursuant to the Six Flags Guarantee. In its quarterly
report on Form 10-Q for the quarter ending September 30, 2006, Six Flags has reported a maximum limited
partnership unit obligation for 2007 of approximately $277 million. The Company believes the current fair
values of the Parks are in excess of this amount. '

* Generally, letters of credit and surety bonds support performance and payments for a wide range of global
contingent and firm obligations including insurance, litigation appeals, import of finished goods, real estate
leases, cable installations and other gperational needs.

Except as otherwise discussed above and below, Time Warner does not guarantee the debt of any of its
investments accounted for using the equity method of accounting.

Selected Investment Information
Bookspan Joint Venture

The Company and Bertelsmann each have a 50% interest in the Bookspan joint venture, which operates the
U.S. book clubs of Book-of-the-Month Club, Inc., and Doubleday Direct. Inc. Under the General Partnership
Agreement, in January of each year, either Bertelsmann or the Company may elect to terminate the venture by
giving notice during 60-day termination periods. If such an election is made, a confidential bid process will take
place, pursuant to which the highest bidder will purchase the other party’s enfire venture interest. Including the
‘impact related to a change in its fiscal year end, the Bookspan joint venture had operating income of approximately
$30 million in 2006. '

Programming Licensing Backlog

Programming licensing backlog represents the amount of future revenue not yet recorded from cash contracts
for the licensing of theatrical and television product for pay cable, basic cable, network and syndicated television
exhibition. Backlog was approximately $4.2 billion and $4.5 billion at December 31, 2006 and December 31, 2005,
respectively. Included in these amounts is licensing of film product from one Time Warner division to another Time
Warner division in the amount of $702 million and $774 million at December 31, 2006 and December 31, 2005,
respectively. ‘
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Because backlog generally relates to contracts for the licensing of theatrical and television product which have
already been produced, the recognition of revenue for such completed product is principally dependent upon the
commencement of the availability period for telecast under the terms of the related licensing agreement. Cash
licensing fees are collected periodically over the term of the related licensing agreements or, as referenced above
and discussed in more detail in Note 8 to the accompanying consolidated financial statements, on an accelerated
basis using a $500- million securitization facility. The portion of backlog for which cash has not already been
received has significant value as a source of future funding. Of the approximately $4.2 billion of backlog as of
December 31, 2006, Time Wamer has recorded $217 million of deferred revenue on the accompanying consolidated
balance sheet, representing cash received through the utilization of the backlog securitization facility. The backlog
excludes filmed entertainment advertising barter contracts, which are also expected to result in the future realization
of revenues and cash through the sale of advertising spots received under such contracts.

MARKET RISK MANAGEMENT

Market risk is the potential loss arising from adverse changes in market rates and prices, such as interest rates,
foreign currency exchange rates and changes in the market value of financial instruments.

Interest Rate Risk

Time Warner has issued variable-rate debt that, at December 31, 2006, had an outstanding balance of
$14.401 billion. Based on Time Warner’s variable-rate obligations outstanding at December 31, 2006, each 25 basis
point increase or decrease in the level of interest rates would, respectively, increase or decrease Time Warner's
annual interest expense and related cash payments by approximately $36 million. Such potential increases or
decreases are based on certain simplifying assumptions, including a constant level of variable-rate debt for all
maturities and an immediate, across-the-board increase or decrease in the level of interest rates with no other
subsequent changes for the remainder of the period. Conversely, since almost all of the Company’s cash balance of
approximately $1.549 billion is invested in variable-rate interest earning assets, the Company, would also carn more
(less) interest income due 10 such an increase (decrease) in interest rates.

Time Wamer has issued fixed-rate debt that, at December 31, 2006, had an outstanding balance of
$20.285 billion and a fair value of $21.821 billion. Based on Time Warner’s fixed-rate debt obligations outstanding
at December 31, 2006, a 25 basis point increase or decrease in the level of interest rates would, respectively,
decrease or increase the fair value of the fixed-rate debt by approximately $419 million. Such potential increases or
decreases are based on certain simplifying assumptions, including a constant level of fixed-rate debt and an
immediate across-the-board increase or decrease in the level of interest rates with no other subsequent changes for
the remainder of the peried.

From time to time, the Company uses interest rate swaps to hedge the fair value of its fixed-rate obligations.
Under the interest rate swap contract, the Company agrees to receive a fixed-rate payment (in most cases equal to
the stated coupon rate of the bond being hedged) for a floating-rate payment. The net payment on the swap is
exchanged at a specified interval that usually coincides with the bonds’ underlying coupon payment on the agreed
upon notional amount. At December 31, 2006, there were no interest rate swaps outstanding.

The Company monilors its positions with, and the credit quality of, the financial institutions that are party to
any of its financial transactions. Credit risk related to any interest rate swaps outstanding has historically been
considered low because the swaps have been entered into with strong, creditworthy counterparties and were limited
to the net interest payments receivable, if any, for the remaining life of the swap.

Foreign Currency Risk

Time Warner uses foreign exchange contracts primarily to hedge the risk that unremitted or future royalties and
license fees owed to Time Warner domestic companies for the sale or anticipated sale of U.S. copyrighted products
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abroad may be adversely affected by changes in foreign currency exchange rates. Similarly, the Company enters
into foreign exchange contracts to hedge certain film production costs abroad as well as other transactions, assets
and liabilities denominated in a foreign currency. As part of its overall strategy to manage the level of exposure to
the risk of foreign currency exchange rate fluctuations, primarily exposure to changes in the value of the British
pound and the Euro, Time Warner hedges a portion of its foreign currency exposures anticipated over the calendar
year. The hedging period for royalties and license fees covers revenues expected to be recognized during the
calendar year; however, there is often a lag between the time that revenue is recognized and the transfer of foreign-
denominated cash back into U.S. dollars. To hedge this exposure, Time Warner uses foreign exchange contracts that
generally have maturities of three months to eighteen months providing continuing coverage throughout the
hedging period. At December 31, 2006, Time Wamer had effectively hedged approximately 70% of the estimated
net foreign currency exposures that principally relate to anticipated cash flows for royalties and license fees to be
remitted to the United States over the ensuing hedging period.

At December 31, 2006, Time Warner had contracts for the sale of approximately $3.937 billion and the
purchase of approximately $2.194 billion of foreign currencies at fixed rates, including net contracts for the sale of
$498 million of the British pound and $1.028 billion of the Euro. At December 31, 2005, Time Warner had contracts
for the sale of $2.981 billion and the purchase of $1.602 billion of foreign currencies at fixed rates, including net
contracts for the sale of $380 million of the British pound and $735 million of the Euro.

Based on the foreign exchange contracts outstanding at December 31, 2006, a 10% devaluation of the
U.S. dollar as compared to the level of foreign exchange rates for currencies under contract at December 31, 2006
would result in approximately $174 million of net unrealized losses. Conversely, a 10% appreciation of the
U.S. dollar would result in approximately $174 million of net unrealized gains. For a hedge of forecasted royalty or
license fees denominated in a foreign currency, consistent with the nature of the economic hedge provided by such
foreign exchange contracts, such unrealized gains or losses largely would be offset by corresponding decreases or
increases, respectively, in the dollar value of future foreign currency royalty and license fee payments that would be
received in cash within the hedging period from the sale of U.S. copyrighted products abroad.

Equity Risk

The Company is exposed to market risk as it relates to changes in the market value of its investments. The
Company invests in equity instruments of public and private companies for operational and strategic business
purposes. These securities are subject to significant fluctuations in fair market value due to the volatility of the stock
market and the industries in which the companies operate. These securities, which are classified in Investments,
including available-for-sale securities on the accompanying consolidated balance sheet, include equity-method
investments, investments in private securities, available-for-sale securities, restricted securities and equity deriv-
ative instruments. As of December 31, 2006, the Company had $2.457 billion of investments accounted for using
the equity method of accounting, $144 million of cost-method investments, primarily relating to equity interests in
privately held businesses and $841 million of fair value investments, including $734 million of investments related
to the Company’s deferred compensation program, $98 million of investments in unrestricted public equity
securities held for purposes other than trading and $9 million of equity derivative instruments.

Gains or losses on the Company’s investments related to its deferred compensation programs are substantially
offset by changes in the deferred compensation liability. The Company’s available-for-sale securities are adjusted to
fair value with the gain or loss recognized as an unrealized gain or loss on investment in the accompanying
consolidated statement of shareholders’ equity as a component of accumulated other comprehensive income until the
investment is either sold or considered impaired other than on a temporary basis. As of December 31, 2006, the
Company had net unrealized gains of $62 million, consisting primarily of gross unrealized gains. As a result of
declines in the value of certain investments, the Company recorded noncash pretax charges of $7 million in 20006,
$16 million in 2005 and $15 million in 2004 to reduce the carrying value of certain publicly traded and privately held
investments, restricted securities and investments accounted for using the equity method of accounting that had
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experienced other-than-temporary declines in value. In addition, the Company holds investments in equity derivative
instruments which are recorded at fair value in the accompanying consolidated balance sheet, and the related gains and
losses are immediately recognized in income. The Company recognized gains of $10 million in 2006 and losses of
$1 million and $14 miltion in 2005 and 2004, respectively, as a component of other income, net in the accompanying
consolidated statement of operations related to market fluctuations in equity derivative instruments. The potential loss
in fair value resulting from a 10% adverse change in equity prices of the Company’s available-for-sale securities and
equity derivatives would be approximately $11 million. While Time Warner has recognized all declines that are
believed to be other-than-temporary, it is reasonably possible that individual investments in the Company’s portfolio
may experience an other-than-temporary decline in value in the future if the underlying investee cornpany experiences
poor operating resulis or if the U.S. equity markets experience future broad declines in value. See Note 6 to the
accompanying consolidated financial statements for additional discussion.

CRITICAL ACCOUNTING POLICIES

The SEC censiders an accounting policy to be critical if it is important to the Company’s financial condition
and results, and if it requires significant judgment and estimates on the part of management in its application. The
development and selection of these critical accounting policies have been determined by the management of Time
Wamer and the related disclosures have been reviewed with the Audit and Finance Committee of the Board of
Directors. For a summary of all of the Company’s significant accounting policies, see Note 1 to the accompanying
consolidated financial statements.

Multiple-Element Transactions

Multiple-element transactions involve situations where judgment must be exercised in determining the fair
value of the different elements in a bundled transaction. As the term is used here, multiple-element arrangements
can involve:

1. Contemporaneous purchases and sales. The Company sells a product or service (e.g., advertising
services) to a customer and at the same time purchases goods or services and/or makes an investment in that
customer:

2. Sales of multiple products and/or services. The Company sells muliiple products or services to a
counterparty (e.g., the Cable segment sells video, Digital Phone and high-speed data services to a customer),
and/or

3. Purchases of multiple products and/or services, or the settlement of an outstanding item contempo-
raneous with the purchase of a product or service. The Company purchases muitiple products or services from
a counterparty (e.g., the Cable segment settles a dispute on an existing programming contract at the same time
that it is renegotiating a new programming contract with the same programming vendor).

Contemporaneous Purchases and Sales

In the normal course of business, Time Warner enters into transactions in which it purchases a product or
service and/or makes an investment in a customer and at the same time negotiates a contract for the sale of
advertising, or other product, to the customer. Contemporaneous transactions may also involve circumstances
where the Company is purchasing or selling products and services and settling a dispute, For example, the AOL
segment may have negotiated for the sale of advertising at the same time it purchased products or services and/for
made an investment in a counterparty. Similarly, when negotiating the terms of programming purchase contracts
with cable networks, the Company’s Cable segment may at the same time negotiate for the sale of advertising to the
same cable network.
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Arrangements, although negotiated contemporaneously, may be documented in one or more contracts. In
accounting for such arrangements, the Company looks to the guidance contained in the following authoritative
literature: ' ’

» APB Opinion No. 29, Accounting for Nonmonetary Transactions (“APB 297},

+ FASB Statement No. 153, Exchanges of Nonmonetary Assets — an amendment of APB Opinion No. 29
(“FAS 153"™);

= EITF Issue No. 01-09, Accounting for Consideration Given by a Vendor to a Customer (“EITF 01-097); and

» EITF Issue No. 02-16, Accounting by a Customer (Including a Reseller) for Certain Consideration Received
Sfrom a Vendor (“EITF 02-167).

The Company’s policy for accounting for each transaction negotiated contemporaneously is to record each
element of the transaction based on the respective estimated fair values of the products or services purchased and the
products or services sold. If the Company is unable to determine the fair value of one or more of the elements being
purchased, revenue recognition is limited to the total consideration received for the products or services sold, less
supported payments. For example, if the Company sells advertising to a customer for $10 million in cash and
contemporaneously enters into an arrangement to acquire software for $2 million from the same customer, but fair
value for the software cannot be reliably determined, the Company would limit the recognized advertising revenue to
$8 million and would ascribe no value to the software acquisition. As another example, if the Company sells
advertising to a customer for $10 million in cash and contemporaneously invests $2 million in the equity of that same
customer at fair value, the Company would recognize advertising revenue of $10 million and would ascribe $2 million
to the equity investment. Accordingly, the judgments made in determining fair value in such arrangements impact the
amount and peried in which revenues, expenses and net income are recognized over the term of the contract.

In determining the fair value of the respective elements, the Company refers to quoted market prices (where
available), independent appraisals (where available), historical transacttons or comparable cash transactions. In
addition, the existence of price protection in the form of “most-favored-nation” clauses or similar contractual
provisions are generally indicative that the stated terms of a transaction are at fair value. Additionally, individual
elements of a multiple-element transaction whose value-is dependent on future performance (and based on
independent factors) are generally indicative of fair value terms. For example, consider a multiple-element
transaction invelving (i) the sale of a business to Company A for $100 million and (ii) an agreement that the
Company will act as Company A’s sales agent and receive future commissions based on the volume of future sales
generated. Such an arrangement would be indicative of fair value terms because the generation of future
commissions is based on an independent factor (i.e., prospective sales levels).

Further, in a contemporaneous purchase and sale transaction, evidence of fair value for one element of a
transaction may provide support for the fair value of the other element of a transaction. For example, if the Company
sells advertising to a customer and contempotaneously invests in the equity of that same customer, evidence of the
fair value of the investment may support the fair value of the advertising sold, since there are only two elements in
the arrangement.

Examples of significant judgments made by the Company involving multiple-element transactions during
2006 include:

+ Sale of AOL’s European Access Businesses. 1n October and December of 2006, AOL completed the sales
of its French and U.K. access businesses. Concurrent with such sales, AOL entered into “audience
partnerships™ with each of the buyers — arrangements under which AOL will continue to maintain the
AOL client and develop co-branded internet portals for and continue to provide “audience” servicés (such as
e-mail, search and instant messaging) (o the transferred customers, while also providing those services to the
buyers’ existing and future customers. As a result of these arrangements, AOL will be able to continue to sell
advertising and provide search services, thereby continuing to earn advertising and paid search revenue. In
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addition, AOL will be providing the buyer in each country with certain transitional services for periods in
excess of one year. These transitional services will include, among other things, netw ork connectivity,
migration of billing, and customer support.

Since there is different accounting treatment afforded to different elements of the arrangements, it is
important for the respective elements of these arrangements to be valued appropriately. Specifically, the sale
of the respective businesses results in a one-time gain whereas the revenues and expenses associated with the
on-going audience partnerships and transitional services agreements will be reported in operating income in
the future. Based on a review of the nature of the arrangements, representations of individuals involved in
the negotiations, valuation analysis and discussions with one of the buyers, the Company concluded the
stated terms of the transactions are representative of fair value and, therefore, will follow the stated terms in
accounting for these arrangements.

* AOL-Google Alliance. During 2006, Google agreed to invest $1 billion to acquire a 5% equity interest in
AQL. Contemporaneously, the Company and Google entered inte a number of commercial arrangements,
including a commercial arrangement in which Google will continue to provide search technology to AQL’s
network of Internet properties worldwide.

Since there is different accounting treatment afforded to different elements of the arrangement, it is
important for the respective elements of this arrangement to be valued appropriately. As an example, the
continuation of the strategic alliance with Google results in advertising revenues being recorded by AOL; in
contrast, the $1 billion investment by Google resulted in a one-time gain which was recorded in equity. The
Company concluded the stated terms of the transaction are representative of fair value and, therefore, has
followed the stated terms in accounting for this arrangement.

* Buyout of Tribune’s Interest in The WB Netwerk. Prior to the formation of The CW by the Company
and CBS, The WB Network was owned 78% by the Company and 22% by the Tribune Corporation
(“Tribune”). Contemporaneous with the formation of The CW, Tribune agreed to surrender its 22% interest
in The WB Network in exchange for a waiver of its obligation to make past due funding commitments.
Additionally, the Company and CBS agreed that Tribune would be one of the new TV station groups to be
used by The CW.

Since there is different accounting treatment afforded to different elements of the arrangement, it is
important for the respective elements of this arrangement to be valued appropriately. As an example, the
buyout of Tribune’s interest is accounted for as an additional investment in The WB while The CW’s on-
going relationship with the television station group impacts earnings prospectively. The Company con-
cluded that the fair value of Tribune’s interest in The WB Network was de-minimus after considering the
past due funding commitments, Additionaily, the Company concluded that the terms under which Tribune
would serve as one of the new TV station groups was at fair value based on the Company’s venture partner’s
(CBS) agreement to such terms.

Sales of Multiple Products or Services

The Company’s policy for revenue recognition in instances where multiple deliverables are sold contempo-
raneously to the same counterparty is in accordance with EITF Issue No. 00-21, Revenue Arrangements with
Multiple Deliverables, and SEC Staff Accounting Bulletin No. 104, Revenue Recognition. Specifically, if the
Company enters into sales contracts for the sale of multiple products or services, then the Company evaluates
whether it has objective fair value evidence for each deliverable in the transaction. If the Company has objective fair
value evidence for each deliverable of the transaction, then it accounts for each deliverable in the transaction
separately, based on the relevant revenue recognition accounting policies. However, if the Company is unable to
determine objective fair value for one or more undelivered elements of the transaction, the Company recognizes
revenue on a straight-line basis over the term of the agreement. For example, the Cable division sells cable, Digital
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Phone and high-speed data services to subscribers in a bundled package at a rate lower than if the subscriber
purchases each product on an individual basis. Subscription revenues received from such subscribers are allocated
to each product in a pro-rata manner based on the fair value of each of the respective services.

Purchases of Multiple Products or Services

The Company’s policy for cost recognition in instances where multiple products or services are purchased
contemporaneously from the same counterparty is consistent with the Company’s policy for the sale of multiple
deliverables to a customer, Specifically, if the Company enters into a contract for the purchase of multiple products
or services, the Company evaluates whether it has fair value evidence for each product or service being purchased. If
the Company has fair value evidence for each product or service being purchased, it accounts for each separately,
based on the relevant cost recognition accounting policies. However, if the Company is unable to determine fair
value for one or more of the purchased elements, the Company would recognize the cost of the transaction on a
straight-line basis over the term of the agreement. For example, the Networks segment licenses from a film
production company the rights to a group of films and episodic series to run as content on its networks. Because the
Networks segment is purchasing multiple products that will be aired over varying times and periods, the cost is
allocated among the fitms and episodic series based on the relative fair value of each product being purchased. Each
allocated amount is then accounted for in accordance with the Networks segment’s accounting policy for that
specific type of product. Additionally, judgments are also required by management when the Cable segment
purchases multiple services from the same cable programming vendor. In these scenarios, the total consideration
provided to the programming vendor is required to be allocated to the various services received based upon their
respective fair values. Because multiple services from the same programming vendor are often received over
different contractual periods and often have different contractual rates, the allocation of consideration to the
individual services will have an impact on the timing of the Company’s expense recognition.

This policy also would apply in instances where the Company settles a dispute at the same time the Company
purchases a preduct or service from that same counterparty. For example, the Cable segment may settle a dispute on
an existing programming contract with a programming vendor at the same time that it is renegotiating a new
programuning contract with the same programming vendor. Because the Cable segment is negotiating both the
settlement of the dispute and a new programming contract, each of the elements should be accounted for at fair
value. The amount allocated to the settlement of the dispute would be recognized immediately, whereas the amount
allocated to the new programming contract would be accounted for prospectively, consistent with the accounting for
other similar programming agreements.

Gross versus Net Revenue Recognition

In the normal course of business, the Company acts as or uses an intermediary or agent in executing
transactions with third parties. The accounting issue presented by these arrangements is whether the Company
should report revenue based on the gross amount billed to the ultimate customer or on the net amount received from
the customer after commissions and other payments to third parties. To the extent revenues are recorded on a gross
basis, any commissions or other payments to third parties are recorded as expense so that the net amount (gross
revenues less expense) is reflected in Operating Income. Accordingly, the impact on Operating Income is the same
whether the Company records revenue on a gross or net basis. For example, if the Company’s Filmed Entertainment
segment distributes a film to a theater for $15 and remits $10 to the independent production company, representing
its share of proceeds, the Company must determine if the Filmed Entertainment segment should record gross
revenue from the theater of $15 and $10 of expenses or if it should record as revenue the net amount recognized of
$5. In either case, the impact on Operating Income is $5.

Determining whether revenue should be reported as gross or net is based on an assessment of whether the
Company is acting as the principal or agent in the transaction. To the extent that the Company is acting as a principal
in a transaction, the Company reports revenue on a gross basis. To the extent that the Company is acting as an agent
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in a transaction, the Company reports revenue on a net basis. The determination of whether the Company is acting as
a principal or an agent in a transaction involves judgment and is based on an evaluation of the terms of an
arrangement.

In determining whether the Company serves as principal or agent, the Company follows the guidance in EITF
Issue No. 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent (“EITF 99-19”). Pursuant to such
guidance, the Company serves as the principal in transactions in which it has substantial risks and rewards of
ownership.

Specifically, the following are examples of arrangements where the Company is an intermediary or uses an
intermediary:

» The Filmed Entertainment segment distributes films on behalf of independent film producers or
together with another party. The Filmed Entertainment segment may provide motion picture distribu-
tion services for an independent production company in the worldwide theatrical, home video and/or
television markets. The arrangement may cover multiple films produced by the independent film company
for which it owns the underlying copyright. In addition, the independent film company will generally retain
final approval over the distribution, marketing, advertising and publicity for each film in alf media, including
the timing and extent of the theatrical releases, the pricing and packaging of home video units and approval
of all television licenses. The Filmed Entertainment segment has recorded the revenve generated in these
distribution arrangements on a gross basis when it is the merchant of record for the licensing arrangements, is
the licensor/contracting party, provides the film materials to licensees, handles the billing and collection of
all amounts due under such arrangements and bears the risk of loss related to distribution advances for print
and advertising costs and/or the video product inventory. If the Filmed Entertainment segment does not bear
the risk of loss as described in the previous sentence, the arrangements are accounted for on a net basis.

When distributing films, the Filmed Entertainment segment (and in some cases the Networks segment) may
enter into arrangements whereby certain parties to a contractual agreement would be responsible for a
particular distribution channel. For example, Warner Bros. may produce a film along with a third-party. In
accordance with the terms of the contract, Warner Bros. might agree to control the domestic distribution of
the film while the other party controls the international distribution of that film. Warner Bros., after
considering the factors noted in the preceding paragraph, would record revenue on a gross basis for the
channels for which it serves as principal (in this example, the domestic distribution).

» The Publishing segment utilizes subscription agents to generate magazine subscribers. Asa way to
generate magazine subscribers, the Publishing segment uses subscription agents whereby the agent secures
subscribers and, in exchange, receives a percentage of the subscription revenue generated. The Publishing
segment has recorded subscription revenue generated by the agent, net of the fees paid to the agent. This is
primarily because the subscription agent has the primary contact with the customer, performs all of the
billing and collection activities, and passes the proceeds from the subscription to the Publishing segment
after deducting the agent’s commission.

+ The AOL segment sells advertising on behalf of third parties. In addition to selling advertising on its
own network, AOL also sells advertising on third-party publisher websites (outside of the AOL network).
Generally, as the primary obligor, AOL records the revenue generated from such sales on a gross basis
(recording as revenue the proceeds received from the advertiser, with an expense equal to the amount paid to
the third-party owner of the website). This is primarily because AOL is responsible for identifying and
contracting with third-party advertisers, establishing the selling price of the inventory, serving the adver-
tisements at AOL’s cost and expense, performing all billing and collection activities and bearing sole liability
for fulfillment of the advertising. As an example, during 2006, AOL entered into a new agreement with a
customer, whereby AOL assumed responsibility for generating leads for the customer from certain third-
party publishers that the customer was previously paying directly (e.g., AOL contracts with an Internet
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publisher that provides banner advertising promoting interest in the customer; for every click through that
results in an interest card being filled out, the Internet publisher would receive a fee). AOL earns revenue for
leads generated on behalf of this customer. Because AOL assumed primary responsibility for contracting
with these new third-party publishers, contracting with the customer and establishing the price to be paid for
the leads, managing the relationship with the third-party publishers (performing all billing and collection
activities), the Company concluded that AOL should record revenue from these transactions on a gross basis.

Impairment of Goodwill and Intangible Assets
Goodwill and Indefinite-Lived Intangible Assets

Goodwill impairment is determined using a two-step process. The first step of the goodwill impairment test is
to identify a potential impairment by comparing the fair value of a reporting unit with its carrying amount, including
goodwill. The estimates of fair value of a reporting unit, generally the Company’s operating segments, are
determined using various valuation techniques, with the primary technique being a discounted cash flow analysis. A
discounted cash flow analysis requires one to make various judgmental assumptions, including assumptions about
future cash flows, growth rates and discount rates. The assumptions about future cash flows and growth rates are
based on the Company’s operating segments’ budgets and business plans, and assumptions are made about the
varying perpetual growth rates for periods beyond the long-term business plan period. Discount rate assumptions
are based on an assessment of the risk inherent in the future cash flows of the respective reporting units. In
estimating the fair values of its reporting units, the Company also uses research analyst estimates, as well as
comparable market anaiyses. If the fair value of a reporting unit exceeds its carrying amount, goodwill of the
reporting unit is not deemed to be impaired and the second step of the impairment test is not performed, If the
carrying amount of a reporting unit exceeds its fair value, the second step of the goodwill impairment test is
performed to measure the amount of impairment loss, if any. The second step of the goodwill impairment test
compares the implied fair value of the reporting unit’s goodwill with the carrying amount of that goodwill. If the
carrying amount of the reporting unit’s goodwill exceeds the implied fair value of that goodwill, an impairment loss
is recognized in an amount equal to that excess. The implied fair value of goodwill is determined in the same manner
as the amount of goodwill recognized in a business combination. In other words, the fair value of the reporting unit
is allocated to all of the assets and liabilities of that unit (including any unrecognized intangible assets) as if the
reporting unit had been acquired in a business combination and the fair value of the reporting unit was the purchase
price paid to acquire the reporting unit.

The impairment test for other intangible assets not subject to amortization consists of a comparison of the fair
value of the intangible asset with its carrying value. If the carrying value of the intangible asset exceeds its fair
value, an impairment loss is recognized in an amount equal to that excess. The estimates of fair value of intangible
assets not subject to amortization are determined using various discounted cash flow valuation methodologies. The
most common among these is a “‘relief from royalty” methodology, which is used in estimating the fair value of the
Company’s brands and trademarks, and income methodologies, which are used to value cable franchises. The
income methodology used to value the cable franchises entails identifying the projected discrete cash flows related
to such franchises and discounting them back to the valuation date. Market and income-based methodologies are
used to value sports franchises. Significant assumptions inherent in the methodologies employed include estimates
of royalty rates and discount rates. Discount rate assumptions are based on an assessment of the risk inherent in the
respective intangible assets. Assumptions about royalty rates are based on the rates at which similar brands and
trademarks are being licensed in the marketplace.

The Company’s 2006 annual impairment analysis, which was performed during the fourth quarter, did not
result in any impairment charge other than a $200 million noncash goodwill impairmeni charge related to The WB
Network recognized in the third quarter of 2006. For Warner Bros., the 2006 estimated reporting unit fair value was
within 10% of book value. Applying a hypothetical 10% decrease to the fair value of the Warner Bros. reporting unit
would result in a greater book value than fair value of approximately $730 million. In addition, a hypothetical 10%
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decrease to the fair value of indefinite-lived intangibles assets would result in a greater book value than fair value at
Warner Bros. ($10 million, trademarks) and at one Cable reporting unit ($20 million, franchises).

Finite-Lived Intangible Assets

In determining whether finite-lived intangible assets (e.g., customer lists, film libraries, etc.) are impaired, the
accounting rules do not provide for an annual impairment test. Instead they require that a triggering event occur
before testing an asset for impairment. Such triggering events include the significant disposal of a portion of such
assets or the occurrence of an adverse change in the market involving the business employing the related asset. Once
a triggering event has occurred, the impairment test employed s based on whether the intent is to hold the assct for
continued use or to hold the asset for sale. If the intent is to hold the asset for continued use, the impairment test first
requires a comparison of undiscounted future cash flows against the carrying value of the asset. 1 the carrying value
of such asset exceeds the undiscounted cash flow, the asset would be deemed to be impaired. Impairment would then
be measured as the difference between the fair value of the asset and its carrying value. Fair value is generally
determined by discounting the future cash flows associated with that asset. If the intent is to hold the asset for sale
and certain other criteria are met (e.g., the asset can be disposed of currently, appropriate levels of authority have
approved the sale or there is an actively pursuing buyer), the impairment test involves comparing the asset’s
carrying value to its fair value. To the extent the carrying value is greater than the asset’s fair value, an impairment
loss is recognized for the difference.

Significant judgments in this area involve determining whether a triggering event has occurred and the
determination of the cash flows for the assets involved and the discount rate to be applied in determining fair value.
There was no impairment of finite-lived intangible assets in 2006,

Equity-Based Compensation Expense

The Company accounts for equity-based compensation in accordance with FAS 123R. The provisions of
FAS 123R require a company to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. That cost is recognized in the statement of operations
over the period during which an employee is required to provide service in exchange for the award. See Notes 1 and
12 to the accompanying consolidated financial statements for additional discussion.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing
model, consistent with the provisions of FAS 123R and SAB No. 107, Share-Based Payment. Because option-
pricing models require the use of subjective assumptions, changes in these assumptions can materially affect the fair
value of the opticns. The assumptions presented in the table below represent the weighted-average value of the
applicable assumption used to value stock options at their grant date.

Years Ended December 31,

2006 2005 2004
Expected volatility. .. ............ ... 22.3% 24.5% 34.9%
Expected term to excrcise from grant date .. ............ 507 years 4.79 years  3.60 years
Risk-freerate . ...........c i i nnns 4.6% 39% 31%
Expected dividend yield. . . ........ ... ... . i 1.1% 0.1% 0%

The two most significant judgments involved in the selection of fair value assumptions are the expected
volatility of Time Warner's common stock and the expected term to exercise from grant date. In estimating expected
volatility, the Company looks to the volatility implied by long-term traded Time Warner options (i.e., terms of two
years). Because options granted to Time Warner employees have terms greater than two years, the volatility implied
by the traded Time Warner options is adjusted to reflect the expected life of the options. In estimating the expected
term of stock options granted to an employee, the Company utilizes a mathematical model which considers factors
such as historical employee exercise patterns and volatility of Time Warner common stock to predict the expected
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term of an employee stock option. The judgments involved here also include determining whether different
segments of the employee population have different exercise behavior. Separate groups of employees that have
similar historical exercise behavior are considered separately for valuation purposes. The risk-free rate assumed in
valuing the options is based on the U.S. Treasury yield curve in effect at the time of grant for the expected term of the
option. The Company determines the expected dividend yield percentage by dividing the expected annual dividend
by the market price of Time Warner common stock at the date of grant.

The Company’s stock option compensation expense for 2006, 2005 and 2004 was $201 million, $319 million
and $545 million, respectively. The weighted-average fair value of an option for the years ended December 31,
2006, 2005 and 2004, was $4.47, $5.10 and $5.12, respectively. A one year increase in the expected term, from
5.07 years to 6.07 years, while holding all other assumptions constant, would result in an increase to the 2006
weighted-average grant date fair value of approximately $0.46 per option, resulting in approximately $25 million of
additional compensation expense recognized in income over the peried during which an employee is required to
provide service in exchange for the award. A 500 basis point increase in the volatility, from 22.3% to 27.3%, while
holding all other assumptions constant, would result in an increase to the 2006 weighted-average grant date fair
value of approximately $0.63 per option, resulting in approximately $35 million of additional compensation
expense recognized in income over the period during which an employee is required to provide service in exchange
for the award.

Filmed Entertainment Cost Recognition and Impairments

The Company accounts for film and television production costs, as well as related revenues (“film account-
ing”}, in accordance with the guidance in SOP 00-2. See Note 1 to the accompanying consolidated financial
statements for additional discussion. An aspect of film accounting that requires the exercise of judgment relates to
the process of estimating the total revenues to be received throughout a film's life cycle. Such estimate of a film’s
“ultimate revenue” is important for two reasons. First, for completed films and while a film 1s being produced and
the related costs are being capitalized, it is necessary for management to estimate the ultimate revenues, less
additional costs to be incurred, including exploitation costs, in order to determine whether the carrying value of a
film is impaired and thus requires an immediate write-off of any unrecoverable portion of film costs. Second, the
amount of capitalized film costs recognized as cost of revenues for a given film as it is exhibited in various markets,
throughout its life cycle, is based on the proportion of the film’s revenues recognized for such period to the film’s
estimated ultimate total revenues. Similarly, the recognition of participations and residuals is based on the
proportion of the film’s revenues recognized for such period to the film'’s estimated ultimate total revenues.

Prior to release, management bases its estimates of ultimate revenue for each film on factors such as the
historical performance of similar films, the star power of the lead actors and actresses, the genre of the film,
prerelease market research (including test market screenings) and the expected number of theaters in which the film
will be released. Management updates such estimates based on information available on the progress of the film
production and, upon release, the actual results of each film. For example, prior to a film’s release, the Company
often will test market the film to the film’s targeted demographic. If the film is not received favorably, the Company
may (1} reduce the film’s estimated ultimate revenue, (2) revise the film, which could cause the production costs to
exceed budget or (3) a combination of both. Similarly, a film that results in lower-than-expected theatrical revenues
in its initial weeks of release would have its theatrical, home video and television distribution ultimate revenue
adjusted downward. A failure to adjust for a downward change in‘ultimate revenue estimates could result in the
understatement of capitalized film cost amortization for the period. The Company recorded film costs amortization
of $3.374 billion; $3.505 billion and $3.610 billion in 2006, 2005 and 2004, respectively. Included in film costs
amortization are film impairments primarily related to pre-release theatricat films of $271 million, $199 million and
$215 million in 2006, 2005 and 2004, respectively.
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Sales Returns and Uncollectible Accounts

Another area of judgment affecting reported revenue and net income is management’s estimate of product
sales that will be returned and the amount of receivables that will uitimately be collected. In estimating product sales
that will be returned, management analyzes actual and historical returns trends, current economic conditions and
changes in customer demand and acceptance of Time Warner’s products. Based on this information, management
reserves a percentage of any product sales that provide the customer with the right of return. The provision for such
sales returns is reflected as a reduction of the related sale. See Note 1 to the accompanying consolidated financial
statements for additional discussion.

The Company’s products subject to return include home video product at the Filmed Entertainment and
Networks segments and magazines and direct sales merchandise at the Publishing segment. At December 31, 2006,
total teserves for returns were approximately $1.103 billion for film products (e.g., DVD sales) at the Filmed
Entertainment and Networks segments and $434 million at the Publishing segment. See Note 1 to the accompanying
consolidated financial statements for additional discussion.

' Similarly, management evaluates accounts receivable to determine if they will ultimately be collected. In
performing this evaluation, significant judgments and estimates are involved, including an analysis of specific risks
on a customer-by-customer basis for larger accounts and an analysis of receivables aging that determines the
percentage that has historically been uncollected by aged category. Using this information, management reserves an
amount that is believed to be uncollectible. Based on management’s analysis of sales returns and uncollectible
accounts, reserves totaling $2.286 billion and $2.055 billion have been established at December 31, 2006 and 2005,
respectively. Total gross accounts receivable were $8.437 billion and $8.578 billion at December 31, 2006 and 2005,
respectively.

Income Taxes

From time to time, the Company engages in transactions in which the tax consequences may be subject to
uncertainty. Examples of such transactions include business acquisitions and disposals, including dispositions
designed to be tax free, issues related to consideration paid or received in connection with acquisitions and
disposals, and certain financing transactions. Significant judgment is required in assessing and estimating the tax
consequences of these transactions. The Company prepares and files tax returns based on interpretation of tax laws
and regulations. In the normal course of business, the Company’s tax returns are subject to examination by various
taxing authorities. Such examinations may result in future tax and interest assessments by these taxing authorities.
Although the Company believes it has support for the positions taken on its tax return, the Company has recorded a
liability for its best estimate of the probable loss on certain of these positions. There is considerable judgment
involved in determining whether positions taken on the tax return are probable of being sustained. The Company
adjusts its tax reserve estimates periodically because of ongoing examinations by and settlements with the various
taxing authorities, as well as changes in tax laws, regulations and interpretations. The consolidated tax provision of
any given year includes adjustments to prior year income tax accruals that are considered appropriate and any
related estimated interest.

During 2006, the most significant judgments in this area involved (1) a Tax Reserve on Securities Litigation
and (2) the Tax Free Redemption of Comcast’s interest in Time Warner Cable which are discussed further below.

« Tax Reserve on Securities Litigation. When the Company established a $3.0 billion reserve for securities
litigation matters in the second quarter of 2005, it was unable to conclude at that time that it was probable
that there would be a deduction for a portion of such reserve and, therefore, the Company established a tax
reserve related to these matters of approximately $230 million. After review of an interpretation of tax law
released by the Internal Revenue Service (“IRS”) in the fourth quarter of 2006, circumstances surrounding
the Company’s settlements of the consolidated securities class action and other securities litigations,
applicable law and other factors, the Company determined that amounts paid in connection with such
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settlements should be fully deductible for tax purposes and no reserve is required. Accordingly, during the
fourth quarter of 2006, the Company reversed this tax reserve.

» Tax Free Redemption. The TWC Redemption was designed to qualify as a tax-free split-off under
Section 355 of the Internal Revenue Code of 1986, as amended. However, if the IRS were successful in
challenging the tax-free characterization of the TWC Redemption, an additional cash liability on account of
taxes of up to an estimated $900 million could become payable by the Company.

CAUTION CONCERNING FORWARD-LOOKING STATEMENTS

This document contains “forward-looking statements” within the meaning of the Private Securities Litigation
Reform Act of 1995, particularly statements anticipating future growth in revenues, Operating Income before
Depreciation and Amortization and cash from operations. Words such as “anticipates,” “estimates,” “expects,”
“projects,” “intends,” “plans,” “believes” and words and terms of similar substance used in connection with any
discussion of future operating or financial performance identify forward-fooking statements. These forward-
looking staternents are based on management’s current expectations and beliefs about future events. As with any
projection or forecast, they are inherently susceptible to uncertainty and changes in circumstances, and the
Company is under no obligation to, and expressly disclaims any obligation to, update or alter its forward-looking
statements whether as a result of such changes, new information, subsequent events or otherwise.

LTS

Various factors could adversely affect the operations, business or financial results of Time Warner or its
" business segments in the future and cause Time Warner’s actual results to differ materially from those contained in
the forward-looking statements, including those factors discussed in detail in “Risk Factors” above, and in Time
Warner’s other filings made from time to time with the SEC after the date of this report. In addition, Time Warner
operates in highly competitive, consumer and technology-driven and rapidly changing media, entertainment,
interactive services and cable businesses. These businesses are affected by government regulation, economic,
strategic, political and social conditions, consumer response to new and existing products and services, techno-
logical developments and, particularly in view of new technologies, the continued ability to protect intellectual
property rights. Time Warner's actual results could differ materially from management’s expectations because of
changes in such factors.

Further, for Time Warner generally, lower than expected valuations associated with the cash flows and
revenues at Time Warner's segments may result in Time Warner’s inability to realize the value of recorded
intangibles and goodwill at those segments. In addition, achieving the Company’s financial objectives, including
growth in operations, maintaining financial ratios and a strong balance sheet, could be adversely affected by the
factors discussed in detail in “Risk Factors™ above, as well as:

* economic slowdowns;

* the impact of terrorist acts and hostilities;

*» changes in the Company’s plans, strategies and intentions;

¢ the impacts of significant acquisitions, dispositions and other similar transactions;
+ the failure to meet earnings expectations;

* decreased liquidity in the capital markets, including any reduction in the ability to access the capital markets
for debt securities or bank financings; and

« the significant amount of debt and debt-like obligations incurred in connection with the Adelphia/Comcast
Transactions.
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CONSOLIDATED BALANCE SHEET
December 31,
(millions, except share and per share amounts)

ASSETS

Current assets

Cashandequivalents . . ... ... .. ... .. 0 i i i e e
Restricted cash ... .. ... . e
Receivables, less allowances of $2,286 and $2,055 . . ... ... .. oo ..
IOVentOmIes. . . oo e e e e
Prepaid expenses and other current assets. . .. .. ... ... .. ... i,
Current assets of discontinued operations ... ............. ... uinernienn...
Total CUTTEnl @SSE18 . . . .. . ...ttt e i e e
Noncurrent inventories and film costs. . .. ... ... . L e e
Investments, including available-for-sale securities .. ..................... cee e
Property, plant and equipment, Det .. . . ... .. ... ... i
Intangible assets subject to amortization, net. . .. ............ . ... . ...,
Intangible assets not subject to amortization . . ....... ... ... i .
Goodwill . . .. . e e e e e
Other assets. . ..ot e e e e
Noncurrent assets of discontinued operations . ................ .. ...t
Total assets . . ... e e e e e

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current liabilities

Accounts payable. . ... ... e e
Participations payable ... ............,..... e e e
Royalties and programming costs payable. ... .........0 ... ... ... . oL,
Deferred revenue . . ... ... o e
Debtdue withinone year. . .. ... ... ittt e
Other current labilities .. ....... ... . 0. i

Total current Habilities . . . ... .o .. e e
Long-term debt . ... ... e
Mandatorily redeemable preferred membership units issued by a subsidiary.........
Deferred income taxes . . ... ... ... e e
Deferred revenue . . . .. .o i it e e e e
Other liabilities .. ... .. ... .
Noncurrent liabilities of discontinued operations . . .. ...... ... ... ... ... ..
Minority interests. . . .. ... ...
Commitments and contingencies (Note 17)

Shareholders’ equity

Series LMCN-V common stock, $0.01 par value, 18.8 and 87.2 million shares issued

andoutstanding . . ........ ... . e P
Time Warner common stock, $0.01 par value, 4.836 and 4.706 billion shares issued

and 3.864 and 4.498 billion shares outstanding ... ........ ... ... ... ... ..
Paid-in-capital . . ... ... e s
Treasury stock, at cost (972.4 and 208.0 million shares) . ......................
Accumulated other comprehensive loss, net .. ..., .. e
Accumulated deficit. .. .. ... ... .. e e
Total shareholders” equity. . .. .. . .. ... i i s
Total liabilities and shareholders” equity . .. ... ... ... ... .. . i

See accompanying notes.
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2006 2005

$ 1549 § 4220
29 —

6,151 6,523
1,913 2,041
1,157 890

32 376
10,851 14,050
5,394 4,597
3,442 3,495
16,775 12,896
5,230 3.476
46,623 37,367
40,953 40,139
2,401 3,119

- 3,605
$131,669 $122,744
$ 1364 § 1,194
2,049 2,401
1,216 937
1,471 1,463

64 92

6,559 6,113

47 328
12,780 12,528
34,933 20,238
300 —
13,196 12,146
547 681
5,484 5,454

1 863

4,039 5,729

— 1

48 47
172,083 168,726
(19,140) (5,463)
(136) (64
(92,466)  (98,142)
60,359 65,105
$131,669  $122,744




TIME WARNER INC.
CONSOLIDATED STATEMENT OF OPERATIONS

Years Ended December 31,
{millions, except per share amounts)

2006 2005 2004

Revenues:

SUbSCHPHON . .. . oo e e $23702 $ 21,581 $ 21,027

Advertising. . . ..o it e e e 8,515 7,564 6,904

Comtent . ... . e 10,769 12,075 11,904,

Other . o e e e 1,238 1,181 1,158
Total revenues™ . . ... ... 44224 42401 40,993
Costs of revenues™ ... .. ... ... e (25,175)  (24,408)  (23.856)
Selling, general and administrative™ . . ... ... .. ... .. ... (10,560)  (10,439)  (10,445)
Amortization of intangible assets, .. ........... 1t e (605) (587) (615)
Amounts related to securities litigation and government investigations . . . . (705) (2,865) (536)
Merger-related, restructuring and shutdown costs. ... ... .. ... ... ... (400) (117) (50)
ASSEl IMPAINMENES . . . . oottt et e e it (213) 24) (10)
Gains on disposal of assets, net. ... ....... ... ... .. ... ..., 796 23 21
OPerating IMCOME . . . o vttt ettt o it v e a e 7,362 3,084 5,502,
Interest expense, et (1,675) (1,266) (1,533)
Other INCOME, DEL. - .. .ottt et it e et e e ettt et e et ie e 1,139 1,125 522
Minority Interest eXpense, Net. . . ..o vttt it i s e et (375) (244) (201)
Income before income taxes, discontinued operations and cumulative

effect of accounting change. . . ... ... ... .. ... .. . ... ... 6,451 3,599 4,290
Income tax provision . ... ... ...ttt e e (1,337} (1,051} (1,450)
Income before discontinued operations and cumulative effect of accounting

Change . . o e e e 5,114 2,548 2,840
Discontinued operations, net of tax . ... ... ... ... ... ... .. 1,413 123 234
Income before cumulative effect of accounting change. . ........ ..., .. 6.527 2,671 3,074
Cumulative effect of accounting change, netoftax ................ .. 25 — 34
Net income .............. e e $ 6552 3% 2671 % 3,108
Basic income per common share before discontinued operations and

cumulative effect of accounting change . .. ...... ... ... ... .... $ 122 § 055 3% 062
Discontinued operations . ... ........ ... .. e e 0.34 0.02 0.05
Cumulative effect of accounting change . ......................... 0.01 — 0.01
Basic net income per common share . .. .......... ... ... 0. $§ 157 $ 057 $§ 068
Average basic common shares. . . ... ... ... . L o o i i, 4,182.5 4,648.2 4,560.2
Diluted income per common share before discontinued operations and

cumulative effect of accounting change . . . .. e $ 12t § 054 § 060
Discontinued operations . .. ...... ... ... .. e 033 0.03 0.05
Cumulative effect of accounting change . .. ....................... 0.01 — 0.01
Diluted net income per common share ........................... $§ 155 % 057 $ 066
Average diluted common shares . ......... ... ... i 4,224.8 4,710.0 4,694.7
Cash dividends declared per share of common stock .. ............... $ 021 § 010 § —
= Includes the following income (expenses) resulting from transactions with related companies:

ReEVenUES . . . . . e e e $ 407 5 283 § 282

COSIS OF DEVEBUES « 4 . -« ot v ot s et e m e e e e e e e e (206) (205) (143)

Selling, genernl and administrative., . .o e e e e 18 36 32

INEERESL INCOME, NEL. . .« v v vt e e e et et e et et e e e e e 39 i3 25

See accompanying notes.
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CONSOLIDATED STATEMENT OF CASH FLOWS

Years Ended December 31,
{millions)

OPERATIONS

Netincome™ . . ... .

Adjustments for noncash and nonoperating items:
Cumulative effect of accounting change, netof tax . . ............ .. .....
Depreciation and amortization . . . .. ... ... ... L e
Amortization of film costs. . . . ... L e
ASSELIMPAINMIEIS . . .. .t e i e e
Gain on investments and other assets, net. ... ... ... .. i,
Equity in (income) losses of investee companies, net of cash distributions . . . ..
Equity-based compensation EXPENSE. . . . . ..ottt

Amounts related to securities litigation and government investigations . . ... ... ..

Changes in operating assets and liabilities, net of acquisitions:
Receivables ... ... i i e e e e
Inventories . .. ... . e e
Accounts payable and other liabilities . .. ... ... ... ... ... ... .. .. ..
Other balance sheet changes . . ........ ... ... ... ... ... ..., . ... ...

Adjustments relating to discontinued operations™. . ... ... ... ... ... ... ...

Cash provided by operations™® . _ . ... ... ...

INVESTING ACTIVITIES

Investments and acquisitions, net of cash acquired . . ... ... . .. .. o L.
Investments and acquisitions from discontinued operations . .................
Investment in Wireless Joint Venture . . .. ... ... ... ... o i oL,
Capital expenditures and product development costs from continuing operations . . .
Capital expenditures from discontinued operations . . . ............ .. .. .....
Investment proceeds from available-for-sale securities. . ... .................
Other investment proceeds ... ... ... . it e e

Cash used by investing activities . . . .. .. ... L e

FINANCING ACTIVITIES

Bomowings . . .. e
Issuance of mandatorily redeemable preferred membership units by a subsidiary. . .
Debtrepayments . .. ... ... e
Debt repayments of discontinued operations. ... .. ... ... . ... .. ... .,
Proceeds from exercise of stock options. . ... ..., ... ... .. ... .. ...,
Excess tax benefit on Stock Options . . . ..ot vt i e
Principal payments on capitat leases .. ..... .. ... ... . .. .. .. o e .,
Repurchases of common Stock ... .....ourttn e
Dividends patd. . . . .. ... . e e

Cash provided (used) by financing activities. .. ..... .. ... ... ... .. .. ..

INCREASE (DECREASE) IN CASH AND EQUIVALENTS. . .............
CASH AND EQUIVALENTS AT BEGINNING OF PERIOD . . ............

CASH AND EQUIVALENTS ATEND OF PERIOD .. .. ... ............

2006 2005 - 2004

$ 6552 $2671 $3,108
(25) - 34)
3579 3,128 3,071
3374 3505 3,610
213 24 10
(1.830) (1,086)  (432)
(13) (15) 19
263 356 574
361 11 300
189 (528)  (833)
(3.930) (3,399)  (3,905)
(486)  (600) (48)
1,697 1,043 947
(1,286) 167 167
8598 4377 6,554
(12311 (831)  (873)
(1 (49) (@)
(633) - —
(4,085) (3,102)  (2,868)
(56) (144 (156)

44 991 532
4570 439 2,866
(12.472)  (2,496)  (503)
18,332 6 1320
300 — —
(3.651)  (1,950)  (4,523)
— 45) —

698 307 353
116 88 63
(86)  (118) (190
(13,660)  (2,141) —
(876)  (466) —
30 19 25
1203 (4300) (2,952)
(2,671)  (1919) 3,099
4220 6139 3,040
$ 1549 $4220 $6,139

' ncludes net income from discontinued operations of $1.413 billion, $123 million and $234 million for the years ended December 31, 2006, 2005 and 2004,
respectively. After considering adjustments related to discontinved operations, net cash flows from discontinued operations were $127 million, $290 million and

$401 million for the years ended December 31, 2006, 2005 and 2004, respectively.
(b}

government invesiigations,

2006, 2005 and 2004 reftect $344 million, $2.754 billion and $236 million, respectively, in payments, net of recoveries, related (o securities litigation and the

) 2006 and 2005 include an approximate $18§ million source of cash and $36 million use of cash, respectively, related 1o changing the fiscal year end of certain

international operations from November 30 to December 31.

See accompanying notes.
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CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY
Years Ended December 31,

BALANCE AT DECEMBER 31,2003 ... ...........
Netineome . .. ...ttt iaans
Foreign currency translation adjustments , ., .. .........
Change in unrealized gaip on sccurities, net of $388 million
income tax proviston™ . ... ... ... .. ...
Change in realized and unrealized losses on derivative
financial instruments, net of $0.6 million income tax
PrOVESION . . . .. ... ...
Change in unfunded accumulated benefit obligation, net of
$3 million income tax impact. . .. ................

Comprehensive income . .. .. ....... ... . ... .. ...

Shares received from the exercise or forfeiture of employee
equity INStAEMEIMS . . . . v e e s

Amounts related primarily to stock options, restricted stock
and benefit plans, including $244 million income tax
INPAct. . . ... e

BALANCE AT DECEMBER 31,2004 ..............
Netincome ... ...ttt
Foreign currency translation adjustments™ , , ., ... ... ...
Change in unrealized Eain on securities, net of $402 million
income tax benefit. .. ... L L L L
Change in realized and unrealized losses on derivative
financial instruments, net of $14.8 million income tax
provision . . ......... . .. e
Change in unfunded accumulated benefit obligation, net of
$11 million income tax impact . . . .. ... .. .........

Comprehensive income . .. ......................
Conversion of mandatorily convertible preferred stock . . . . .
Cash dividends ($0.10 per common share) . . . ..........
Common stock repurchases. . .. ... ... ... ... .....
Shares received from the exercise or forfeiture of employee

EQUItY INSHUMENTS . . . . . .. it un s n e e e
Amounts related primarily to stock options, restricted stock

and benefit plans, including $37 million income tax

HRPACL. L it e e i s

BALANCE AT DECEMBER 31, 2005 . ... ..........
Netincome ... ... ... . ittt
Foreign currency translation adjustments . .. .. .........
Change in unrealized ﬁain on securities, net of $10 million
income tax benefit” . ... ... L L . .
Change in realized and unrealized losses on derivative
financial instruments, net of $5.6 million income tax
PIOVISION . . ... e

Comprehensive income . ... .. ... ... ...,
Change in unfunded benefit obligation upon adoption of

FAS 158, net of $239 million income tax impact . . .. ...
Cash dividends (3$0.21 per common share) . . .. .........
Common stock repurchases. . . .... ... .............
Shares received from the exercise or forfeiture of employee

equily inStrUments . . . ... ... v i i
Gain on Time Warner Cable stock issuance , ., .........
Gain on AOL equity issuance . . ... ................
Amounts related primarily to stock options and restricted

stock, including $258 million income tax impact . ... ...

BALANCE AT DECEMBER 31,2006 . ... ..........

()

{milliens)
Common  Treasury  Paid-In Retained Earnings
Stock Stock Capital  {Accumulated Deficit) Total
$47 $ (3,188 $165,723 $(103.870) $ 58,712
— — — 3,108 3,108
—— — — (66) (66)
— —— — 582 582
— — — 1 1
= . — 4 4
— — — 3,629 3,629
— () — — (8
= _— %5 — 965
47 (3,196) 166,688 . (100,241) 63,298
—— — — 2,671 2,671
—_ — — 430 430
— — — {603) (603)
— — — 22 22
— — — 19 49
— —_ — 2,501 2,501
1 — 1,499 — 1,500
— — _ (466) (466)
— (2.250) —_ — (2,250)
— (17 —_ — (a7
— — 539 — 539
48 (5463 168,726 (98,206) 65,105
—_ —_ —_— 6,552 6,552
— — 347 347
— — — (12) iz
= - — 8 8
—_ —_ — 6,895 6,895
_ _ — (415) (415)
— — — (876) (876)
— (13,671) — — (13,671}
— (6) — - (6)
— — 1,771 -— 1,771
— — 801 — 8
- — 785 - 785
ﬂ $(19,1400  $172,083 $ (92,602) $ 60,389

Includes a $268 million pretax reduction (tax effect of $107 million) related 10 realized gains on the sale of securities in 2004 and an increase of $4 million pretax

(1ax effect $2 million) related to impairment charges on investmenis that had experienced other-than-temporary declines. These changes are included in the

2004 net income.
by

@ (Note 3).

Includes an adjustment of $439 million for foreign currency translation related to goodwill and imangible assets, including amounts that relate to prior periods

[ncludes a $959 million pretax reduction (tax effect of $384 million) related 1o realized gains on the sale of securities in 2005, primarily Google, and an increase

of $3 million pretax (tax cffect $1 million) related to impuirment charges on investments that had experienced other-than-temporary declines. These changes are

@ included in the 2005 nel income.

2006 net income.

See accompanying notes.
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TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. DESCRIPTION OF BUSINESS, BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Description of Business

Time Warner Inc. (“Time Warner” or the “Company”) is a leading media and entertainment company, whose
businesses include interactive services, cable systems, filmed entertainment, television networks and publishing.
Time Warner classifies its business interests into five reportable segments: AOL: consisting principally of
interactive services; Cable: consisting principally of interests in cable systems that provide video, high-speed
data and Digital Phone services, Filmed Entertainment: consisting principally of feature film, television and home
video production and distribution; Networks: consisting principally of cable television networks; and Publishing:
consisting principally of magazine publishing. Financial information for Time Warner’s various reportable
segments is presented in Note 16.

On April 3, 2006, America Online, Inc. converted to a Delaware limited liability company and changed its
name to AOL LLC (together with its subsidiaries, “AOL™).

Basis of Presentation
Basis of Consolidation

The consolidated financial statements include 100% of the assets, liabilities, revenues, expenses and cash
flows of Time Warnter and all entities in which Time Warmer has a controlling voting interest (“‘subsidiaries™) and
variable interest entities (“VIE”) required to be consolidated in accordance with U.S. generally accepted accounting
principles (“GAAP”). Intercompany accounts and transactions between consolidated companies have been elim-
inated in consolidation.

The financial position and operating results of substantially all foreign operations are consolidated using the
local currency as the functional currency. Local currency assets and liabilities are translated at the rates of exchange
on the balance sheet date, and local currency revenues and expenses are translated at average rates of exchange
during the peried. Resulting translation gains or losses are included in the accompanying consclidated statement of
shareholders’ equity as a component of Accumulated other comprehensive income, net.

The effects of any changes in the Company’s ownership interests resulting from the issuance of equity capital
by consolidated subsidiaries or equity investees to unaffiliated parties and certain other equity transactions recorded
by consolidated subsidiaries or equity investees are accounted for as capital transactions pursuant to the Securities
and Exchange Commission (3SEC”) Staff Accounting Bulletin (“SAB”) No. 51, Accounting for the Sales of Stock
of a Subsidiary (“SAB 517). Deferred taxes generally have not been recorded on such capital transactions, as such
temporary differences would, in most instances, be recovered in a tax-free manner.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and footnotes thereto. Actual results could
differ from those estimates.

Significant estimates inherent in the preparation of the accompanying consolidated financial statements
include reserves established for securities litigation matters, accounting for asset impairments, allowances for
doubtful accounts, depreciation and amortization, fitm ultimate revenues, home video and magazine returns,
business combinations, pensions and other postretirement benefits, stock-based compensation, income taxes,
contingencies and certain programming arrangements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Changes in Basis of Presentation

On November 3, 2006, the Company filed with the SEC a Current Report on Form 8-K containing recast
consolidated financial statements as of December 31, 2005 and 2004 and for each year in the three-year period
ended December 31, 2005 and the related Management’s Discussion and Analysis of Results of Operations and
Financial Condition, which reflect (i) the retrospective application of Financial Accounting Standards Board
(“FASB”} Statement of Financial Accounting Standards (“Statement”) No. 123 (revised 2004}, Share-Based
Payment (“FAS 123R"), which was adopted by the Company in 2006, (ii) the retrospective application of a change
in accounting principle made in 2006 for recognizing programming inventory costs at HBO, and (iii) the
retrospective presentation of certain businesses sold or transferred in 2006 as discontinued operations. The
financial information presented herein reflects the impact of that recast as well as the restatement discussed
below under the heading “Government Investigations.”

Stock-Based Compensation

The Company has adopted the provisions of FAS 123R as of January 1, 2006. The provisions of FAS 123R
require a company to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. That cost is recognized in the statement of operations
over the period during which an employee is required to provide service in exchange for the award. FAS 123R also
amends FASB Statement No. 95, Stateinent of Cash Flows, to require that excess tax benefits, as defined, realized
from the exercise of stock options be reported as a financing cash inflow rather than as a reduction of taxes patd in
cash flow from operations.

Prior to the adoption of FAS 123R, the Company had foltowed the provisions of FASB Statement No. 123,
Accounting for Stock-Based Compensation (“FAS 123”), which allowed the Company to follow the intrinsic value
method set forth in Accounting Principles Board (“APB”) Opinion No. 25, Accounting for Stock Issued to
Employees, and disclose the pro forma effects on net income (loss) had the fair value of the equity awards been
expensed. In connection with adopting FAS 123R, the Company elected to adopt the modified retrospective
application method provided by FAS 123R and, accordingly, financial statement amounts for all prior periods
presented herein reflect results as if the fair value method of expensing had been applied from the original effective
date of FAS 123. The Company also has made certain immaterial corrections to the amounts presented in prior
years. Such corrections involved recording approximately $58 million of tax expense related to deferred income
taxes on stock options for the year ended December 31, 2005, and other corrections related to the expensing of stock
options that had an aggregate effect of approximately $70 million, net of tax, over the ten-year period ended
December 31, 2002, and approximately $20 million, net of tax, over the three-year period ended December 31,
2005. The following tables set forth the changes to the Company’s consolidated statements of operations and
balance sheets as a result of the adoption of FAS 123R as of December 31, 2005 and for the years ended
December 31, 2005 and 2004:

Impact of Change for
Adoption of FAS 123R

Year Ended December 31,
2005 2004
{millions, except per share
amounts)
increase {decrease)

Consolidated Statement of Operations

Operating Income . . ... .. . i e e $ 319 % (545)
Income before income taxes, discontinued operations and cumulative effect

of accounting change. ... ... .. L L L 307 {330)
NetINCOME . . . . ...ttt e ettt et e e (244) (306)
Net income per share (basic). .. ... ..o i $(0.05) $(0.07
Net income per share (diluted) . ... ......... ....... el 5005 $(0.07)
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Impact of Change for
Adoption of FAS 123R

December 31, 2005

{millions)
increase (decrease)

" Consolidated Balance Sheet

‘Deferred income tax liabilities, net . . .. ... ... e $(2,206)
Minority interest, Nel. . .. o .o it i e e e (EF)]
Total shareholders” equity .. ....... ... oo 2,243

Prior to the adoption of FAS 123R, the Company recognized stock-based compensation expense for awards
with graded vesting by treating each vesting tranche as a separate award and recognizing compensation expense
ratably for each tranche. For equity awards granted subsequent to the adoption of FAS 123R, the Company treats
such awards as a single award and recognizes stock-based compensation expense on a straight-line basis (net of
estimated forfeitures) over the employee service period. Stock-based compensation expense is recorded in costs of
revenues or selling, general and administrative expense depending on the employee’s job function.

Additionally, when recording compensation cost for equity awards, FAS 123R requires companies to estimate
the number of equity awards granted that are expected to be forfeited. Prior to the adoption of FAS 123R, the
Company recognized forfeitures when they occurred, rather than using an estimate at the grant date and
subsequently adjusting the estimated forfeitures to reflect actual forfeitures. The Company recorded a benefit
of $25 million, net of tax, as the cumulative effect of a change in accounting principle upon the adoption of
FAS 123R in the first quarter of 2006, to recognize the effect of estimating the number of awards granted prior to
January 1, 2006 that are not ultimately expected to vest. )

Change in Accounting Principle for Recognizing Programming Inventory Costs at HBO -

Effective January 1, 2006, the Company changed its methodology for recognizing programming inventory
costs (for both theatrical and original programming} at its HBO division. Previously, the Company recognized
HBO’s programming costs on 4 straight-line basis in the calendar year in which the related programming first aired
on the HBO and Cinemax pay television services. The Company now recognizes programming costs on a straight-
line basis over the license periods or estimated period of use of the related shows, beginning with the rmonth of initial
exhibition. The Company concluded that this change in accounting for programming inventory costs was preferable
after giving consideration to the cumulative impact that marketplace and technological changes have had in
broadening the variety of viewing options and period over which consumers are now experiencing HBO’s
programming.

- Since this change involves a revision to an inventory costing principle, the change is reflected retrospectively
for all prior periods presented, including the impact that such a change had on retained earnings for the earliest year
presented. This change did not impact the Company's basic or diluted net income per share. The following tables set
forth certain changes to the Company’s consolidated statements of operations and balance sheets as a result of the
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change in the method of accounting for HBO’s programming inventory costs for the years ended December 31,
2005 and 2004 and as of December 31, 2005:

Impact of Change
for Adoption
Year Ended December 31,
2005 2004
{millions})
increase (decrease)

Consolidated Statement of Operations

Costs Of TEVEIUES . . .. . .ttt e e e e e $(8) $31
Operating Income . . ... ... i e (8 31
Income before income taxes, discontinued operations and cumulative
effect of accounting change . ........ .. ... . ... ol (8) 3
Netincome ... ... . ... i imeirnenn. e (5) 19
Impact of Change for
Adoption
December 31, 2005
(millions)

increase (decrease)
Consolidated Balance Sheet

Inventories (current and NON CUMTENE) . . . . o v oottt e e ettt e e annns %291
Deferred income tax and other liabilities, net. . .. ... ................... (108)
Accumulated deficit . . .. L. e e 183

Discontinued Operations

As discussed more fully in Note 2 and Note 4, the Company has reflected the operations of the Transferred
Systems (as defined in Note 2 below), Time Warner Book Group (“TWBG”'). the Turner South network (“Tumer
South™) and Warner Music Group (“WMG”) as discentinued operations for all periods presented.

Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans

On December 31, 2006, the Company adopted the provisions of FASB Statement No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Benefits (“FAS 158”). FAS 158 addresses the
accounting for defined benefit pension plans and other postretirement benefit plans (“plans™). Specifically, FAS 158
requires companies to recognize an asset for a plan’s overfunded status or a liability for a plan’s underfunded status
as of the end of the company’s fiscal year, the offset of which is recorded, net of tax, as a component of accumulated
other comprehensive income in shareholders’ equity. As a result of adopting FAS 158, on December 31, 2006, the
Company reflected the funded status of its plans by reducing its net pension asset by approximately $655 million to
reflect actuarial and investment losses that had been deferred pursuant to prior pension accounting rules and
recording a corresponding deferred tax asset of approximately $240 million and a net after-tax charge of
approximately 3415 million in accumulated other comprehensive income, net, in shareholders’ equity.

Amounts Related to Securities Litigation

As previously disclosed, in July 2005, the Company reached an agreement in principle for the setilement of the
securities class action lawsuits included in the matters consolidated under the caption In re: AOL Time Warner Inc.
Securities & "ERISA” Litigation described in Note 17. In connection with reaching the agreement in principle on
the securities class action, the Company established a reserve of $2.4 billion during the second guarter of 2005.
Emst & Young LLP also agreed to a settlement in this litigation matter and paid $100 million. Pursuant to the
settlement, in October 2005, Time Warner paid $2.4 billion into a settlement fund (the “MSBI Settlement Fund™) for
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the members of the class represented in the action. The court issued an order dated April 6, 2006 granting final
approvat of the settlement, and the time to appeal that decision has expired. In connection with the settlement, the
$150 million previously paid by Time Warner into a fund in connection with the setilement of the investigation by
the U.S. Department of Justice (“DOJ”) was transferred to the MSBI Settlement Fund. In addition, the $300 mitlion
the Company previously paid into an SEC Fair Fund as a condition of the settlement of its SEC investigation will be
distributed to investors through the MSBI settlement process pursuant to an order issued by the U.S. District Court
for the District of Cotumbia on July 11, 2006. The administration of the settlement is ongoing. The Company also
established a reserve of $600 million in the second quarter of 2005 related to the securities litigation, derivative
actions and the Employee Retirement Income Security Act (“ERISA”) actions other than the securities class action.
Settlements have been reached in many of these cases, including the ERISA and derivative actions.

During the fourth quarter of 2006, the Company established an additional reserve of $600 million related to its
remaining securities litigation matters, bringing the total reserve for unresolved claims to approximately $620 mil-
lion at December 31, 2006. The prior reserve aggregating $3.0 billion established in the second quarter of 2005 had
been substantially utilized as a result of the settlements resolving many of the other shareholder lawsuits that had
been pending against the Company, including settlements entered into during the fourth quarter of 2006. During
February 2007, the Company reached agreements in principle to pay approximately $405 million to settle certain of
the remaining claims — amounts consistent with the estimates contemplated in establishing the additional reserve,
including approximately $400 million for which agreement in principle was reached on February 14, 2007.
However, additional lawsuits remain pending, with plaintiffs in these remaining matters claiming approximately
$3.0 billion in aggregated damages with interest. The Company has engaged in, and may in the future engage in,
mediation in an attempt to resolve the remaining cases. If the remaining cases cannot be resolved by adjudication op
summary judgment ot by settlement, trials will ensue in these matters. As of February 22, 2007, the remaining
reserve of approximately $215 million reflects the Company’s best estimate, based on the many related securities
litigation matters that it has resolved to date, of its financial exposure in the remaining lawsuits. The Company
intends to defend the remaining lawsuits vigorously, including through trial. 1t is possible, however, that the ullimate
resolution of these matters could involve amounts materially greater or less than the remaining reserve, depending
on various developments in these litigation matters.

Additionally, when the Company established the prior reserve of $3.0 billion in the second quarter of 2005, it
was unable to conclude at that time that it was probable that there would be a deduction for a portion of such reserve
and, therefore, the Company established a tax reserve related to these matters of approximately $230 million. After
review of an interpretation of tax law released by the Internal Revenue Service in the fourth quarter of 2006,
circumstances surrounding the Company’s settlements of the consolidated securities class action and other
securities litigations, applicable law and other factors, the Company has determined that arnounts paid in
connection with such settiements should be fully deductible for tax purposes and no reserve is tequired.
Accordingly, during the fourth quarter of 2006, the Company reversed this tax reserve. The Company also believes
it is probable that the additional reserve established in the fourth quarter of 2006 is deductible.

The Company recognizes insurance recoveries when it becomes probable that such amounts will be received.

_ The Company recognized insurance recoveries of $57 million related to ERISA matters in 2006. In 2005, the

Company reached an agreement with the carriers on its directors and officers insurance policies in vonnection with
the securities and derivative action matters described above (other than the actions alleging violations of ERISA).
As a result of this agreement, in 2005, the Company recorded a recovery of approximately $206 million.

Government Investigations

As previously disclosed by the Company, the SEC and the DOJ had conducted investigations into accounting
and disclosure practices of the Company. Those investigations focused on advertising transactions, principally
involving the Company’s AOL segment, the methods used by the AOL segment to report its subscriber numbers and
the accounting related to the Company’s interest in AOL Europe prior to January 2002. During 2004, the Company
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established $510 million in legal reserves related to the government investigations, the components of which are
discussed in more detail in the following paragraphs.

The Company and its subsidiary, AOL, entered into a settlement with the DOJ in December 2004 that provided
for a deferred prosecution arrangement for a two-year period. In December 2006, in accordance with the deferred
prosecution arrangement, the DOJ’s complaint against AOL was dismissed. As part of the settlement with the DQJ,
in December 2004, the Company paid a penalty of $60 million and established a $150 million fund, which the
Company could use to settle related securities litigation. During October 2005. the $150 million was transferred by
the Company into the MSBI Settlement Fund for the members of the class covered by the MSBI consolidated
securities class action described above under the heading “Amounts Related to Securities Litigation.”

in additicn, on March 21, 2005, the Company announced that the SEC had approved the Company’s proposed
settlement with the SEC. In connection with the settlement, the Company paid a $300 million penalty in March
2005 that was not deductible for income tax purposes. As described above under the heading *Amounts Related to
Securities Litigation,” the $300 million will be distributed to investors in connection with the distribution of
proceeds from the settlement of the consolidated securities class action.

Pursuant to the SEC settlement, the Company restated its financial statements for each of the years ended
December 31, 2000 through December 31, 2003 to adjust the accounting for certain transactions related to its
historical accounting for Advertising revenues in certain transactions, primarily in the second half of 2000 and in
2001 and 2002, and its historical accounting for its investment in and consolidation of AOL Europe. In addition, an
independent examiner was appointed to determine whether the Company’s accounting for certain additional
transactions was in conformity with GAAP. During the third quarter of 2006, the independent examiner completed
his review and, in accordance with the terms of the SEC settlement, provided a report to the Company’s audit and
finance committee of his conclusions. As a result of the conclusions, the Company’s consolidated financial results
were restated for each of the years ended December 31, 2000 through December 31, 2005 and for the three months
ended March 31, 2006 and the three and six months ended June 30, 2006. The impact of the adjustments made was
reflected in amendments filed with the SEC on September 13, 2006.

Recent Accounting Standards
Accounting for Sabbatical Leave and Other Similar Benefits

In June 2006, the Emerging Issues Task Force (“EITF”) reached a consensus on EITF Issue No. 06-02,
Accounting for Sabbatical Leave and Other Similar Benefits (“EITF 06-02). EITF 06-02 provides that an
employee’s right to a compensated absence under a sabbatical leave or similar benefit arrangement in which the
employee is not required to perform any duties during the absence is an accumulating benefit. Therefore, such
arrangements should be accounted for as a liability with the cost recognized over the service period during which
the employee earns the benefit. The provisions of EITF 06-02 became effective for Time Warner as of January 1,
2007 with respect to certain sabbatical leave and other employment arrangements that are similar to a sabbatical
leave and are expected to result in an increase to accumulated deficit of approximately $75 million ($46 million, net
of tax).

Income Statement Classification of Taxes Collected from Customers

In June 2006, the EITF reached a consensus on EITF Issue No. 06-03, How Taxes Collected Jrom Customers
and Remirted to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net
Presentation) (“EITF 06-03”). EITF 06-03 provides that the presentation of taxes assessed by a governmental
authority that is directly imposed on a revenue-producing transaction between a seller and a customer on either a
gross basis (included in revenues and costs) or on a net basis (excluded from revenues) is an accounting policy
decision that should be disclosed. The provisions of EITF 06-03 became effective for Time Warner as of January 1,
2007. EITF 06-03 is not expected to have a material impact on the Company’s consolidated financial statements.
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Accounting for Uncertainty in Income Taxes

In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109 (“FIN 48”), which clarifies the accounting for uncertainty in income tax
positions. This Interpretation requires that the Company recognize in the consolidated financial statements the tax
benefits related to tax positions that are more likely than not to be sustained upon examination based on the
technical merits of the position. The provisions of FIN 48 became effective for Time Warner as of the beginning of
the Company’s 2007 fiscal year. The cumulative impact of this guidance is expected to result in a decrease to
accumulated deficit on January 1, 2007 of approximately $500 million.

Consideration Given by a Service Provider to Manufacturers or Resellers of Equipment

In September 2006, the EITF reached a consensus on EITF Issue No. 06-01, Accounting for Consideration
Given by a Service Provider to Manufacturers or Resellers of Equipment Necessary for an FEnd-Customer to
Receive Service from the Service Provider (“EITF 06-01""), EITF 06-01 provides that consideration provided to the
manufacturers or resellers of specialized equipment should be accounted for as a reduction of revenue if the
consideration provided is in the form of cash and the service provider directs that such cash be provided directly to
the customer. Otherwise, the consideration should be recorded as an expense. EITF 06-01 will be effective for Time
Warner as of January 1, 2008 and is not expected to have a material impact on the Company’s consolidated financial
statements.

Quantifying Effects of Prior Years Misstatements in Current Year Financial Statements

In September 2006, the SEC issued SAB No. 108, Considering the Effects of Prior Year Misstatements when
Quantifving Misstatements in Current Year Financial Statements (“SAB 1087). SAB 108 requires that registrants
quantify errors using both a balance sheet and statement of operations approach and evaluate whether either
approach results in a misstated amount that, when all relevant quantitative and qualitative factors are considered, 1s
material. SAB 108 became effective for Time Warner in the fourth quarter of 2006 and did not have a material
impact on the Company’s consolidated financial statements.

Fair Value Measurements

In September 2006, the FASB issued FASB Statement No. 157, Fair Value Measurements (“FAS 1577).
FAS 157 establishes a single authoritative definition of fair value, sets out a framework for measuring fair value, and
expands on required disclosures about fair value measurement. FAS 157 is effective for Time Warner on January 1,
2008 and will be applied prospectively, The provistons of FAS 157 are not expected to have a material impact on the
Company'’s consolidated financial statements.

Fair Value Option for Financial Assets and Financial Liabilities

In February 2007, the FASB issued FASB Statement No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (“FAS 159"). FAS 159 permits companies to choose to measure, on an instrument-by-instru-
ment basis, financial instruments and certain other items at fair value that are not currently required to be measured
at fair value. The Company currently is evaluating whether to elect the option provided for in this standard. If
elected, FAS 159 would be effective for Time Warner as of January 1, 2008.

Summary of Significant Accounting Policies

Cash and Equivalents

Cash equivalents consist of commercial paper and other investments that are readily convertible into cash and
have original maturities of three months or less. Cash equivalents are carried at cost, which approximates fair value.
The Filmed Entertainment segment has recorded deposits in connection with certain film co-financing
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arrangements. This cash is restricted and can only be used for the production of the co-financed films. In addition, in
2005, the Company transferred $150 million, previously reflected as Restricted cash on the Company’s consol-
idated balance sheet, into the MSBI Settlement Fund for members of the class covered by the consolidated securities
class action as described in Note 17.

Investments .

Investments in companies in which Time Warner has significant influence, but less than a controlling voting
interest, are accounted for using the equity method. This is generally presumed to exist when Time Warner owns
between 20% and 50% of the investee. However, in certain circumstances, Time Warner's ownership percentage
exceeds 50% but the Company accounts for the investment using the equity method of accounting because the
minority shareholders hold rights that allow them to participate in certain operations of the business.

Under the equity method of accounting, only Time Warner's investment in and amounts due to and from the
equily investee are included in the consolidated balance sheet; only Time Warner’s share of the investee’s earnings
(losses) is included in the consolidated statement of operations; and only the dividends, cash distributions, loans or
other cash received from the investee, additional cash investments, loan repayments or other cash paid to the
investee are included in the consolidated statement of cash flows. In circumstances in which the Company’s
ownership in an investee is in the form of a preferred security or otherwise senior security, Time Warner’s share in
the investee’s income or loss is determined by applying the equity method of accounting using the “hypothetical-
liquidation-at-book-value” method. Under the hypothetical-liquidation-at-book-value method, the investor’s share
of earnings or losses is determined based on changes in the investor’s claim in the book value of the investee.
Additionally, the carrying valve of invesunents accounted for using the equity method of accounting is adjusted
downward to reflect any other-than-temporary declines in value (see “Asset Impairments” below),

Investments in companies in which Time Warner does not have a controlling interest or is unable to exer
significant influence are accounted for at market value if the investments are publicly traded and any resale
restrictions are less than one year (“available-for-sale investments”). If there are resale restrictions greater than one
year or if the investment is not publicly traded then the investment is accounted for at cost. Unrealized gains and
losses on investments accounted for at market value are reported, net-of-tax, in the accompanying consolidated
statement of shareholders’ equity as a component of accumulated other comprehensive income, net, until the
investment is sold or considered impaired (see “Asset Impairments” below), at which time the realized gain or loss is
included in Other income, net. Dividends and other distributions of earnings from both market-value investments
and investiments accounted for at cost are included in Other income, net, when declared.

Accounts Receivable Securitization Facilities

Time Warner has certain accounts receivable securitization facilities that provide for the accelerated receipt of
cash on available accounts receivable. These securitization transactions are accounted for as sales in accordance
with FASB Statement No. 140, Accounting for Transfers and Servicing of Financiul Assets and Extinguishments of
Liabilities — a replacement of FASB Siatement No. 125 (“FAS 1407), because the Company has relinquished
control of the receivables. For further information, see Note 8,

Derivative Instruments

The Company accounts for derivative instruments in accordance with FASB Statement No, 133, Accounting
for Derivative Instruments and Hedging Activities (“FAS 133"), FASB Statement No. 138, Accounting for Certain
Derivative Instruments and Certain Hedging Activities — an amendment of FASBE Statement No. 133 (“FAS 138™),
and FASB Statement No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities
(“FAS 149”). These pronouncements require that all derivative instruments be recognized on the balance sheet at
tair value. In addition, these pronouncements provide that for derivative instruments that qualify for hedge
accounting, changes in the fair value will either be offset against the change in fair value of the hedged assets,
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liubilities or firm commitments through earnings or recognized in shareholders’ equity as a component of
accumulated other comprehensive income, net, until the hedged item is recognized in earnings, depending on
whether the derivative is being used to hedge changes in fair value or cash flows. The ineffective portion of a
derivative’s change in fair value is immediately recognized in earnings. The Company uses derivative instruments
principally to manage the risk associated with movements in foreign currency exchange rates and the risk that
changes in intercst rates will affect the fair value or cash flows of its debt obligations. See Note 15 for additional
information regarding derivative instruments held by the Company and risk management strategies.

Financial Instruments

Based on the interest rates prevailing at December 31, 2006, the fair value of Time Warner’s fixed-rate debt
exceeded its carrying value by $1.536 billion (Note 8). Additionally, certain differences exist between the carrying
value and fair value of the Company’s other financial instruments; however, these differences are not significant at
December 31, 2006. The fair value of financial instruments is generally determined by reference to market values
resulting from trading on a national securities exchange or in an over-the-counter market. In cases where quoted
market prices are not available, fair value is based on estimates using present value or other valuation techniques.

Property, Plant and Equipment

Property, plant and equipment are stated at cost. Additions to property, plant and equipment generally include
material, labor and overhead. Depreciation, which includes amortization of capital leases, is provided generally on
the straight-line method over estimated useful lives, Time Warner evaluates the depreciation periods of property,
plant and equipment to determine whether events or circumstances warrant revised estimates of useful lives.
Property, plant and equipment, including capital leases, consists of:

December 31, Estirnated

2006 2005 Useful Lives
(millions)
Land and buildings™ ... ... ... ... ...... e $ 3,590 $ 3,236 7 to 40 years
Cable distribution SYStems. . . ... oovereverrninnen., 10,531 7,397 310 25 years™™
Cable converters and modems . . . .. ... ... ... 3,630 2772 3o 4 years
Furniture, fixtures and other equipment . . . ............. 8,559 7,298 2 to 10 years
26,310 20,703
Less accumulated depreciation. . . .................. (9,535) (7,.807)
Total .o e e e $16,775  $12,896

“ Land is not depreciated.
™ Weighted-average usetial lives for distribution systems is approximately 12 years,

Capitalized Software Costs

Time Warner capitalizes certain costs incurred for the development of internal use software. These costs,
which include the costs associated with coding, software configuration, upgrades and enhancements, are included
in Property, plant and equipment in the accompanying consclidated balance sheet.

AOL’s web services are comprised of various features, which contribute to its overall functionality. AOL
capitalizes costs incurred for the production of computer software that generates the functionality within its
products. Capitalized costs typically include direct labor and related overhead for software preduced by AOL, as
well as the cost of software purchased from third parties. Costs incurred for a product prior to the determination that
the product is technologically feasible {(research and development costs), as well as maintenance costs for
established products, are expensed as incurred. Once technological feasibility has been established, such costs
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are capitalized until the software has completed testing and is mass-marketed. Amortization is provided on a
product-by-product basis using the greater of the straight-line method or the current year revenue as a percentage of
total revenue estimates for the related software product, not to exceed five years, commencing the month after the
date of the product release. Included in costs of revenues are research and development costs totaling $114 million
in 2006, $123 million in 2005 and $134 million in 2004, The total net book value of capitalized software costs was
$97 million and $189 million as of December 31, 2006 and December 31, 2005, respectively. Such amounts are
included in Other assets in the accompanying consolidated balance sheet. Amortization of capitalized softiware
costs was $107 million in 2006, $100 mitlion in 2005 and $134 million in 2004,

Intangible Assets

As a creator and distributor of branded information and copyrighted entertainment products, Time Warner has
a significant number of intangible assets, including cable television and sports franchises, acquired film and
lelevision libraries and other copyrighted products, trademarks and customer subscriber lists. In accordance with
GAAP, Time Warner does not recognize the fair value of internally generated intangible assets. Costs incutred to
create and produce copyrighted product, such as feature films and television series, generally are either expensed as
incurred or capitalized as tangible assets, as in the case of cash advances and inventoriable product costs. However,
accounting recognition is not given to any increase in asset value that may be associated with the collection of the
underlying copyrighted material. Additionally, costs incurred to create or extend brands, such as magazine titles and
new television networks, generally result in losses over an extended development period and are recognized as a
reduction of income as incurred, while any corresponding brand value created is not recognized as an intangible
asset on the consolidated balance sheet. However, intangible assets acquired in business combinations accounted
for under the purchase method of accounting are recorded at fair value on the Company’s consolidated balance
sheet.

Assef Impairments
Investments

The Company’s investments consist of fair-value investments, including available-for-sale investments,
investments accounted for using the cost method of accounting and investments accounted for using the equity
method of accounting. The Company regularly reviews its investment securities for impairment based on criteria
that include the exient to which carrying value exceeds its related market value, the financial condition of the
investee, and the intent and ability to retain the investment for a sufficient period of time to allow for recovery of the
market value of the investments. For more information, see Note 6.

Long-Lived Assets

Long-lived assets, including finite-lived intangible assets, are tested for impairment whenever events or
changes in circumstances indicate that the related carrying amounts may not be recoverable. Determining the extent
of an impairment, if any, typically requires various estimates and assumptions, including cash flows directly
attributable to the asset, the useful life of the asset and residual value, if any. When necessary, the Company uses
internal cash flow estimates, quoted market prices and appraisals, as appropriate. 10 determine fair value,

Goodwill and Indefinite-Lived Intungible Assets

Goodwill and indefinite-lived intangible assets, primarily certain franchise assets, trademarks and brand
names, are tested annually as of December 31 and whenever events or circumstances make it more likely than not
that an impairment may have occurred, such as a significant adverse change in the business climate or a decision to
sell or dispose of the unit. Estimating fair value is performed by utilizing various valuation techniques, with the
primary technique being a discounted cash flow model. The use of a discounted cash flow model often involves the
use of significant estimates and assumptions, For more information, see Note 3.
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Accounting for Pension Plans

Time Warner and certain of its subsidiaries have both funded and unfunded noncontributory defined benefit
pension plans covering a majority of domestic employees and, to a lesser extent, have various defined benefit plans
covering international employees. Pension benefits are based on formulas that reflect the employees’ years of
service and compensation during their employment peried and participation in the plans. The pension expense
recognized by the Company is determined using certain assumptions. including the expected long-term rate of
return on plan assets, the discount rate used to determine the present value of future pension benefits and the rate of
compensation increases. The determination of these assumptions is discussed in more detail in Note 13.

Stock-Based Compensation

The Company accounts for stock-based compensation in accordance with FAS 123R, which requires that the
Company measure the cost of employee services received in exchange for an award of equity instruments based on
the grant-date fair value of the award. That cost is recognized in the consolidated statement of operations over the
period during which an employee is required to provide service in exchange for the award. For more information,
refer to Note 12 below and “Changes in Basis of Presentation” above.

Revenues and Costs
AOL

Advertising and Other revenues are recognized as the services are performed or when the goods are delivered.
AOL generates Advertising revenues by directly selling advertising or through transaction-based arrangements.
Advertising revenues related to advertising sold by AOL are generally categorized into two types of contracts:
standard and nonstandard. The revenues derived from standard advertising contracts, in which ACL provides a
minimum number of impressions for a fixed fee, are recognized as the impressions are delivered. The revenues
derived from nonstandard advertising contracts, which provide carriage, advisory services, premier placements and
exclusivities, navigation benefits, brand affiliation and other benefits, are recognized on a straight-line basis over
the.term of the contract, provided that AOL is meeting its obligations under the contract (e.g., delivery of
impressions). In cases where refund arrangements exist, upon the expiration of the condition related to the refund,
revenue directly related to the refundable fee is recognized on a straight-line basis over the remaining term of the
agreement. Transaction-based arrangements generally involve either arrangements in which AOL performs
advertising and promotion through prominent display of a customer’s content or search resulis on one of AOL’s
services or arrangements in which AOL's Advertising.com, Inc. (“Advertising.com”) subsidiary purchases and
resells advertising on a third-party website. As compensation for display of a partner’s content or search results,
AOL is paid a share of the partner’s advertising revenues. For performance-based advertising, AOL is paid an
agreed-upon fee based on customer specified results. such as registrations or sales leads. Advertising revenues
related to these transaction-based arrangements are recognized when the amount is determinable (i.e., generally
when performance reporting is received from the partner). Deferred revenue consists primarily of prepaid
advertising fees and monthly and annual prepaid subscription fees billed in advance.

The accounting rules for advertising barter transactions require that historical cash advertising of a similar
nature exist in order to support the recognition of advertising barter revenues. The criteria under the accounting
rules used to determine if a barter and cash transaction are considered “similar” include circulation, exposure or
saturation within an intended market, timing, prominence, demographics and duration. In addition, when a cash
transaction has been used to support an equivalent quantity and dollar amount of barter revenues, the same cash
transaction cannot serve as evidence of fair value for any other barter transaction. While not required by the
accounting rules, AOL management has adopted a more conservative policy by establishing an additional size
criterion to the determination of “similar”” Pursuant to such criterion, beginning in 2003, an individual cash
advertising transaction of comparable average value or higher value must exist in order for revenue to be recognized
on an intercompany or third-party advertising barter transaction. Said differently, no intercompany or third-party
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advertising barter revenue is recognized if a cash advertising transaction of comparable average value or higher
value has not been entered into in the past six months, even if all of the other accounting criteria have been satisfied.

Cuable

Cable revenues are principally derived from video, high-speed data and Digitzl Phone subscriber fees and
advertising. Subscriber fees are recorded as revenues in the period that the service is provided. Subscription
revenues received from subscribers who purchase bundled services at a discounted rate are ullocated to each product
in a pro-rata manner based on the individual product’s determined fair value. Instablation revenues obtained from
subscriber service connections are recognized in accordance with FASB Statement No. 31, Finaricial Reporting by
Television Cable Companies. as a component of Subscription revenues as the connections are completed since
installation revenues recognized are less than the related direct selling costs. Advertising revenues, including those
trom advertising purchased by programmers, are recognized in the period that the advertisements are exhibited,

Video programmming, high-speed data and Digital Phone costs are recorded as the services are provided. Video
programming costs are recorded based on TWC's contractual agreements with programming vendors, which are
generally multi-year agreements that provide for TWC to make payments to the programming vendors at agreed
upon rates, which represent fair market value, based on the number of subscribers to which TWC provides the
service. If a programming contract expires prior to entering into a new agreement, TWC management is required to
estimate the programming costs during the period there is no contract in place. TWC management considers the
previous contractual rates, inflation and the status of the negotiations in determining s estimates. When the
programming contract terms are finalized, an adjustment to programming expense is recorded, if necessury, to
reflect the terms of the new contract. TWC management must also make estimates in the recognition of
programming expense related to other items, such as the accounting for free periods, “mosi-tavored-nation™
clauses and service interruptions, as well as the allocation of consideration exchanged between the parties in
multiple element transactions.

Launch fees received by TWC from programming vendors are recognized as a reduction of expense on a
straight-line basis over the life of the related programming arrangement. Amounts received by TWC from
programming vendors representing the reimbursement of marketing costs are recognized as a reduction in
marketing expense as the marketing services are provided.

Publishing

Magazine Subscription and Advertising revenues are recognized at the magazine cover date. The unearned
portion of magazine subscriptions is deferred until the magazine cover date. Upon the cover date, a proportionate
share of the gross subscription price is included in revenues. net of any commissions paid to subscription agents.
Also included in Subscription revenues are revenues generated from single-copy sales of magazines through retail
outlets such as newsstands, supermarkets, convenience stores and drugstores, which may or may not result in future
subscription sales.

Certain products, such as merchandise, are sold to customers with the right to return unsold items. Revenues
from such sales are recognized when the products are shipped. based on grass sales less a provision for future
estimated returns based on historical experience,

Inventories of merchandise are stated at the lower of cost or estimated realizabte value, Cost is determined
using primarily the first-in. first-out method, or, alternatively, the average cost method. Returned goods included in
inventory are valued at estimated realizable value, but not in excess of cost. See Note 7 for additional discussion of
inventory.

Al
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Nerworks

The Networks segment recognizes Subscription revenues as services are provided based on the per subscriber
negotiated contractual programming rate for each affiliate and the estimated number of subscribers it the respective
affitiate. If a programiming contract with an affiliaie expires and programming services continue to be delivered to
the affiliate prior to entering into a new agreement, management at the applicable company in the Networks
segment estimates the revenue carned during the period there is no centract in place. Management considers factors
such as the previous contractual rates, inflation, current payments by the affiliate and the status of the negotiations in
determining its estimates. When the programming contract terms are finalized. an adjustment to revenue is
recorded, if necessary, to reflect the terms of the new contract.

In the normal course of business. the Networks segment enters into long-term license agreements to acquire
programming rights. An asset and lability related to these rights are created (on a discounted basis) when (i) the cost
of each program is reasonably determined, (it) the program matertal has been accepted in accordance with the terms,
and {iii} the program is available for its first showing or telecast. As discussed below, there are slight variations in
the accounting depending on whether the network is advertising supported (e.g., TNT and TBS) or not advertising
supported (e.g., HBO).

For advertising-supported networks, the Company’s general policy is to amortize the programming ¢osis on a
straight-line basis (or per-play basis, if greater) over the licensing period. There are, however. exceptions (o this
general rule. For example, because of the significance of the rights fees paid for sports programming licensing
arrangements (e.g., the NBA and MLB), programming costs are amortized using an income-forecast model, in
which total revenue generated under the sports programming is estimated and the costs associated with this
programming are amortized us revenue is earned, based on the relationship that the programming costs bear to total
estimated revenues, which approximates the pattern with which the network will use and benefit from providing the
sports programming,. In addition, based on historical advertising sales, the Company believes that, for certain types
of programming, the initial airing has more value than subsequent airings. [n these circumstances. the Company will
use an accelerated method of amortization. Specifically, if the Company is licensing the right to air a movie multiple
times over a certain period and the movie is being shown to the public for the first time on a Company network (a
“Premiere Movie™), a portion of the licensing cost is amortized on the initial airing of the movie, with the remaining
cost amortized on a straight-line basis (or per-play basis, if greater) over the remaining licensing period. The

amontization to acceleraie in the first showing versus subsequent showings is determined based on a study of
~ historical advertising sales for similar programming.

For a premium cable network that is not advertising supported (e.g., HBO), programming costs are amortized
on a straight-line basis over the programming’s license period or estimated period of use of the related shows,
beginning with the month of initial exhibition. When the Company has the right to exhibit feature theatrical
programming in multiple windows over a number of years, the Company uses historical audience performance as its
basis for determining the amount of a film's programming amortization attributable to each window.

The Company records programming arrangements (e.g., film inventory, sports rights, etc.) at the lower of
unamortized cost or estimated net realizable value. For cable networks (e.g., TBS, TNT, etc.), that earn both
Advertising and Subscription revenues, the Company evaluates the net realizable value of unamortized cost based
on the package of programming provided to the subscribers by the network. Specifically, in determining whether the
programming arrangenents for a particular network are impaired, the Company determines the net realizable value
for all of the network’s programming arrangements based on a projection of the network’s estimated combined
subscription revenues and advertising revenues. Similarly, given the premise that customers subscribe to a premium
service (e.g., HBO) because of the overall quality of its programming, the Company performs its evaluation of the
net realizable value of unamortized programming costs based -on the package of programming provided to the
subscribers by the network, Specifically, the Company determines the net realizable value for all of its premium
service programming arrangements based on projections of estimated subscription revenucs.
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Filmed Entertainment

Feature films are produced or acquired for initial exhibition in theaters, followed by distribution in the home
video, video-on-demand, pay cable, basic cable and broadcast network markets. Generally, distribution to the home
video, pay cable, basic cable and broadcast network markets commences within three years of initial theatrical
release. Theatrical revenues are recognized as the films are exhibited. Revenues from home video sales are
recognized at the {ater of the delivery date or the date that video units are made widely available-for-sale or rental by
retailers based on gross sales less a provision for estimated future returns. Revenues from the distribution of
theatrical product to television markets are recognized when the films are available to telecast.

Television films and series are initially produced for broadcast networks, cable networks or first-run television
syndication and may be subsequently licensed to foreign or domestic cable and syndicated television markets, as
well as sold on home video. Revenues from the distribution of television product are recognized when the filims or
series are available to telecast, except for barter agreements where the recognition of revenue is deferred uniil the
related advertisements are exhibited. Similar to theatrical home video sales, revenue from home video sales of
televiston films and series is recognized at the fater of the delivery date or the date that video units are made widely
available-for-sale or rental by retailers less a provision for estimated returns.

License agreements for the telecast of theatrical and television product in the cable. broadcast network and
syndicated television markets are routinely entered into well in advance of the available date for telecast. which is
generally determined by the telecast privileges granted under previous license agreements. Accordingly, there are
significant contractual rights to receive cash and barter under these licensing ugreements. For cash contracts, the
related revenues (which are discounted based on when cash will be collected) will not be recognized until such
product is available for telecast under the contractual terms of the related license agreement. For television barter
arrangements, (e.g., arrangements where the consideration from the licensee is in the form of broadcast advertising
time that in turn, the Company sells to third-party advertisers) the related revenues will not be recognized untii the
product is available for telecast and the advertising spots received under such contracts are sold to third parties and
aired. All of these contractual rights for which revenue is not vet recognizable are referred to as “backlog.”

Inventories of theatrical and television product consist primarily of DVDs and are stated at the lower of cost or
net realizable value. Cost is determined using the average cost method. Returned goods included in inventory are
valued at estimated realizable value, but not in excess of cost.

Film costs include the unamortized cost of completed theatrical films and television episodes, theatrical {ilms
and television series in production and film rights in preparation of development. Film costs are stated at the lower
of cost, less accumulated amortization, or fair value. The amount of capitalized film costs recognized as cost of
revenues for a given film as it is exhibited in various markets. throughout its life cycle, is determined using the film
forecast method. Under this method, the amortization of capitulized costs and the accrual of participations and
residuals is based on the proportion of the film’s revenues recognized for such period to the film’s estimated
remaining uvltimate revenues. Estimated ultimate revenues are revised periodically. Losses are provided in full if
estimated ultimate revenues indicate that the carrying value of a film is impaired. See Note 7 for additional details of
film costs.

The Company enters into arrangements with third parties to jointly finance many of its theatrical productions.
These arrangements, which are referred to as co-finuncing arrangements, take various forms. In most cases, the
form of the arrangement is the sale of an economic interest in a film to a joint venture investor. The Filmed
Entertainment segment records the amounts received for the sale of an economic interest as a reduction of the cost of
the film, as the investor assumes full risk for that portion of the film ‘asset acquired in these transactions. The
substance of these arrangements is that the third-party investors own an interest in the film and, therefore, in each
period the Company reflects in the statement of operations either a charge or benefit to reflect the estimate of the
third-party investor’s interest in’ the profits or losses incurred on the film. Consistent with the requirements of
Statement of Position 00-2, Accounting by Producers or Distributors of Films (“SOP 00-27), the estimate of the
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third-party investor’s interest in profits or losses incurred on the film is determined by reference to the ratio of actual
revenue earned to date in relation to total estimated ultimate revenues.

A portion of the costs of acquiring Historic TW Inc. (“Historic TW™) in 2001 and acquiring the remaining
Time Warner Entertainment Company, L.P. ("TWE”) content assets in 2003 was allocated to theatrical and
television product, including purchased program rights and product that had been exhibited at least once in all
markets (“Library™). Library product is amortized using the film-forecast method. See Note 7 for additional details
regarding Library.

Barter Trausacrions

Time Warner enters into transactions that either exchange advertising for advertising {(“Advertising Barter”) or
advertising for other products and services (“Non-advertising Barter”). Advertising Barter transactions are recorded
at the estimated fair value of the advertising given in accordance with the provisions of EITF Issue No. 99-17,
Accounting for Advertising Barter Transactions. Revenue from barter transactions is recognized when advertising
is provided, and services received are charged to expense when used. Revenues for Non-advertising Barter
transactions are recognized at the estimated fair value when the product is available for telecast and the advertising
spots received under such contracts are either used or sold to third parties. Revenue from barter transactions is not
matefial to the Company’s consolidated statement of operations for any of the periods presented herein.

Multiple-Element Transactions

Multiple-element transactions involve situations where judgment must be exercised in determining the fair
value of the different elements in a bundled wansaction. As the term is used here, multiple-element arrangements
can involve:

1. Contemporaneous purchases and sales. The Company sells a product or service (e.g., advertising services)
to a customer and at the same time purchases goods or services and/or makes an investment in that
customer;

2. Sales of multiple preducts andfor services. The Company sells multiple products or services to a
counterparty (e.g., Cable sells video, Digital Phone and high-speed data services 1o a customer); and/or

3. Purchases of multiple products and/or services. or the setttement of an outstanding item contemporancous
with the purchase of a product or service. The Company purchases multiple products or services from a
counterparty (e.g.. the Cable segment settles a dispute on an existing programming contract at the same
time that it is renegotiating a new programming contract with the same programming vendor).

Contemporaneous Purchases and Sales

In the normal course of business, Time Warner enters into transactions in which it purchases a product or
service and/or makes an investment in a customer and at the sume time negotiates a contract for the sale of
advertising, or other product, to the customer. Contemporaneous transactions may also involve circumstances
where the Company is purchasing or selling products and services and settling a dispute. For example, the AOL
segment may have negotiated for the sale of advertising at the same time it purchased products or services and/or
made an investment in a counterparty. Similarly, when negotiating the terms of programming purchase contracts
with cable networks, the Company’s Cable segment may at the same time negotiate for the sale of advertising to the
same cable network.

Arrangements, although negotiated contemporaneously, may be documented in one or more contracts. In
accounting for such arrangements, the Company looks to the guidance contained in the following authoritative
literature:

« APB Opinion No. 29, Accounting for Nonmonetary Transactions (“APB 297);
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« FASB Statement No. 153, Exchanges of Nonmonetary Assets — an amendment of APB Opinion No. 29
(“FAS 15337,

» EITF Issue No. 01-09, Accounting for Consideration Given by a Vendor to a Customer (“EITF 01-09”); and

« EITF Issue No. 02-16, Accounting by a Customer (Including a Reseller)} for Certain Consideration Received
from a Vendor (“EITF 02-167).

The Company’s policy for accounting for each transaction negotiated contemporaneously is to record each
element of the transacticn based on the respective estimated fair values of the preducts or services purchased and the
products or services sold. If the Company is unable to determine the fair value of one or more of the clements being
purchased, revenue recognition is limited to the total consideration received for the products or services sold, less
supported payments. For example, if the Company sells advertising to & customer for $10 million in cash and
contemporaneously enters into an arrangement to acquire software for $2 million from the same customer, but fair
value for the software cannot be reliably determined, the Company would limit the recognized advertising revenue
to 38 million and would ascribe no value to the software acquisition. As another example, if the Company sells
advertising to a customer for $10 million in cash and contemporaneously invests $2 million in the equity of that
same customer at fair value, the Company would recognize advertising revenue of $10 millien and would ascribe
$2 million to the equity investment. Accordingly, the judgments made in determining fair value in such arrange-
ments impact the amount and period in which revenues, expenses and net income are recognized over the term of the
contract.

In determining the fair value of the respective elements, the Company refers to quoted market prices (where
available), independent appraisals (where available), historical transactions or comparable cash transactions. In
addition, the existence of price protection in the form of “most-favored-nation™ clauses or similar contractual
provisions are generaily indicative that the stated terms of a transaction are at fair value. Additionally, individual
elements of a multiple-element transaction whose value' is dependent on future performance (and based on
independent factors) are generally indicative of fair value terms. For example, consider a multiple-element
transaction involving (i) the sale of a business to Company A for $100 million and (ii) an agreement that the
Company will act as Company A’s sales agent and receive future commissions based on the volume of future sales
generated. Such an arrangement would be indicative of fair value terms because the generation of future
commissions is based on an independent factor (i.e., prospective sales levels).

Further, in a contemporaneous purchase and sale transaction, evidence of fair value for one element of a
transaction may provide support for the fair value of the other element of a transaction. For example, if the Company
sells advertising to a customer and contemporaneously invests in the equity of that same customer, evidence of the
fair value of the investment may support the fair value of the advertising sold, since there are only two elements in
the arrangement.

Sales of Multiple Products or Services

The Company’s policy for revenue recognition in instances where multiple deliverables are sold contempo-
raneously to the same counterparty is in accordance with EITF Issue No. 00-21, Revenue Arrangements with
Multiple Deliverables, and SEC Staff Accounting Bulletin No. 104, Revenue Recognition, Specifically, if the
Company enters into sales contracts for the sale of multiple products or services, then the Company evaluates
whether it has objective fair value evidence for each deliverable in the transaction. If the Company has objective fair
value evidence for each deliverable of the transaction, then it accounts for each deliverable in the transaction
separately, based on the relevant revenue recognition accounting policies. However, if the Company is unable to
determine objective fair value for one or more undelivered elements of the transaction, the Company recognizes
revenue on a straight-line basis over the term of the agreement. For example, the Cable division sells cable, Digital
Phone and high-speed data services to subscribers in a bundled package at a rate lower than if the subscriber
purchases each product on an individual basis. Subscription revenues received from such subscribers are allocated
to each product in a pro-rata manner based on the fair value of each of the respective services.
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Purchases of Multiple Products or Services

The Company’s policy for cost recognition in instances where multiple products or services are purchased
contemporaneously from the same counterparty is consistent with the Company’s policy for the sale of multiple
deliverables to a customer. Specifically. if the Company enters into a contract for the purchase of multiple products
or services, the Company evaluates whether it has fair value evidence for each product or service being purchased, 1f
the Company has fair value evidence for each product or service being purchased, it accounts for each separately,
based on the relevant cost recognition accounting policies. However, if the Company is unable to determine fair
value for one or more of the purchased elements, the Company would recognize the cost of the transaction on a
straight-line basis over the term of the agreement. For example, the Networks segment licenses from a film
production company the rights to a group of films and episodic series to run as content on its networks. Because the
Networks segment is purchasing multiple products that will be aired over varying times and periods, the cost is
allocated among the films and episodic series based on the relative fair value of each product being purchased. Each
allocated amount is then accounted for in accordance with the Networks segment’s accounting policy for that
specific type of product. Additionally, judgments are also required by management when the Cable segment
purchases multiple services from the same cable programming vendor. In these scenarios, the total consideration
provided to the programming vendor is required to be allocated to the various services received based upon their
respective fair values. Because multiple services from the same programming vendor are often received over
different contractual periods and often have different contractual rates, the allocation of consideration to the
individual services will have an impact on the timing of the Company’s expense recognition.

This policy also would apply in instances where the Company settles a dispute at the same time the Company
purchases a product or service from that same counterparty. For example, the Cable segment may settle a dispute on
an existing programming contract with a programming vendor at the same time that it is renegotiating a new
programming contract with the same programming vendor. Because the Cable segment is negotiating both the
settlement of the dispute and a new programming contract, each of the elements should be accounted for at fair
value. The amount allocated 1o the settlement of the dispute would be recognized immediately, whereas the amount
allocated to the new programming contract would be accounted for prospectively, consistent with the accounting for
other similar programming agreements.

Gross versus Net Revenue Recognition

In the normal course of business, the Company acts as or uses an intermediary or agent in executing
transactions with third parties. Pursuant to EITF Issue No. 99-19, Reporting Revenue Gross as a Principal versus
Net as an Agent, such transactions are recorded on a gross or net basis depending on whether the Company is acting
as the principal in a transaction or acting as an agent in the transaction. The Company serves as the principal in
transactions in which it has substantial risks and rewards of ownership and, accordingly, records revenue on a gross
basis. For those transactions in which the Company does not have substantial risks and rewards of ownership, the
Company is considered an agent in the transaction and, accordingly, records revenue on a net basis. To the extent
that revenues are recorded on a gross basis, any commissions or other payiments to third parties are recorded as
expense so that the net amount (gross revenues less expense) is reflected in Operating Income. Accordingly. the
impact on Operating Income is the same whether the Company records revenue on a gross or net basis.

Advertising Costs

Time Warner expenses advertising costs as they are incurred, which is when the advertising is exhibited or
aired. Advertising expense to third-parties was $4.557 billion in 2006, $5.141 billion in 2005 and $5.265 billion in
2004. In addition, the Company had advertising costs of $36 million at December 31, 2006 and S125 million at
December 31, 2005 recorded in Prepaid and other current assets on its consolidated balance sheet, which primarily
related to prepaid advertising.
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Income Taxes

Income taxes are provided using the asset and liability method prescribed by FASB Statement No. 109,
Accounting for Income Taxes. Under this method, income taxes (i.e., deferred tax assets, deferred tax liabilities,
taxes currently payable/refunds receivable and tax expense) are recorded based on amounts refundable or payable in
the current year and include the results of any difference between GAAP and tax reporting. Deferred income taxes
reflect the tax effect of net operating loss, capital loss and general business credit carryforwards and the net tax
effects of temporary differences between the carrying amount of assets and liabilities for financial statement and
income tax purposes, as determined under enacted tax laws and rates. Valuation aillowances are established when
management determines that it is more likely than not that some portion or all of the deferred tax asset will not be
realized. The financial effect of changes in tax laws or rates is accounted for in the period of enactment. The
subsequent realization of net operating loss and general business credit carryforwards acquired in acquisitions
accounted for using the purchase method of accounting is recorded as a reduction of goodwill, Research and
development credits are recorded based on the amount of benefit the Company believes is probable of being earned.
The majority of such research and development benefits have been recorded to shareholders’ equity as they resulied
from stock option deductions for which such amounts are recorded as un increase to additional paid-in-capital.
Certain other tax credits earned are offset against the cost of inventory or property acquired or produced.

Discontinued Operations

+

In determining whether a group of assets disposed (or to be disposed) of should be presented as a discontinued
operation, the Company makes a determination of whether the group of assets being disposed of comprises a
component of the entity; that is, it has historic operations and cash flows that can be clearly distinguished (both
operationally and for financial reporting purposes). The Company also determines whether the cash flows
associated with the group of assets have been significantly (or will be significantly) eliminated from the ongoing
operations of the Company as a result of the disposal transaction and whether the Company has no significant
continuing involvement in the operations of the group of assets after the disposal transaction. If these determinations
can be made affirmatively, the results of operations of the group of assets being disposed of (as well as any gain or
loss on the disposal transaction) are aggregated for separate presentation apart from continuing operating results of
the Company in the consolidated financial statements.

Comprehensive Income (Loss)

Comprehensive income (loss) is reported on the accompanying consolidated statement of shareholders’ equity
as a component of retained earnings (accumulated deficit) and consists of net income (loss) and other gains and
tosses affecting shareholders’ equity that, under GAAP, are excluded from net income (loss). For Time Warner, such
items consist primarily of unrealized gains and losses on marketable equity investments, gains and losses on certain
derivative financial instruments, foreign currency translation gains (losses) and unfunded and underfunded plan
benefit obligations.
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The following summary sets forth the components of other comprehensive income (loss), net of tax,
accumulated in shareholders’ equity (in millions):

Net Net Net
Foreign Unrealized  Derivative Net Accumulated
Currency Gains Financial Unfunded/ Other
Translation  (Losses) Instrument Underfunded Comprehensive
Gains on Galns Benefit Income
{Losses)™ Securities (Losses) Obligation (L.oss)
Balance at December 31, 2003. .. .. $(405) $ 712 $(33) $ (49) $415)
2004 activity ... ... {66) 582 1 4 era
Balance at December 31, 2004. . . .. 471 654 (32) (45) 106
2005 activity .. ... ...l 430 {603) 22 (19) {170)
Balance at December 31, 2005. .. .. “n 51 (10) (64) (64)
2006 activity . ... .oi i 347 (12) 8 @s® 32

Balance at December 31, 2006. . . . . $ 306 $ 39 $ (2 $(479) $(136)

@ 2005 includes an adjusimen of $439 million for fareign currency trunslation related to goodwil! und intangible assets, including amounis that relate o prior
periods (Note 3).
® Reflects the adoption of FAS 158 on December 31, 2006 (Note 13),

Income Per Common Share

Basic income per common share is computed by dividing the net income applicable to common shares after
preferred dividend requirements, if any, by the weighted-average of common shares outstanding during the period.
Weighted-average basic common shares include shares of Time Warner’s common stock and Series LMCN-V
common stock. Diluted income per common share presents basic income per common share after giving effect to
convertible securities, stock options, restricted stock, restricted stock units and other potentially dilutive financial
instruments, only in the periods in which such effect is dilutive,

Set forth below is a reconciliation of basic and diluted income per common share before discontinued
operations and cumulative effect of accounting change:
Years Ended December 31,
2006 2005 2004
(millions, except per share amounts)

Income before discontinued operations and cumulative effect of

accounting change — basic and diluted . ... ......... ..., $ 5114 § 2548 $ 2,840
Average number of common shares outstanding — basic .. ... .. 4,182.5 4,648.2 4,560.2
Dilutive effect of stock options and restricted stock .. ....... 38.2 414 574
Dilutive effect of mandatorily convertible preferred stock . .. .. 4.1 204 77.1
Average number of common shares outstanding — diluted . . . . .. 4,224.8 4,710.0 4,694.7

Income per common share before discontinued operations and
cumulative effect of accounting change:

BaSIC © ottt e e $ 122 % 055 % 062
Diluted . . ..o e e e e $ 1.21 $ 054 § 0.60

Diluted income per common share for 2006, 2005 and 2004 excludes approximately 404 million, 391 million
and 427 million, respectively, of common shares issuable under the Company’s stock compensation plans because
do not have a dilutive effect.
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2. TIME WARNER CABLE INC.
Adelphia Acquisition and Related Transactions

On July 31, 2006, a subsidiary of Time Warner Cable Inc. (together with its subsidiaries, “TWC”), Time
Warner NY Cable LLC (“TW NY”), and Comcast Corporation (together with its subsidiaries, “Comcast™)
completed their respective acquisitions of assets comprising in the aggregate substantially all of the cable assets
of Adelphia Communications Corporation (“Adelphia™) (the “Adelphia Acquisition”). At the closing of the
Adelphia Acquisition, TW NY paid approximately $8.9 billion in cash, after giving effect 10 certain purchase
price adjustments, and shares representing approximately 16% of TWC’s outstanding common stock valued at
approximately $5.5 billion for the portion of the Adelphia assets it acquired. The valuation of approximately
$5.5 billion for the approximately 16% interest in TWC as of July 31, 2006 was determined using discounted cash
flow and market comparable valuation models. The discounted cash flow valuation model was based upon TWC’s
estimated future cash flows derived from its business plan and utilized a discount rate consistent with the inherent
risk in the business. The 16% interest reflects 155,913,430 shares of TWC Class A common stock issued to
Adelphia, which were valued at $35.28 per share for purposes of the Adelphia Acquisition. In accordance with
SAB 51, in 2006 the Company recognized a gain of approximately $1.771 billion related to the shares of TWC
Class A common stock issued in the Adelphia Acquisition, which has been reflected in shareholders’ equity as an
adjustment to paid-in-capital.

On July 31, 2006, immediately before the closing of the Adelphia Acquisition, Comcast’s interests in TWC
and Time Warner Entertainment Company, L.P. (“TWE”}, a subsidiary of TWC, were redeemed. Specifically,
Comcast’s 17.9% interest in TWC was redeemed in exchange for 100% of the capital stock of a subsidiary of TWC
holding both cable systems serving approximately 589,000 subscribers, with an estimated fair value of approx-
imately $2.5 billion, as determined using discounted cash flow and market comparable valuation models, and
approximately $1.9 billion in cash (the “TWC Redemption™). In addition, Comcast’s 4.7% interest in TWE was
redeemed in exchange for 100% of the equity interests in a subsidiary of TWE holding both cable systems serving
approximatety 162,000 subscribers, with an estimated fair value of approximately $630 million, as determined
using discounted cash flow and market comparable valuation models, and approximately $147 million in cash (the
“TWE Redemption” and, together with the TWC Redemption, the “Redemptions™). The discounted cash flow
valuation mode! was based upon TWC’s estimated future cash flows derived from its business plan and utilized a
discount rate consistent with the inherent risk in the business. The TWC Redemption was designed to qualify as a
tax-free split-off under Section 355 of the Internal Revenue Code of 1986, as amended. For accounting purposes, the
Redemptions were treated as an acquisition of Comcast’s minority interests in TWC and TWE and a dispesition of
the cable systems that were transferred to Comcast. The purchase of the minority interests resulted in a reduction of
goodwill of $738 million related to the excess of the carrying value of the Comcast minority interests over the total
fair value of the Redemptions. In addition, the disposition of the cable systems resulted in an after-tax gain of
$945 million, included in discontinued operations, which is comprised of a $131 million pretax gain (calculated as
the difference between the carrying value of the systems acquired by Comcast in the Redemptions totaling
$2.969 billion and the estimated fair value of $3.100 billion) and a net tax benefit of $814 million, including the
reversal of historical deferred tax liabilities of approximately $838 million that had existed on systems transferred to
Coemcast in the TWC Redemption. At December 31, 2005, the net deferred tax liabilities on such systems were
included in noncurrent liabilities of discontinued operations.

Following the Redemptions and the Adelphia Acquisition, on July 31, 2006, TW NY and subsidiaries of
Comcast swapped certain cable systems, most of which were acquired from Adelphia, each with an estimated value
of approximately $8.7 billion, as determined using discounted cash flow and market comparable valuation models,
in order to enhance TWC’s and Comcast’s respective geographic clusters of subscribers (the “Exchange™ and,
together with the Adelphia Acquisition and the Redemptions, the “Adelphia/Comcast Transactions™), and TW NY
paid Comcast approximately $67 million for certain adjustments related to the Exchange. The discounted cash flow
valuation model was based upon TWC's estimated future cash flows derived from its business plan and utilized a
discount rate consistent with the inherent risk in the business. The Exchange was accounted for as a purchase of
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cable systems from Comcast and a sale of TW NY’s cable systems to Comcast. The systems exchanged by TW NY
included Urban Cable Works of Philadelphia, L.P. (“Urban Cable™) and systems acquired from Adelphia. The
Company did not record a gain or loss on systems TW NY acquired from Adelphia and transferred to Comcast in the
Exchange because such systems were recorded at fair value in the Adelphia Acquisition. The Company did,
however, record a pretax gain of $34 million ($27 million net of tax) on the Exchange related to the disposition of
Urban Cable. This gain is included as a component of discontinued operations in the accompanying consolidated
statement of operations in 20006.

The purchase price for each of the Adelphia Acquisition and the Exchange is as follows (millions):

Cash consideration for the Adelphia Acquisition . .. ......... ... ... i, $ 8935
Fair value of equity consideration for the Adelphia Acquisition . .. ............. ... .. 5,500
Fair value of Urban Cable . .. ... ... . . 190
OthET COBLS . o oo ot it e e et et et e e e e e e e e 235
1) 221 U U SO $14,860

Other costs consist of (i) a contractual closing adjustment totaling $67 million relating to the Exchange,
(i) $113 million of total transaction costs and (iii) $55 million of transaction-related taxes.

The purchase price allocation for the Adelphia Acquisition and the Exchange is as follows at December. 3,
2006 (millions):

Depreciation
Amortization
____!E:iods"”
Intangible assets not subject to amortization (cable franchise rights). .. $10,487 non-amortizable
Intangible assets subject to amortization (primarily customer

relationships) ... ... e 882 4 years
Property, plant and equipment {(primarily cable television equipment) . . 2,490 1-20 years
OtheT ASSELS . o v it it e e er et e e 149 not applicable
GoodwWill . . .o 1,050  non-amortizable
LaabiliiES . .t et e e e e e (198) not applicable

TOtAl © ot e s e e e $14,860

™ fnangible assets and goodwill associated with the Adelphia Acquisition are deductible over a L-year pericd for tax purposes and would reduce net cash tax
payments by more than $300 million per year beginning in 2008, assuming the following: straight-line amortization deductions over i3 years, sutficient taxahle
income to milize the amortization deductions, and a 38% effective tux rate.

The allocation of the purchase price for the Adelphia Acquisition and the Exchange, which primarily used a
discounted cash flow approach with respect to identified intangible assets and a combination of the cost and market
approaches with respect to property. plant and equipment, is being finalized and the Company does not expect any
material changes to the allocation reflected above. The discounted cash flow approach was based upon
management’s estimated future cash flows from the acquired assets and liabilities and utilized a discount rate
consistent with the inherent risk associated with the acquired assets and liabilities.

In connection with the closing of the Adelphia Acquisition, the $8.9 billion cash payment was funded by
borrowings under the Cable Revolving Facility, the Cable Term Facilities, the issuance of TWC commercial paper
and the proceeds of the private placement issuance by TW NY of $300 million of non-voting Series A Preferred
Equity Membership Units with a mandatory redemption date of August 1, 2013 and a cash dividend rate of
8.21% per annum. In connection with the TWC Redemption, the $1.9 billion in cash was funded through the
issuance of TWC commercial paper and borrowings under the Cable Revolving Facility. In addition, in connection
with the TWE Redemption, the $147 million in cash was funded by the repayment of a pre-existing loan TWE had
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made to TWC (which repayment TWC funded through the issuance of commercial paper and berrowings under the
Cable Revolving Facility).

The resulis of the systems acquired in connection with the Adelphia/Comcast Transactions have been included
in the consolidated statement of operations since the closing of the transactions on July 31, 2006. The systems
transferred to Comcast in connection with the Redemptions and the Exchange (the “Transferred Systems”),
inctuding the gains discussed above, have been reflected as discontinued operations in the consolidated statement of
operations for all periods presented. See Note 4 for additional information regarding the discontinued operations.

The following schedule presents 2006 and 2005 supplemental unaudited pro forma information as if the
Adelphia/Comcast Transactions had occurred on January 1, 2005. The unaudited pro forma information. is
presented based on information available, is intended for informational purposes only and is not necessarily
indicative of and does not purport to represent what Time Warner's future financial condition or operating results
will be after giving effect to the Adelphia/Comcast Transactions and does not reflect actions that may be undertaken
by management in integrating these businesses (e.g., the cost of incremental capital expenditures). In addition, this
information does not reflect financial and operating benefits TWC expects to realize as a result of the Adelphia/
Comcast Transactions. In addition, the supplemental pro forma information does not reflect the impact of any other
acquisitions completed during 2006, including Court TV, the results of which have been included in the consol-
idated operating results retroactive to the beginning of 2006. Court TV had revenues and Operating Income of
3255 million and $40 million, respectively, in 2005 (millions, except per share data).

Pro Forma
Year Ended December 31,
2006 2005
(unaudited)

REVENUES . . ot e e e e $ 46,395 $ 45,840
Costs of revenues'™ ... ... . L e (23,790)  (24,105)
Selling, general and administrative expenses(“) ........................ (10,437 (10,566)
Other, M. . o e e e e, (531) (2.987)
Operating Income before Depreciation and Amortization , , ... .........., 11,637 8,182
Deprecialion. . . (. .. i e (3,314} {3,201)
AMOrTZAtION . . . . e {(734) (806)
Operating Income. . . .. e e e e e e e e e e 7,589 4,175
INtErest EXPENSe. MEE. . . Lttt ettt ettt e e e (2.051) (1.912)
Other income, net. . ... ................ e e 798 973
Income before income taxes, discontinued operations and cumulative effect

of accounting change . . ... ... ... . . e e 6.336 3,236
[NCOME 1aX ProOVISION . . .o e e et et e e e (1,299) (919)
Income before discontinued operations and cumulative effect of accounting

change . ... L e $ 5037 3% 2317
Basic net income per common share before discontinued operations and

cumulative effect of accounting change . ......... ... ... ... ..... $ 120 $ 030
Diluted net income per common share before discontinued operations and

cumulative effect of accounting change . .. ....... .. ... ... .. L. $ 119§ 049

@ Costs of revenues and sclling, peneral and administrative expenses exclude depreciation.

As a result of the closing of the Adelphia/Comcast Transactions, TWC gained systems with approximately
3.2 million net basic video subscribers. As of February 23, 2007, Time Warner owns approximately 84% of TWC's
outstanding common stock (including approximately 83% of the outstanding TWC Class A common stock and all
outstanding shares of TWC Class B common stock), as well as an indirect approximately {2% non-voting interest in
TW NY. Comcast no longer has an interest in TWC or TWE.
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On February 13, 2007, Adelphia’s Chapter 11 reorganization plan became effective and, under applicable
securities law regulations and provisions of the U.S. bankruptcy code, TWC became a public company subject to
the requirements of the Securities Exchange Act of 1934 on the same day. Under the terms of the reorganization
plan, most of the shares of TWC Class A Common Stock that Adelphia received in the Adelphia Acquisition
(representing approximately 16% of TWC’s outstanding common stock) are being distributed to Adelphia’s
creditors. :

At the closing of the Adelphia Acquisition, TWC and Adelphia entered into a registration rights and sale
agreement (the “RRA”), which governed the disposition of the shares of TWC’s Class A common stock received by
Adelphia in the Adelphia Acquisition. Upon the effectiveness of Adelphia’s plan of reorganization, the parties’
obligations under the RRA terminated. :

FCC Order Approving the Transactions with Adelphia and Comcast

In its order approving the Adelphia Acquisition, the Federal Communications Commission (the “FCC”}
imposed conditions on TWC related to regional sports networks (“RSNs”), as defined in the order, and the
resolution of disputes pursuant to the FCC’s leased access regulations. In particular, the order provides that neither
TWC nor its affiliates may offer an affiliated RSN on an exclusive basis to any multichannel video programming
distributor (“MVPD"). In addition, TWC may not unduly or improperly influence: (i) the decision ol any affiliated
RSN to sell programming to an unaffiliated MVPD; or (i) the prices, terms, and conditions of sale of programming
by an affiliated RSN to an unaffiliated MVPD. If an MVPD and an affiliated RSN cannot reach an agreement on the
terms and conditions of carriage, the MVPD may elect commercial arbitration to resolve the dispute. In addition, if
an unaffiliated RSN is denied carriage by TWC, it may elect commercial arbitration to resolve the dispute. With
respect to leased access, if an unaffiliated programmer is unable to reach an agreement with TWC, that programmer
may elect commercial arbitration to resolve the dispute, with the arbitrator being required to resolve the dispute
using the FCC’s existing rate formula relating to pricing terms. The application and scope of these conditions, which
will expire in July 2012, have not yet been tested. TWC retains the right to obtain FCC and judicial review of any
arbitration awards made pursuant to these conditions.

Dissolution of Texas/Kansas City Cable Joint Venture

Texas and Kansas City Cable Partners, L.P. (“TKCCP”) is a 50-50 joint venture between Time Warner
Entertainment-Advance/Newhouse Partnership (“TWE-A/N") (a partnership of TWE and the Advance/Newhouse
Partnership) and Comcast. In accordance with the terms of the TKCCP partnership agreement, on July 3, 2006,
Comcast notified TWC of its election to trigger the dissolution of the partnership and its decision to allocate all of
TKCCP’s debt, which iotaled approximately $2 billion, to the pool of assets consisting of the Houston cable systems
(the “Houston Pool™). On August 1, 2006, TWC notified Comcast of its election to receive the pool of assets
consisting of the Kansas City, south and west Texas and New Mexico cable systems (the “Kansas City Pool”). On
October 2, 2006, TWC received approximately $630 million from Comeast due to the repayment of debt owed by
TKCCP to TWE-A/N that had been allocated to the Houston Pool. Since July 1, 2006, TW( has been entitled to
100% of the economic interest in the Kansas City Pool (and has recognized such interest pursuant to the equity
method of accounting), and it has not been entitled to any economic benefits of ownership from the Houston Pool.

On Janvary 1, 2007, TKCCP distributed its assets to its partners. TWC received the Kansas City Pool, which
served approximately 788,000 basic video subscribers as of December 31, 2006, and Comcast received the Houston
Pool, which served approximately 795,000 basic video subscribers as of December 31, 2006, TWC began
consolidating the results of the Kansas City Pool on January 1, 2007. As a result of the asset distribution, TKCCP
no longer has any assets, and TWC expects that TKCCP will be formally dissolved in 2007. For accounting
purposes, the distribution of TKCCP’s assets has been treated as a sale of the Company’s 50% interest in the
Houston Pool, and, as 4 result, the Company expects to record a pretax gain of approximately $150 million in the
first quarter of 2007. For the years ended December 31, 2006 and 2005, the Kansas City Pool had revenues of
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$795 million and $691 million, respectively, depreciation and amortization of $120 million and, $129 million,
respectively, and Operating Income of $155 million and $93 million, respectively.

3. GOODWILL AND INTANGIBLE ASSETS

As a creator and distributor of branded information and copyrighted entertainment products, Time Warner has
a significant number of intangible assets, including cable television and sports franchises, film and television
libraries and other copyrighted products, trademarks and customer lists. FASB Statement No. 142, Goodwill and
Other Intangible Assets (“FAS 142”) requires that goodwill and intangible assets deemed to have an indefinite
useful life be reviewed for impairment at least annually.

Goodwill impairment is determined using a two-step process. The first step of the goodwill impairment test is
to identify a potential impairment by comparing the fair value of a reporting unit with its carrying amount, including
goodwill. The estimates of fair value of a reporting unit, generally the Company’s operating segments. are
determined using various valuation techniques, with the primary technique being a discounted cash flow analysis. A
discounted cash flow analysis requires one to make various judgmental assumptions, including assumptions about
future cash flows, growth rates and discount rates. The assumptions about future cash flows and growth rates are
based on the Company’s operating segments’ budgets and business plans, and assumptions are made about the
varying perpetual growth rates for periods beyond the long-term business plan period. Discount rate assumptions
are based on an assessment of the risk inherent in the future cash flows of the respective reporting units. In
estimating the fair values of its reporting units, the Company also uses research analyst estimates, as well as
comparable market analyses. If the fair value of a reporting unit exceeds its carrying amount, goodwill of the
reporting unit is not deemed to be impaired and the second step of the impairment test is not performed. If the
carrying amount of a reporting unit exceeds its fair value, the second step of the goodwill impairment test is
performed to measure the amount of impairment loss, if any. The second step of the goodwill impairment test
compares the implied fair value of the reporting unit’s goodwill with the carrying amount of that goodwill. If the
carrying amount of the reporting unit's goodwill exceeds the implied fair value of that goodwill, an impairment loss
is recognized in an amount equal to that excess. The implied fair value of goodwill is determined in the same manner
as the amount of goodwill recognized in a business combination. In other words, the fair value of the reporting unit
is atlocated to alt of the assets and liabilities of that unit (including any unrecognized intangible assets) as if the
reporting unit had been acquired in a business combination and the fair value of the reporting unit was the purchase
price paid to acquire the reporting unit.

The impairment test for other intangible assets not subject to amortization consists of a comparison of the fair
value of the intangible asset with its carrying value. If the carrying value of the intangible asset exceeds its fair value,
an impairment loss is recognized in an amount equal to that excess. The estimates of fair value of intangible assets not
subject to amortization are determined using various discounted cash flow valuation methodologies. The most
common among these is a “relief from royalty” methodology, which is used in estimating the fair value of the
Company’s brands and trademarks, and income methodologies. which are vsed to value cable franchises. The income
methodology used to value the cable franchises entails identifying the projected discrete cash flows related to such
franchises and discounting them back to the valuation date. Market and income-based methodologies are used to value
sports franchises. Significant assumptions inherent in the methodologies employed include estimates of royalty rates
and discount rates. Discount rate assumptions are based on an assessment of the risk inherent in the respective
intangible assets. Assumptions about royalty rates are based on the rates at which similar brands and trademarks are
being licensed in the marketplace. The Company determined during its annual impairment reviews for goodwill,
which occur in the fourth quarter, that no additional impairments existed at December 31, 2006, 2005 or 2004.

During 2006, the Company recorded a pretax goodwill impairment charge of $200 million to reduce the
carrying value of The WB Network’s goodwill prior to its contribution to The CW, as more fully described in Note 4.
Additionally, in 2005 the Company recorded a pretax goodwill impairment charge of $24 million related to America
Online Latin America, Inc. (“AOLA”™). The impairment charges were noncash in nature and did not affect the
Company’s liquidity or result in non-compliance with respect to any debt covenants.
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Included in noncurrent assets of discontinued operations for the years ended December 31, 2005 is goodwill of

approximately $319 million, respectively. A summary of changes in the Company’s goodwill related to continuing
operations during the years ended December 31, 2006 and 2005 by reportable segment is as follows (millions):

[1.2)

()

[T

ie)

3

Acquisitions,
December 31, Dispositions & Translation December 31,
2005 Adjustments’™  Impairment™ Adjustments 2006
AOLS L $ 3,144 $(249) $ — $ 31 $ 2,926
Cable™. ............ 1,769 290 — — 2,059
Filmed Entertainment . . 5,256 165 — — 5,421
Networks™ . . ........ 20,572 556 (200) 3) . 20,925
Publishing” .. ... ... 9,398 4i — 183 9,622
Total. .............. $40.139 $ 803 $(200) $211 $40,953
December 31, Acquisitions & Translation December 31,
2004 Adjustments™  lmpairment™  Adjustments'® 2008
AOL.. .o, $ 3,069 $ (14) $ (24) $113 $ 3,144
Cable .............. 1,783 {14) — — 1.769
Filmed Entertainment . . 5218 38 — — 5,256
Networks® . ... ...... 20,444 128 — — 20,572
Publishingm ......... 8,875 256 — 267 9,398
Total............... $39.389 $ 394 $ 24 $380 $40.139

Includes changes in estimates in deferred tax assets and liabilities acquired in purchase business combinations, with the net impact of decreasing goodwill by
$107 million in 2006 and increasing goodwill by $207 million in 2005, respectively. The adjustments affected multiple segments.

2006 relates to a $200 miltlion noncash goodwill impairment charge related (0 The WB Network. 2005 relates to the $24 million impairment charge of AOLA
goodwill in the first quarter of 2005.

2006 primarily includes $318 million retated 10 the transfer of goodwill to AOL’s European 2ceess businesses sold or held for sale as well as the adjustments
discussed in {a} above,

2006 primarly includes goodwill recorded of $1.1 billion in the Adelphia Acquisition and the Exchange, partially offscl by x $73¢ million adjustment 10
zoodwill retated 10 the excess of the custying value of the Comeast minority interests in TWC and TWE over the total fair value of the Redemptions as well as the
adjustments discussed in (1) above. OFf the $738 million adjustment to goodwill, $719 million is associated with the TWC Redemption and 519 million is
associated with the TWE Redemption, Refer to Note 2 for additional information regarding the Adelphia/Comcast Transactions.

2006 primarily includes $722 million related w the sequisition of the remaining interest in Court TV partially offset by a $73 million transfer 10 investment in The
CW as well as the adjustments discussed in (u) above, 2005 primarily includes $174 million related to changes in valuation of net deferred 1ax liabitities related to
historical purchase business combinalions oftset by a $39 million’reduction. net of 1ax, retated to reversals of purchase accounting reserves and the adjustments
discussed in (a) above.

2006 primarily includes $127 million related 10 goodwill associated with the purchase of the remaining interest in Synapse Group, inc. panially offset by
525 million related 1o the transter of Grupo Editorial Expansién’s gomdwill (o inlangible asscts and the adjustments discussed in {u) above. 2005 includes
S111 million at the Publishing segment related to the purchase price allocation for the acquisition of the remaining ownership interest in Essence
Communications Pariners {“Essence™ and $75 mitlion related 10 the preliminary purchase price allocation for the acquisition of Grupo Editorial Expansitn
us well as the adjusiments discussed in (a) above.

Includes a translation adjustment related to periods priar to January 1, 2005. This adjustment had no impact on consolidated net income or cash flows in the
current or any prior period, In addition, the adjusiment is not considered material 1o the consolidated asscts or equity of the current or any prior period.

v
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The Company’s intangible assets and related accumulated amortization consisted of the following (millions}):

As of December 31, 2006 As of December 31, 2005
Accumulpted Accumulated
Gross Amortization™ Net Gross Amortization® Net

Intangible ussets subject

to amoriization:
Film library . .......... $ 3,967 $(1,277) $ 269 § 3967 $(1.064) $ 2,903
Customer lists and other

intangible assets™ . ... 4,457 (1,917) 2,540 2,475 (1,902) 573
Total ................ 3 8,424 $(3,194) $ 5230 § 6442 $(2,966) $ 3476
Intangible assets not
. sihject to amortization:
Cable television

franchises . ... .. ... $39,342 $(1,294)  $38,048  $28,939 $(1,378)  $27.561
Sports franchises . ... ... 282 20 262 282 (20 262
Brands, trademarks and

other intangible

assets@ L. 8,570 (257) 8313 9,801 (257) 9,544
Total . ............... $48.194 $(1,571) $46,623  $39,022 $(1,655) $37,367

Amortization of customer lists and other intangible assets subject 1o amortization is provided generally on the straight-tine methed over their respective useful
lives, The weighted-average useful life for customer lists is 4 years. The film library is amortized using a (ilm forecast methodology. The Company evaluates the
useful lives of its finite-lived intangible assets each reporting period 1o determine whether events or circumnstances warrant revised estimates of useful lives,
The change in 2006 includes approximately $1.3 billion related to the transfer of certain magavine trademarks from intangible assets not subject 1o amortization
due 10 a reassessment of their useful lives, 3882 million related to acquired customer lists from the Adelphia Acquisition and $79 million related 1o customer and
adventising relationships acquired in the Count TV acquisition, panially offset by $286 million related 1o the transfer of customer lists 10 AOL's European access
businesses sold or held for sale. The change in 2005 includes $79 million related to the Truveo, Inc. acquisition for acquired technology, $34 million related tw the
preliminary allecation of Essence goodwill to tradename and subscriber lists, $31 million related to the Wildseed, Lid. Acquisition primarily for acquired
technology and $30 million related to foreign currency translation of intangibles it AOL Eurape and [PC Media.

The increase is related 1o $10.5 billion of intangibles ucquired in the Adetphiu Acquisition and the Exchange.

The change in 2006 is related to the approximate $1.3 billion aforementioned transfer of certain Publishing magazine trademarks to intangible assets subject (o
amortization. The change in 2005 includes $29 million related 10 intangibles a1 [PC. As a result of increased competition in the publishing business related to
cerain magazine titles, indefinite-lived tradename intangibles totaling upproximately $1.3 billion were assigned a 25 year finite life and amortized beginning
January 2006,

The Company recorded amortization expense of $605 million in 2006 compared to $587 million in 2005 and

$615 million in 2004. Based on the current amount of intangibie assets subject to amortization, the estimated
amortization expense for each of the succeeding five years ended December 31 is as follows (millions):

2007 e e e e e $633
2008 e e e 594
2000 e e 538
2 L L O 443
N 277

These amounts may vary as acquisitions and dispositions occur in the future and as purchase price allocations

are finalized.

4.

BUSINESS ACQUISITIONS AND DISPOSITIONS

Parenting and Timed4 Media

On January 25, 2007, the Company announced an agreement with a subsidiary of Bonnier AB, a Swedish

media company (“Bonnier”), to sell Time Inc.’s Parenting and Time4 Media magazine groups, consisting of 18 of
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Time Inc.’s smaller niche magazines. The transaction, which is subject to customary closing conditions, is expected
to close in the first quarter of 2007. For the year ended December 31, 2006, the Parenting and Timed4 Media
magazine groups had revenues and Operating Income of approximately $260 million and $20 million, respectively.

TradeDoubler

On January 15, 2007, AOL announced a cash tender offer to acquire all outstanding shares of TradeDoubler
AB (“TradeDoubter™), a European provider of online marketing and sales solutions. If AOL were to acquire all of
the outstanding shares of TradeDoubler, the total value of the proposed transaction would be approximately
$900 million. The price offered for the outstanding shares is denominated in Swedish Kronor and, as a result, the
U.S. dollar amount of the transaction is subject to change as a result of fluctuation in the exchange rates. The
completion of the offer is subject to the condition that at least 90% of TradeDoubler’s outstanding shares are
tendered in the offer (which condition may be waived by AOL) as well as other customary closing conditions. If the
tender offer is successfully completed, AQL’s purchase of TradeDoubler shares pursuant to the offer is expected to
occur in the first half of 2007.

Claxson

On December 14, 2006, Turner announced an agreement with Claxson Interactive Group, Inc. (“Claxson”) to
purchase seven pay television networks currently operating in Latin America for approximately $235 million (net of
cash acquired). The transaction, which is subject to customary closing conditions, is expected to close in the first
half of 2007.

Transactions with Liberty

In February 2007, the Company signed a non-binding letter of intent with Liberty Media Corporation
(“Liberty”) regarding the exchange of a significant portion of Liberty’s interest in Time Warner for a subsidiary of
Time Warner that contains a mix of non-strategic assets, including the Atlanta Braves franchise {the “Braves’) and
Leisure Arts, Inc., and cash. The Company and Liberty have submitted to Major League Baseball (the “League™)
documents related to the proposed transfer of the Braves. Any sale of a major league baseball team requires the prior
approval of the League. There can be no assurance that the League will approve the proposed transfer or that the
parties will reach a definitive agreement regarding the proposed transaction.

Sale of AOL’s European Access Businesses

During September and October of 2006, the Company announced the sale of AOL’s European access
businesses. On October 31, 2006, the Company completed the sale of AOL's French access business to Neuf
Cegetel S.A. for approximately $360 million in cash. On December 29, 2006, the Company completed the sale of
AOL’s U.K. access business to The Carphone Warehouse Group PLC (“Carphone Warehouse™) for approximately
%712 million in cash, $476 million of which was paid at clesing and the remainder of which is payable over the
eighteen months following the closing. The Company recorded pretax gains on these sales of $769 million. In
connection with these sales, the Company entered into separate agreements to provide ongoing web services,
including content, e-mail and other online tools and services, to the respective purchasers of these businesses. For
the year ended December 31, 2006, AOL’s European access business in France and the U.K. had Subscription
revenues of $1.024 billion.

On September 7, 2006, the Company announced an agreement to sell AOL’s German access business to
Telecom ltalia S.p.A. for approximately $870 million in cash (subject to a working capital adjustment), and to enter
into a separate agreement to provide ongoing web services, including content, e-mail and other online tools and
services, to Telecom Italia S.p.A. upon the closing of the sale. The Company expects to record a pretax gain on this
sale of approximately $700 million. The contractual sales price and the related gain for the transaction are
denominated in Euros and, as a result, the U.S. dollar amounts presented are subject to change as a result of
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fluctuation in the exchange rates. The transaction, which is subject to customary closing conditions. is expected to
close in the first quarter of 2007. Accordingly, the assets and liabilities of AOL's German access business of
$219 million and $97 million, respectively, have been reflected as assets and liabilities held for sale as of
December 31, 2006 and inciuded in Prepaid expenses and other current assets- and Other current liabilities,
respectively, in the accompanying consolidated balance sheet. For the year ended December 31, 2006, AOL’s
European access business in Germany had Subscription revenues of $338 million.

As a result of the historical interdependency of AOL’s European access and audience businesses. the historic
cash flows and operations of the access and audience businesses are not clearly distinguishable. Accordingly, AOL's
European access businesses have not been reflected as discontinued operations in the accompanying consolidated
financial statements.

Warner Village Theme Parks

On July 3, 2006, the Company sold its 50% interest in Warner Village Theme Parks (the “Theme Parks™), a
joint venture operating theme parks in Australia, to Village Roadshow Limited (“Village™) for approximately
3191 million in cash, which resulted in a pretax gain of approximately $157 million,

Sale of Tﬁrner South

On May 1, 2006, the Company sold Turner South. a subsidiary of Turner Broadcasting System. Inc. (“Turner™),
to Fox Cable Networks, Inc. for approximately $371 million in cash, resulting in a pretax gain of approximately
$129 million. Turner South has been reflected as discontinued operations for all periods presented. A tax benefit of
$21 million was also recognized on this transaction, resulting primarily from the release of a valuation allowance
associated with tax attribute carryforwards offsetting the tax gain on the transaction.

Sale of Time Warner Book Group

On March 31, 2006, the Company sold TWBG to Hachette Livre SA, a wholly-owned subsidiary of Lagardére
SCA, for $524 million in cash, resulting in a pretax gain of approximately $207 million after taking into account
selling costs and working capital adjustments. TWBG has been reflected as discontinued operations for all periods
presented. A tax benefit of $24 million was also recognized on this transaction resulting primarily from the release
of a valuation allowance associated with tax attribute carryforwards offsetting the tax gain on the transaction,

Sale of Music Segment

In the first quarter of 2003, the Company entered into an agreement with WMG pursuant to which WMG
agreed to a cash purchase of the Company’s option at the time of the WMG pubiic offering at a price based on the
initial public offering price per share, net of any underwriters’ discounts. As a result of the estimated public offering
price range, the Company adjusted the value of the option in the first quarter of 2003 to $165 million. In the second
quarter of 2005, WMG’s registration statement was declared effective at a reduced price trom its initial estimated
range, and the Company received approximately $138 miliion from the sale of its option. As aresult of these events,
during 2005 the Company recorded a $33 million net gain related to this option, which is included as a component of
Other income, net, in the accompanying consolidated statement of operations.

Asof December 31, 2006 and 20085, there are $37 million and $50 million, respectively, of liabilities associated
with the former music operations recorded on the Company’s balance sheet. The liabilities are principally related to
severance payments to former employees of the music operations. '
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Summary of Discontinued Operations

Financial data for the Transferred Systems. Turner South, TWBG and WMG included in discontinued
operations for 2006, 2005 and 2004 is as follows (millions):

Year Ended December 31,

2006 2005 2004
Total FeVENUES. . o o vttt et et e e e e $ 564  $1.251 351,867
PretaX INCOIMIE . . o ot e it et et e ettt e e 594 200 183
Income tax benefit (provision). .. ... ... ... . ol 819 (7 51
Nl INCOME . . . o e et e e e e e e et e e e 1,413 123 234

The tax benefit for the year ended December 31, 2006 resulted primarily from the reversal of historical
deferred tax liabilities (included in noncurrent liabilities of discontinued operations at December 31, 2005) that had
been established on systems transferred to Comcast in the TWC Redemption, which was designed to qualify as a
tax-free split-off under Section 355 of the Internal Revenue Code of 1986, as amended. As a result, such liabilities
were no longer required. However, if the IRS were successful in challenging the tax-free characterization of the
TWC Redemption, an additional cash liability on account of taxes of up to an estimated $300 million could become
payable by the Company. '

Court TV

On May 12, 2006, the Company acquired the remaining 50% interest in Courtroom Television Network LLC
(“Court TV") that it did not already own from Liberty for $697 million in cash, net of cash acquired. As permitied by
GAAP, Court TV results have been consolidated retroactive to the beginning of 2006. Previously, the Company had
accounted for its investment using the equity method of accounting. As of December 31, 2006, approximately
$722 million has been recorded as goodwill and approximately $110 million as intangible assets ($36 million of the
intangible assets are not subject to amortization). For the year ended December 31, 2006, Court TV had revenues
and Operating Income of $253 million and $31 million, respectively.

The WB Network

On September 17, 2006. at the end of the 2005-2006 television season, Warner Bros. and CES ceased the
stand-alone operations of The WB Network and UPN, respectively, and formed a new fully-distributed national
broadcast network, called The CW. Warner Bros. and CBS each own 50% of the new network and have joint and
equal control. In addition, Warner Bros. reached an agreement with Tribune Corp. (“Tribune™), a subordinated
22.25% limited partner in The WB Network, under which Tribune surrendered its ownership interest in The WB
Network, was relieved of funding obligations and became one of the principal affiliate groups for the new network.

For the year ended December 31, 2006, The WB Network had revenues and an Operating Loss of $397 million
and $321 million, respectively. The WB Network results for 2006 included a goodwill impairment charge of
approximately $200 million and $114 million of shutdown costs. The shutdown costs included $87 million related
to the termination of certain programming arrangements {primarily licensed movie rights), $6 million rejated to
employee terminations and $21 million related to contractual settlements. Included in the costs to terminate
programming arrangements is $47 million of costs related to terminating intercompany programming arrangements
with other Time Warner divisions (e.g., New Line) that have been eliminated in consolidation, resulting in a net
charge related 1o programming arrangements of $40 million for the year ended December 31, 2006.

The Company is accounting for its investment in The CW using the equity mcthod of accounting. The
Company views its interest in The CW to be the successor to the business previously conducted by The WB
Network, and, as such, the Company’s remaining basis in The WB Network {including goodwill) is considered the
beginning basis for its 50% interest in The CW. In conjunction with the formation and launch in September 2006 of
The CW, the Company assessed The WB Network’s goodwill for impairment. Due to actual ratings levels being
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lower than had been previously estimated and a projected increase in certain programming costs, the forecasted cash
flows associated with the Company’s interest had declined. The Company determined in late October 2006 that The
WB Network's goodwill was impaired. Accordingly, as noted above, the Company recorded a pretax impairment
charge of $200 million in 2006 to reduce the carrying value of The WB Network's goodwill prior to its contribution
to The CW. The estimate of fair value was determined using a discounted cash flow valuation methodology. The
Company’s net investment in The CW is classified as Investments, including available-for-sale-securities in the
accompanying consolidated balance sheet.

AOL-Google Alliance

During December 2005, the Company announced that AOL was expanding its strategic alliance with Google
Inc, (“Google™) to enhance its global online advertising partnership and make more of AQL's content available 1o
Googte users. In addition, Google agreed 1o invest $1 billion to acquire a 5% equity interest in a limited liability
company that owns all of the outstanding equity interest in AOL. On March 24, 2006, the Company and Google
signed definitive agrcements governing the investment and the commercial arrangements. Under the alliance,
Google will continue o provide search services to AOL’s network of [nternet properties worldwide, and will
provide AOL with an improved share in revenues generated through searches conducted on the AOL network,
which AOL will continue to recognize as advertising revenue when such amounts are earned. Additionally, AOL
will continue to pay Google a license fee for the use of its search technology, which AOL will continue to recognize
as expense when such amounts have been incurred. Other key aspects of the alliance, and the related accounting,
include:

« AOL Marketplace. Creating an AOL Marketplace through white labeling of Google’s advertising tech-
nology, which enables AOL to sell search advertising directly to advertisers on AOL-owned properties. AOL
will record as advertising revenue the sponsored-links advertising sold and delivered to third parties.
Amounts paid 10 Google for Google’s share in the sponsored-links advertising sold on the AOL Marketplace
will be accounted for by AOL as an expense in the period the advertising is delivered.

* Distribution and Promotion. Providing AOL $300 million of marketing credits for promotion of AOL’s
content on Google-owned Internet properties, as well as $100 million of AOL/Google co-sponsored
promotion of AOL properties. The Company believes that this is an advertising barter transaction in which
distribution and premotion is being provided in exchange for AOL agreeing to dedicate its search business to
Google on an exclusive basis. Because the criteria in EITF Issue No. 99-17, Accounting for Advertising
Barter Transactions, for recognizing revenue have not been met, no revenue or expense will be recognized
by AOL on this portion of the arrangement.

* Google AIM Development.  Enabling Google Talk and AIM instant messaging users to communicate with
each other provided certain conditions are met. Because this agreement does not provide for any revenue
share or other fees, there will be no accounting for this arrangement.

AOL. and Google also agreed to collaborate in the future to expand on the alliance, including the possible sale
by AOL of display advertising on the Google network.

On April 13, 2006, the Company completed its issuance of & 5% equity interest in AOL to Google for $1 billion
in cash. In accordance with SAB 51, Time Warner recognized a gain of approximately $801 million, reflected in
shareholders’ equity as an adjustment to paid-in-capital, in the second quarter of 2006.

5. TIME WARNER TELECOM

As of December 31, 2005, the Company owned approximately 50 million shares of Class B common stock of
Time Warner Telecom Inc. (“TWT?), a publicly traded telecommunications company. The Company accounted for
this investment using the equity method of accounting, and, as a result of the Company’s share in losses of TWT and
impairment losses recognized in previous years, the carrying value of the investment was zero, During 2006, the
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Company's subsidiaries participated as selling shareholders in two TWT secondary offerings and converted all of
their shares of TWT Class B common stock into TWT Class A common stock and sold the Class A common stock
for an aggregate of approximately $800 million. et of underwriters” commissions. The Company recognized a
pretax gain of approximatety $800 million, which is included as a component of Other income, net, in the
consolidated statement of operations.

6. INVESTMENTS, INCLUDING AVAILABLE-FOR-SALE SECURITIES

The Company's investments consist of equity-method investments, fair-value investments, including availa-
ble-for-sale investments. and cost-method investments, Time Warner’s investments. by category, consist of:

December 31,

20062005

{millions)
Equity-method investments . . . ... ... it $2.457 82,551
Fair-value investments, including available-for-sale investments . ... .......... 841 820
Cost-method INVESIMENES . ... ... e 44 124
Total Lo e $3.442  $3.495

Equity-Method Investments

Investments in companies in which Time Warner has the ability to exert significant influence, but less than a
controlling voting interest, are accounted for using the equity method. This is generally presumed to exist when
Time Warner owns between 20% and 50% of the investee. However, in certain circumstances, Time Warner's
ownership percentage exceeds 50% but the Company accounts for the investment using the equity method of
accounting because the minority shareholders hold rights that allow them to participate in certain operations of the
business.

At December 31, 2006, investments accounted for using the equity method, and the ownership percentage held
by Time Warner, primarily include the following: TKCCP (50% owned, of which the Company recognized 100% of
the operations of the Kansas City Pool, which TWC began consolidating beginning January 1, 2007 as discussed in
Note 2), The CW (50% owned). a wireless spectrum joint venture with several other cable companies and Sprint
Nextel Corporation (the “Wireless Joint Venture™) (26.6% owned) and certain network and filmed entertainment
joint ventures (generally 25-50% owned). In addition, at December 31, 2006, the Company expects to record a
pretax gain of approximately $150 million in the first quarter of 2007, as a result of the asset distribution of TKCCP.

At December 31. 2006; the Company's recorded investment in TKCCP was greater than its equity in the
underlying net assets of this equity method investee by approximately $140 million. This difference was primarily
due to fair value adjustments recorded in connection with the AOL-Historic TW Merger. The Company’s recorded
investments for The CW and the Wireless Joint Venture approximate the Company’s equity interests in the
underlying net assets of these equity method investments.

Fair-Value Investments, Including Available-for-Sale Investments

The fair-value investments. including available-for-sale investments, include deferred compensation-related
investments, available-for-sale securities and equity derivative instruments of $734 million, $98 million and
$9 million, respectively. as of December 31, 2006 and $681 miliion, $133 million and $6 million, respectively, as of
December 31, 2005. [nvestments in companies in which Time Warner does not have a controlling interest or is
unable to exert significant influence are accounted for at fair value if the investments are publicly traded and resale
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restrictions of less than one year exist (“available-for-sale investments™). The cost basis, unrealized gains,
vnrealized losses and fair market value of available-for-sale investments are set forth below:

December 31,

2006 2005

{millions)
Cost basis of available-for-sale investments .. ...........co.ov.... S $36 $ 50
Grossunrealized gain .. .. ... . ... ..l 62 85
Gross unrealized Jo8S. ... .o i e e e e e — (2}
Fair value of available-for-gsale investments . ........ it ie e $9_8 $133
Deferred tax liability .. ....... .. o e 523§ 33

During 2006, 2005 and 2004 there were $25 million, $995 million and $25 million, respectively, of unrealized
gains reclassified from accumulated other comprehensive income, net, to Other income, net, in the consolidated
statement of operations, based on the specific identification method.

Equity derivatives are recorded at fair value in the accompanying consolidated balance sheel, and the related
gains and losses are included as a compenent of Qther income, net. The deferred compensation program is an
elective program whereby eligible employees may defer a portion of their annual compensation. A corresponding
liability is included within current or noncurrent other liabilities as appropriate.

Cost-Method Investments

Investments in companies that are not publicty traded or have resale restrictions greater than one year are
accounted for at cost. The Company’s cost-method investments typically include investments in start-up companies
and investment funds. The Company uses available qualitative and quantitative information to evaluate all cost-
method tnvestments for impairment at least annually. No single investment individually or in the aggregate is
considered significant for the periods presented.

2006 Transactions

For the year ended December 31, 2006, the Company recognized net gains of $1.048 billion related to the sale
of investments, primarily including an $800 million gain on the sale of the Company’s investment in Time Warner
Telecom, a $157 million gain on the sale of the Company’s investment tn the Theme Parks and a $51 million gain on
the sale of the Company’s investment in Canal Satellite Digital.

2005 Transactions

For the year ended December 31, 2005, the Company recognized net gains of $1.028 billion related to the sale
of investments, primarily including a $925 million gain on the sale of the Company’s remaining investment in
Google, a $36 million gain, which was previously deferred, related to the Company’s 2002 sale of a portion of its
interest in Columbia House Holdings (“Columbia House™) and an $8 million gain on the sale of its 7.5% remaining
interest in Columbia House and simultaneous resolution of a contingency for which the Company had previously
accrued, In addition, the Company also recorded a $53 million net gain related to the sale of the Company’s option
in WMG (Note 4).

2004 Transactions

For the year ended December 31, 2004, the Company recognized net gains of $453 million, related to the sale
of investments, primarily including a $188 million gain related to the sale of a portion of the Company’s interest in
Google, and a $113 million gain related to the sale of the Company’s interest in VIVA Media AG (“VIVA™) and
VIVA Plus, and a $44 million gain on the sale of the Company's interest in Gateway Inc. (“Gateway”). In addition,

149




TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

the Company also recorded a $50 mitlion fatr value adjustment related to the increase in the WMG option’s carrying
value (Note 4).

Investment VWrite-Downs

If it has been determined that an investment has sustained an other-than-temporary decline in its value, the
investment is written down to its fair value, by a charge to earnings. Such an evaluation is dependent on the specific
facts and circumstances. Factors that are considered by the Company in determining whether an other-than-
temporary decline in value has occurred include: the market value of the security in relation to its cost basis, the
financial condition of the investee and the intent and ability to retain the investment for a sufficient period of time to
allow for recovery in the market value of the investment.

In evaluating the factors described above for available-for-sale securities, management presumes a decline in
value to be other-than-temporary if the quoted market price of the security is 20% or more below the investment’s
cost basis for a period of six months or more (the “20% criterion”) or the quoted market price of the security is 50%
or more below the security’s cost basis at any quarter end (the “50% criterion”). However, the presumption of an
other-than-temporary decline in these instances may be overcome if there is persuasive evidence indicating that the
decline is temporary in nature (e.g., strong operating performance of investee, historical volatility of investee, etc.).
Additionally, there may be instances in which impairment losses are recognized even if the 20% and 50% criteria
are not satisfied (e.g.. there is a plan to sell the security in the near term and the fair value is below the Company’s
cost basis).

For investments accounted for using the cost or equity method of accounting, management evaluates
information (e.g., budgets, business plans, financial statements, etc.) in addition to quoted market prices, if
any, in determining whether an other-than-temporary decline in value exists. Factors indicative of an other-
than-temporary decline include recurring operating losses, credit defaults and subsequent rounds of financing at an
amount below the cost basis of the investment. This list is not exhaustive, and management weighs all known
quantitative and gualitative factors in determining if an other-than-temporary decline in the value of an investment
has occurred.

For the years ended December 31, 2006, 2005 and 2004, investment gains were partially offset by $7 million,
$16 million and $15 million, respectively, of writedowns to reduce the carrying value of certain investments that
experienced other-than-temporary declines. The portion of these charges relating to publicly traded securities was
$3 million in 2005 and $4 million in 2004, The year ended December 31, 2006 also included $10 million of gains to
reflect market fluctuations in equity derivative instruments. The years ended December 31, 2005 and 2004 also
included $1 million and $14 million, respectively, of losses to reflect market fluctuations in equity derivative
instruments.

While Time Warner has recognized all declines that are believed to be other-than-temporary, it is reasonably
possible that individual investments in the Company's portfolio may experience an other-than-temporary decline in
value in the future if the underlying investee experiences poor operating results or the U.S. or certain foreign equity
markets experience declines in value.

150




TIME WARNER INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

7. INVENTORIES AND FILM COSTS

Inventories and film costs consist of:

December 31,

2006 2005
(millions)

Programming costs, less amortization .. .. ... ... .. v i $3287  $3213
DVDs, books, paper and other merchandise . .......................... 353 410
Film costs — Theatrical;

Released, less amortization . . ... ... . e 682 724

Completed and not released ... . ... .. . e 205 123

In production . . ... .. ... . e 1,392 782

Development and pre-production. . ... ... ... ... .. ... e 50 80
Film costs — Television:

Released, less amortization . . . ... ... .. . ... ... ... ... 704 529

Completed and not released ... ... ... . .. ... ... . . .. 158 230

In production . ... ... . e 473 545

Development and pre-production., . .. .......... ... ... ... . o ... 3 2
Total inventories and film costs™ . . .. 7.307 6,638
Less: current portion of inventory® .. ... . (1.913)  (2.041)
Total noncurrent inventories and filmcosts .. ... ... ... ... ... . ... ... $5394  §4,597

" Pocs not include $2.691 bitlion and $2.903 billion of net film library costs as of December 31, 2006 and December 31, 2005, respectively, which are included in
intungible assets subject to amortization on the accompanying consolidated balance sheet (Note 3).

™ Current inventory as of December 31, 2006 and December 31, 2005 is comprised primarily of programming inventory at the Networks segment ($1.558 billion
and 51.629 billion, respectively). magazines. paper and other merchandise at the Publishing segment ($145 million and $170 million, respectively), DVDs and
videocassettes at the: Fitmed Entertatement segment (8210 million and $239 million, respectively) and general merchandise at the AOL segment (83 million as of
December 31, 2005),

Approximately 89% of unamortized film costs for released theatrical and televiston product are expected 1o be
amortized within three years from December 31, 2006, In addition, approximately $1.2 billion of the film costs of
released and completed and not released theatrical and television product are expected to be amortized during the
twelve month period ending December 31, 2007.
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LONG TERM DEBT AND OTHER FINANCING ARRANGEMENTS

Committed financing capacity and long-term debt consists of (millions):

Weighted
Average Unamortized
e oot VSRR ey Ousonding ben
Pecember 31, Committed of Commercial  Committed December 31,  December 31,
2006 Maturities Capacity  Credit'” Paper Capacity 2006 - 2008
Cash and equivalents . . . 51549 S5 — $— $1.549
Bank credit agreement
debt and commercial
paper programs®™. ... 5.66%  2009-2011 21,000 237 20 8,362  $12,381 $ 1,101
F]nalm% -rate public
dett® L 5.61% 2009 2.000 — — — 2,000 —
Fixed-rate public
debt™ L 7.08%  2007-2036 20,285 — — — 20.285 18,863
Other fixed-rate
obligations™ . ... ... 8.00% — 331 — - — 331 366
Subtotal . .. ......... 45,165 237 20 9911 34,997 20,330
Debt due within one
year. oL 64) - — — (64) (92)
Total .............. $45,101 5237 $20 $9,911 $34,933 $20,238

»

@ Represents the portion: of commitied capacity reserved for outstanding and undrawn letters of credit,
™) The hank credit agreements. commercial paper programs and public debt of the Campany rank pari passu with senior debt of lhe respeciive obligors thereon. The
Company's maturity profile of its cutstanding debt and other financing arrangements is relatively long-term, with a weighted maturity of approximately 10 years.
" The Company has classificd $1.546 billion of debt due in 2007 as long-term in the accompanying consolidated batance sheet 10 reflect management’s ability and
intent to refinance the obligation on a long-term basis. Such debt refinancing wil! be from enused committed capacity of the Company’s bank agreements.
Includes capital lease obligations.

Debt duc within one year primarily relates to capital lease obligations.

tw
(0]

Bank Credit Agreements and Commercial Paper Programs

In the first quarter of 2006, Time Warner and TWC entered into $21.0 billion of bank credit agreements, which
consist of an amended and restated $7.0 billion five-year revolving credit facility at Time Warner, an amended and
restated $6.0 billion five-year revolving credit facility at TWC (including $2.0 billion of increased commitments), a
new $4.0 billion five-year term loan facility at TWC, and a new $4.0 billion three-year term loan facility at TWC.
Collectively, these facilities refinanced $11.0 billion of previously existing committed bank financing, while the
$2.0 billion increase in the TWC revolving credit facility and the $8.0 billion of new TWC term loan facilities were
used to finance, in part, the cash portions of the Adelphia/Comcast Transactions. As discussed below, the increase in
the revolving credit facility and the two term loan facilities at TWC became effective concurrent with the closing of
the Adelphia Acquisition, and the term loans were fully utilized at that time.

Time Warner Credit Agreement

Following the refinancing transactions described above, Time Warner has a $7.0 billion senior unsecured five-
year revolving credit facility with a maturity date of February 17, 2011 (the “TW Facility”), which refinanced an
existing $7.0 billion revolving credit facility with a maturity date of June 30, 2009, The permitted borrowers under
the TW Facility are Time Warner and Time Warner International Finance Limited (the “Borrowers”). The
obligations of both Time Warner and Time Warner International Finance Limited are directly or indirectly
guaranteed by AOL, Historic TW, Turner and Time Warner Companies, Inc. The obligations of Time Wamer
International Finance Limited are also guaranteed by Time Warner.

152




TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Borrowings under the TW Facility bear interest at a rate determined by the credit rating of Time Warner, which
rate was LIBOR plus 0.27% per annum as of December 31, 2006. In addition, the Borrowers are required to pay a
facibity fee on the aggregate commitments under the TW Facility at a rate determined by the credit rating of Time
Warner, which rate was 0.08% per annum as of December 31, 2006. The Borrowers also incur an additional usage
fee of 0.10% per annum on the outstanding loans and other extensions of credit under the TW Facility if and when
such amounts exceed 50% of the aggregate commitments thereunder.

The TW Facility provides same-day funding and multi-currency capability, and a portion of the commitment,
not to exceed $500 million at any time, may be used for the issuance of letters of credit. The TW Facility contains a
maximum leverage ratio covenant of 4.5 times the consolidated EBITDA of Time Warner. The terms and related
financial metrics associated with the leverage ratio are defined in the TW Facility agreement. At December 31,
2006, the Company was in compliance with the leverage covenant, with a leverage ratio, calculated in accordance
with the agreement, of approximately 2.8 times. The TW Facility does not contain any credit ratings-based defaults
or covenants or any ongoing covenant or representations specifically relating to a material adverse change in Time
Warner’s financial condition or results of operations. Borrowings may be used for general corporate purposes, and
unused credit is available to support borrowings by Time Warner under its commercial paper program. As of
December 31, 2006, there were no loans outstanding, $78 million in outstanding face amount of letters of credit
were issued under the TW Facility, and approximately $1.304 billion of commercial paper issued by Time Warner
was supported by the TW Facility, The Company’s unused committed capacity as of December 31, 2006, excluding
the unused committed capacity of TWC, was $7.113 billion, net of $3 million unamortized discount on commercial
paper and including $1.498 billion of cash and equivalents.

TWC Credit Agreements

Following the financing transactions described above, TWC has a $6.0 billion senior unsecured five-year
revolving credit facility with a maturity date of February 15, 2011 (the “Cable Revolving Facility”). This represents
arefinancing of TWC’s previous $4.0 billion of revolving bank commitments with a maturity date of November 23,
2009, plus an increase of $2.0 billion effective concurrent with the closing of the Adelphia Acquisition. Also
effective concurrent with the closing of the Adelphia Acquisition are two $4.0 billion term loan facilities (the
“Cable Term Facilities” and, collectively with the Cable Revolving Facility, the “Cable Facilities™) with maturity
dates of February 24, 2009 and February 21, 2011, respectively. TWE is no longer a borrower in respect of any of the
Cable Facilities, although TWE and TW NY Cable Holding Inc. (“TWNYCH") guarantee the obligations of TWC
under the Cable Facilities. As of December 31, 2006, there were borrowings of $8.0 billion outstanding under the
Cable Term Facilities. :

On October 18, 2006, TWNYCH executed and delivered unconditional guaranties of the obligations of TWC
under the Cable Facilities. In addition, contemporaneously with the completion by TW NY of the TWE GP Transfer
described below, TW NY was released from its guaranties of TWC’s obligations under the Cable Facilities in
accordance with the terms of the Cable Facilities. In addition, following the adoption of the amendments to the
TWE Indenture pursuant to the Eleventh Supplemental Indenture described below, the guaranties previously
provided by American Television and Communications Corporation (“ATC”) and Warner Communications Inc.
("“WCI™) of TWC's obligations under the Cable Facilities were automatically terminated in accordance with the
terms of the Cable Facilities.

Borrowings under the Cable Revolving Facility bear interest at a rate based on the credit rating of TWC, which
rate was LIBOR plus 0.27% per annum as of December 31, 2006. In addition, TWC is required to pay a facility fee
on the aggregate commitments under the Cable Revolving Facility at a rate determined by the credit rating of TWC,
which rate was 0.08% per annum as of December 31, 2006. TWC may also incur an additional usage fee of
0.10% per annum on the outstanding loans and other extensions of credit under the Cable Revolving Facility if and
when such amounts exceed 50% of the aggregate commitments thereunder. Borrowings under the Cable Term
Facilities bear interest at a rate based on the credit rating of TWC, which rate was LIBOR plus 0.40% per annum as
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of December 31, 2006. In addition, TWC paid a facility fee on the aggregate commitments uncler the Cable Term
Facilities for the period prior to the closing of the Adelphia Acquisition at a rate of 0.08% per annum.

The Cable Revolving Facility provides same-day funding capability and a portion of the commitment, not to
exceed $500 million at any time, may be used for the issuance of letters of credit. The Cable Facilities contain a
maximum leverage ratio covenant of 5.0 times the consolidated EBITDA of TWC. The terms and related financial
metrics associated with the leverage ratio are defined in the Cable Facility agreements. At December 31, 2006,
TWC was in compliance with the leverage covenant, with a leverage ratio, calculated in accordance with the
agreements, of approximately 3.3 times. The Cable Facilities do not contain any credit ratings-based defaults or
covenants or any ongoing covenant or representations specifically relating to a material adverse change in the
financial condition or results of operations of Time Warner or TWC. Borrowings under the Cable Revolving Facility
may be used by TWC for general corporate purposes, and unused credit is available to support borrowings by TWC
under its commercial paper program. Borrowings under the Cable Facilities were used to finance in part, the cash
portions of the Adelphia/fComcast Transactions. As of December 31, 2006, there were borrowings of $925 miilion
and letters of credit totaling $159 million outstanding under the Cable Revolving Facility, and approximately
$2.152 billion of commercial paper issued by TWC was supported by the Cable Revolving Facility. TWC’s unused
committed capacity as of December 31, 2006 was $2.798 billion, net of $17 million unamortized discount on
commercial paper and including $51 million of cash and equivalents.

Commercial Paper Programs

On January 25, 2007, Time Warner entered into a $7.0 billion unsecured commercial paper program (the “New
TW Program”) that replaced its previous $5.0 billion unsecured commercial paper program (the “Prior TW
Program”). The obligations of Time Wamner under the New TW Program are guaranteed by TW AOL Holdings Inc.
(“TW AOL”) and Historic TW. In addition, the obligations of Historic TW are guaranteed by Turner and Time
Warner Companies, Inc. Proceeds from the New TW Program may be used for general corporate purposes,
including investments, repayment of debt and acquisitions. Commercial paper issued by Time Warner is supported
by the unused committed capacity of the $7.0 billion TW Facility. As of December 31, 2006, there was no
commercial paper outstanding under the New TW Program and there was approximately $1.304 billion of
commercial paper outstanding under the Prior TW Program, which was terminated in February 2007 upon
repayment of the last amounts issued under the Prior TW Program. '

On December 4, 2006, TWC entered into a $6.0 billion unsecured commercial paper program (the “New TWC
Program™) that replaced its previous $2.0 billion commercial paper program (the “Prior TWC Program”). TWC's
obligations under the New TWC Program are guaranteed by TWNYCH and TWE, both subsidiaries of TWC, white
TWC’s obligations under the Prior TWC Program were guaranteed by ATC and WCI (both subsidiaries of the
Company but not of TWC) and TWE. Commercial paper issued by TWC under the New TWC Program is supported
by the unused committed capacity of the Cable Revolving Facility. The commercial paper issued under the New
TWC Program ranks pari passu with TWC’s, TWE's and TWNYCH'’s other unsecured senior indebtedness.

No new commercial paper was issued under the Prior TWC Program after December 4, 2006, and the Prior
TWC Program was terminated on February 14, 2007, upon the repayment of the last remaining notes issued
thereunder. As of December 31, 2006, there was approximately $1.500 billion of commercial paper outstanding
under the New TWC Program and approximately $652 million of commercial paper outstanding under the Prior
TWC Program.

TWE Bond Indenture

Pursuant to the Ninth Supplemental Indenture to the indenture (the “TWE Indenture”) governing $3.2 billion
of notes issued by TWE (the “TWE Bonds™), TW NY, a subsidiary of TWC and a successor in interest to Time
Warner NY Cable Inc., agreed to waive, for so long as it remained a general partner of TWE, the benefit of certain
provisions in the TWE Indenture which provided that it would not have any liability for the TWE Bonds as a general

154




TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

partner of TWE (the “TW NY Waiver”). On October 18, 2006, TW NY contributed all of its general partnership
imerests in TWE to TWE GP Holdings LLC, uts wholly owned subsidiary (the "TWE GP Transfer”™), and. as a resuly,
the TW NY Waiver, by its terms, ceased to be in effect. In addition, on October 18, 2006, TWC, together with TWE,
TWNYCH, certain other subsidiaries of the Company and The Bank of New York, as Trustee, entered into the Tenth
Supplemental Indenture to the TWE Indenture. Pursuant to the Tenth Supplemental Indenture to the TWE
Indenture, TWNYCH fully, unconditionally and irrevocably guaranteed the payment of principal and interest
on the TWE Bonds. )

On October 19, 2006, TWE commenced a consent solicitation to amend the TWE Indenture to simplify the
guaranty structure of the TWE Bonds and to amend TWE's reporting obligations under the TWE Indenture. On
November 2, 2006. the consent solicitation was completed, and TWE, TWC, TWNYCH and The Bank of New
York, as Trustee, entered into the Eleventh Supplemental Indenture to the TWE Indenture, which (i) amended the
guaranty of the TWE Bonds previously provided by TWC to provide a direct guaramy of the TWE Bonds by TWC,
rather than a guaranty of the TW Partner Guaranties (as defined below), (ii) terminated the guaranties (the “TW
Partner Guaranties™) previously provided by ATC and WCI, and (iii) amended TWE’s reporting obligations under
the TWE Indenture to allow TWE to provide holders of the TWE Bonds with quarterly and annual reports that TWC
{or any other uitimate parent guarantor, as described in the Eleventh Supplemental Indenture) would be required to
file with the SEC pursuani to Section 13 of the Exchange Act, if it were required to file such reports with the SEC in
respect of the TWE Bonds pursuant to such section of the Exchange Act, subject to certain exceptions as described
in the Eleventh Supplemental Indenture.

AOL Term Loan

On April 13, 2006, TW AOL Holdings Inc., a wholly owned subsidiary of Time Warner, entered into a
$500 million term loan with a maturity date of April 13, 2009 (the “AOL Facility”). Simultaneous with the Google
investment of $1 hillion for 2 5% equity interest in AQL Holdings LLC, a subsidiary of TW AQL Holdings Inc. and
the parent of AOL, the obligations under the AOL Facility were assigned by TW AOL Holdings Inc. to AOL
Holdings LLC and by AOL Holdings LL.C to AOL. On August 13, 2006, AOL completed the repayment in full of
the AOL Facility. The AOL Facility was not guaranteed by Time Warner. The proceeds of the AOL Facility were
used to pay off $500 million of the $1 billion aggregate principal amount of 6.125% Time Warner notes, which
became due on April 15, 2006.

[
Public Debt

Time Warner and certain of its subsidiaries hiave various public debt issuances outstanding. At issuance, the
maturities of these outstanding seres of debt ranged from three to 40 years and the debt with fixed interest rates
ranged from 5.50% to 10.15%. Time Warner also has $2.0 billion of public floating rate debt due in 2009. At
December 31. 2006 and December 31, 2005, the 10tal (fixed and floating rate) debt ouwtstanding from these otferings
was $22.285 billion (inclusive of the 2006 Notes discussed below) and $18.863 hillion, respectively.

New Time Warner Public Debt

On November 8, 2006, Time Warner {iled a shelf registration statement with the SEC that allows it to offer and
sell from time to time debt securities, preferred stock, common stock and/or warrants to purchase debt and equity
securities. On November 13, 2006, Time Wamer issued an aggregate of $5.0 billion principal amount of debt
securities under this shelf registration statement, with maturities ranging from three to 30 years (the 2006 Debt
Otfering”). The securities issued pursuant to the 2006 Debt Offering (the “2006 Notes™) are guaranteed, on an
unsecured basis, by Historic TW and TW AQOL. In addition, Turner and Time Warner Companies, Inc. have
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guaranteed, on an unsecured basis, Historic TW's guarantee of the securities. The 2006 Notes are comprised of the
following series of notes and debentures:

$2.000,000,000 Floating Rate Notes due 2009;
$1,000,000,000 5.50% Notes due 2011;
$1.000,000,000 5.875% Notes due 2016; and
$1,000,000,000 6.50% Debentures due 2036.

The net proceeds 1o the Company from the 2006 Debt Offering were approximately $4.969 billion and were used to
refinance indebtedness under the Prior TW Program and for general corporate purposes, including repurchases of
Time Warner's common stock.

Capital Leases

The Company has entered into various leases primarily related to network equipment that qualify as capital
lease obligations. As a result, the present value of the remaining future minimum lease payments is recorded as a
capitalized lease asset and related capital lease obligation in the accompanying consolidated balance sheet. Assets
recorded under capital lease obligations totaled $637 million and $626 miilion as of December 31, 2006 and 2003,
respectively. Related accumulated amortization totaled $467 million and $459 million as of December 31, 2006 and
2005, respectively.

Future minimum capital lease payments at December 31, 2006 are as follows (millions):

00T o e e e e 5 62
2008 . . e e e e 38
2000 . o e e e e e 24
4 1 P 12
1 1 [ 8
0T 01 (<1 U PP 66
0 (o 71 O P P 210
AMOUNt PEPreSENIING INLETEST. + . v vt vv vt vt et e e e et eia st (42)
Present value of minimum lease payments. . .. ... ..t é 168
CUITENT POTTIOMN . 4 o v o e vt e et e e e ettt ettt i et e a et et e s (52)
Total Iong-term POFTION . . o -« oottt et ettt e e e e 3116

Interest Expense and Maturities

Interest expense amounted to $1.971 billion in 2006, $1.622 billion in 2005 and $1.754 billion in 2004. The
weighted average interest rate on Time Warner’s total debt was 6.57% at December 31, 2006 and 7.14% at
December 31, 2005. The rate on debt due within one year, primarily capital lease obligations in 2006, was
approximately 8% at both December 31,2006 and December 31, 2005. The Company recognized interest income of
$296 million in 2006, $356 million in 2005 and $221 million in 2004,

Annual repayments of long-term debt, excluding capital lease obligations, for the five years subsequent to
December 31, 2006 consist of $1.558 billion due in 2007, $847 million due in 2008, $6.009 billion due in 2009,
$8 million due in 2010, $10.402 billion due in 2011 and $15.982 billion thereafter. The Company has reclassified
$1.546 billion of the $1.558 billion in debt due in 2007 to long-term in the accompanying consolidated balance sheet
to reflect management’s ability and intent to refinance the obligations on a long-term basis.
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Fair Value of Debt

Based on the level of interest rates prevailing at December 31, 2006, the fair value of Time Warner's fixed-rate
debt exceeded its carrying value by $1.536 billion. At December 31, 2005, the fair value of fixed-rate debt exceeded
the carrying value by $1.531 billion. Unrealized gains or losses on debt do not result in the realization or expenditure
of cash and generally are not recognized for financial reporting purposes unless the debt is retired prior to its
maturity.

Accounts Receivable Securitization Facilities

Time Warner has certain accounts receivable securitization facilities that provide for the accelerated receipt of
up 1o $805 million of cash on available accounts receivable. At December 31, 2006, there was $98 million of
available capacity on these facilities. In connection with each of these securitization facilities, Time Warner sells, on
a revolving and nonrecourse basis, a percentage ownership interest in certain of its accounts receivable (“Pooled
Receivables™) through a special purpose entity (“SPE™) to third-party commercial paper conduits sponsored by
financial institutions. These securitization transactions are accounted for as sales in accordunce with FAS 140,
because the Company has relinquished control of the receivables. Accordingly, accounts reccivable sold under these
facilities are excluded from receivables in the accompanying consolidated balance sheet. The Company is not the
primary beneficiary with regard to these commercial paper conduits and. accordingly, does not consolidate their
operations.

As proceeds for the accounts receivable sold to the applicable SPE, Time Warner receives cash, which there is
no obligation to repay, and an interest-bearing retained interest, which is included in receivables on the accom-
panying consolidated balance sheet. In addition, Time Warner services the Pooled Receivables on behalf of the
applicable SPE. Income received by Time Warner in exchange for this service is equal to the prevailing market rate
for such services and has not been material in any period. The retained interest. which has been adjusted to reflect
the portion that is not expected to be collectible, bears an interest rate that varies with the prevailing market interest
rates. The retained interest may become uncollectible to the extent that the applicable SPE has credit losses and
operating expenses. For this reason and because the sold accounts receivable underlying the retained ownership
interest are generally short-term in nature, the fair value of the retained interest approximated its carrying value at
both December 31, 20006 and December 31, 2005. The retained interest related to the sale of Pooled Receivables to a
SPE is reflected in receivables on the Company’s consolidated balance sheet, and was $1.068 billion at Decem-
ber 31, 2006 and $1.348 billion at December 31, 2005. Net proceeds repaid under Time Warner's accounts
receivable securitization programs were $98 million in 2006. Net proceeds obtained from accounts receivable
securitization programs were $97 million in 2005.

Backlog Securitization Facility

Time Warner also has a backlog securitization facility, which effectively provides for the accelerated receipt of
up to $3500 million of cash on available licensing contracts. Assets securitized under this facility consist of cash
contracts for the lcensing of theatrical and television product for broadcast network and syndicated television
exhibition, under which revenues have not been recognized because such product is not available for telecast until a
later date (“Backlog Contracts™). In connection with this securitization facility, Time Warner sells, on a revolving
basis without credit recourse, an undivided interest in the Backlog Contract receivables to multi-seller third-purty
commercial paper conduits. The Company is not the primary beneficiary with regard to these commercial paper
conduits and, accordingly, does not consolidate their operations. As of December 31, 2006, Time Warner had
approximately $277 million of unused capacity under this facility. :

Because the Backlog Contracts securitized under this facility consist of cash contracts for the licensing of
theatrical and television product that has already been produced, the recognition of revenue for such completed
product is principally dependent on the commencement of the availability period for telecast under the terms of the
licensing agreements, Accordingly, the proceeds received under the program are classified as deferred revenue in
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long-term liabilities in the accompanying consolidated balance sheet. The amount of deferred revenue, net of
required reserves. reflected on Time Warner's accompanying consolidated balance sheet related to the backlog
sccuritization facility was $217 million and $335 million at December 31, 2006 and December 31, 2005.
respectively. Total backlog contracts outstanding were approximately $4.2 billion at December 31, 2006 and
$4.5 billion at December 31, 2003,

Covenants and Rating Triggers

Each of the Company’s bank credit agreements, public debt and financing arrangements with SPEs comtain
customary covenants. A breach of such covenants in the bank credit agreements that continues beyond any grace
period constitutes a defauit, which can limit the Company’s ability to borrow and can give rise to a right of the
lenders to terminate the applicable facility and/or require immediate payment of any outstanding debt. A breach of
such covenants in the public debt beyond any grace period constitutes a default which can require tmmediate
payment of the outstanding debt. A breach of such covenants in the finuncing arrangements with SPEs that
continues beyond any grace period can constitute a termination event, which can limit the facility as a future source
of liquidity: however, there would be no claims on the Company for the receivables or backlog contracts previously
sold. Additionally, in the event that the Company’s credit ratings decrease, the cost of maintaining the bank credit
agreements and facilities and of borrowing increases and, conversely, if the ratings improve, such costs decrease.
There are no rating-based defaults or covenants in the bank credit agreements, public debt or financing arrange-
ments with SPEs.

As of December 31, 2006, and through the date of this filing, the Company was in compliance with all
covenants in its bank credit agreements, public debt and financing arrangements with SPEs. Management does not
anticipate that the Company will have any difficulty in the foreseeable future complying with the existing
covenants.

Film Sale-Leaseback Arrangements

The Company has entered into arrangements where certain film assets are sold to third-party investors that
generate tax benefits to such investors that are not otherwise available to the Company. The specific forms of these
wansactions differ, but often are sale-leaseback arrangements with third-party SPEs owned by the respective
investors. At December 31, 2006, such SPEs were capitalized with approximately $3.5 billion of debt and equity
from the third-party investors. The Company does not guarantee and is not otherwise responsible for the equity and
debt in these SPEs and does not participate in the profits or losses of these SPEs, but does have a performance
guarantee to produce the film assets sold to these vehicles. The Company does not consolidate these SPEs. [nsiead,
the Company accounts for these arrangements based on their substance. That is, the net benefi received by the
Company from these transactions is recorded as a reduction of film costs. These transactions resulted in reductions
of film costs totaling $89 million. $110 million and $135 million during the years ended December 31, 2006, 2005
and 2004, respectively.

9. MANDATORILY REDEEMABLE PREFERRED MEMBERSHIP UNITS ISSUED BY A
SUBSIDIARY

In connection with the financing of the Adelphia Acquisition, TW NY issued $300 million of Scries A
Preferred Membership Units (the *Preferred Membership Units™) to a limited number of third parties. The Preferred
Membership Units pay cash dividends at an annual rate equal to 8.21% of the sum of the liquidation preference
thereof and any accrued but unpaid dividends thereon, on a quarterly basis. The Preferred Membership Units are
subject to mandatory redemption by TW NY on August 1, 2013 and are not redcemable by TW NY at any time prior
to that date. The redemption price of the Preferred Membership Units is equal to their liquidation preference plus
any accrued and unpaid dividends through the redemption date. Except under limited circumstances, holders of
Preferred Membership Units have no voting rights. The terms of the Preferred Membership Units require that in
certain circumstances holders owning a majority of the Preferred Membership Units must approve any merger or
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consolidation with another company, change in corporate structure, and/or agreements for a material sale or transfer
by TW NY and its subsidiaries of assets.

1. INCOME TAXES

-
Domestic and foreign income (loss) before income taxes, discontinued operations and cumulative effect of
accounting change is as follows:

Years Ended December 31,

2006 2005 2004
(millions)
DOMIESIC .« . e e $5.450  $3,019  $3,900
0] (=37 S 1,001 580 390
Total . ... $6,451  $3,599 34,290

Current and deferred income taxes {tax benefits) provided are as follows:

Years Ended December 31,

2006 2005 2004
{millions)
Federal:
UL . ot e e e e e $(251) % 403 § 191
Deferred . .. .. . e 1.141 640 B20
Foreign: |
Current™ L 200 259 206
Deferred . ... ... e e 39 116 35
State and Local:
CUITENL . . . e e 258 158 147
Deferred . ... .. o e {100) (525) 51
Total . .. e $1,337  $1,051  $1,450

™ Includes foreign withholding tuxes of $156 million in 2006, $144 mitlion in 2005 uad $149 million in 2004,
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The differences between. income taxes expected at the U.S. federal statutory income tax rate of 35% and
income 1axes provided are as set forth below:

Years Ended December 31,

. 2006 2005 2004
(millions)
Taxes on income at U.S. federal statutory rate . ................. $2,258  $1,260 51,502
State and local taxes, net of federal tax benefits . ................ 205 91 142
Nondeductible goodwill and intangibles .. .......... . .......... 143 10 —
Legal reserves related to securities litigation and government

IMVESTEAUONS . . Lottt e (234) 234 126
Foreign income taxed at different rates, net of U.S. foreign tax credits

(including benefits associated with certain foreign source income,

i.e., extraterritorial income exclusion) ... ... ... o o 106 (113) (156)
Tax auribute utilization . ... ... .. . e (1,134) (72) (110)
State & local tax law changes™ ... ... .. — 247) —
State & local ownership restructuring and methodology changes™ . .. — (104) —
ORET. . o e e e (7N (8) (54)

Total .« oo e $ 1,337 31,051 31450

8 Represents changes to the method of taxation in Ohio and the method of apportionment in New York. [n Ohio, the income tax is being phased out and replaced
with a gross receipts tax, while in New York the methodology for income apportionment is changing over tkme (o a single reccipts factor fTom a three fuctor

formuta,
P Represents the restruciuring of the Company’s partnership interests in Texas and cenain other state methudelogy changes,
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Significant components of Time Warner’s net deferred tax liabilities are as follows:

Decemaber 31,

2006 2005
(milljons)

Deferred tax assets:
Tax attribute carryforwards . ... ... e $ 2961 § 4816
Receivable allowances and returnreserves. . . ... . ... .. . . . 393 425
InVestments . . ... o e 399 413
Stock-bused compensalion ... ... e e 1.916 2215
Other . ... ... .. e e 1935 1.626
Valuation allowance™., .. ... . .. {2.555) (3.657)

Total Deferred X @85€L8 . . L o oottt et e e e $ 5049 § 5838
Deferred tax labilities:
Assets acquired in business combinations . . ... ... L L. $(13.339)  S(13.464)
Depreciation and amortization. . . ... ... ... e (2.869) (2.367)
Unrealized appreciation of certain marketable securities. .. ... ... ..., .. (22) (33)
Unremitted carnings of foreign subsidiaries . . .. ... ... . ... . .. . ... (204) (96)
Other............... e e e {1,811) (2.024)

Total Deferred tax liabilities ... .. 0 (18.245) (17,984}
Net deferred tax liabiliy™ ... .. . $(13.196)  $(12,146)

1 The Company has recorded vifuation allowances for certain tax atribuses and other deferred 1ax assets. At this sime, sufficient uncertainty exists regarding the
fugure realization of these deterred tax gssets. OF the approaimately $2.5 hillion valuation allowances at December 31, 2006, S440 million was recorded through
goodwill and $180 mitlion was recorded through additionad paid-in-capial. Therefore, if in the future the Compatty believes that it is more bikely than not tha
these deferred tax benefits will be realized, the valuation allowances will be reversed against goodwill and additional paid-in-capizal, 1o 1he extent thereof, with
the remaining balance recogaized in income.

The deferred 1ax Labuity balance ai December 31, 2006 increzsed tompared to 2003 primarity due to deferred wx Yiabilities recorded as part of the current vear
continuing operations tax expense.

th

U.S. income and foreign withhoiding taxes have not been recorded on permanently reinvested earnings of
certain foreign subsidiaries aggregating approximately $1.7 billion at December 31, 2006. Determination of the
amount of unrecognized deferred U.S. income tax liability with respect to such earnings is nol practicable.

U.S. federal tax attribute carryforwards a1 December 31, 2006, consist primarily of $3.6 billion of tax losses,
$178 million of research and development tax credits and $174 million of alternative minimum tax credits. In
addition, the Company has approximately $3.1 billion of tax losses in various foreign jurisdictions that are primarily
from countries with unlimited carryforward periods. However, many of these foreign losses are attributable to
specific operations that may not be utilized against certain other operations of the Company. The wilization of the
U.S. federal carrvforwards as an available offset to future taxable income is subject 10 limitations under U S, federal
income tax laws. Capital losses expire in 2008 and can only be utilized against capital gains. Research and
development tax credits not utilized will expire in varying amounts starting primarily in 2017 and continuing
through 2024, Alternative minimum tax credits do not expire. The Company also has domestic siate and local tax
loss carryforwards and credits that expire in varying amounts from 2007 through 2027,

In the normal course of business, the Company takes positions on its tax veturns that may be challenged by
domeslic and foreign taxing authorities. Certain of these tax positions arise in the context of transactions involving
the purchase, sale or exchange of businesses or assets. All such transactions are subject to substantial tax due
diligence and planning, in which the underlying form. substance and structure of the transaction is evaluated.
Although the Company believes it has support for the positions taken on its tax return, the Company has recorded a
tiability for its best estimate of the probable loss on certain of these positions. This liability is included in other long
term liabilities.
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11. SHAREHOLDERS’ EQUITY
Commeon Stock Dividends

On March 15, 2006 and June 15, 2006, the Company paid a cash dividend of $0.05 per share on its common
stock to shareholders of record on February 28, 2006 and May 31, 2006, respectively. On September 15, 2006 and
December 15, 2006, the Company paid a cash dividend of $0.055 per share on its common stock to sharcholders of
record on August 31, 2006 and November 30, 2006. respectively. The total amount of dividends paid during 2006
and 2005 was $876 million and $466 million, respectively.

Common Stock Repurchase Program

Time Warner's Board of Dircctors has authorized a common stock repurchase program that allows the
Company to purchase up to an aggregate of $20 billion of common stock during the period from July 29, 2005
through December 31, 2007, Purchases under the stock repurchase program may be made from time to time on the
open market and in privately negotiated transactions. Size and timing of these purchases is based on a number of
factors, including price and business and market conditions. The Company purchased approximately $15.9 billion
of its common stock under the program through the end of 2006. At existing price levels. the Cormpany intends to
continue purchases under its stock repurchase program within its stated objective of maintaining a net debt-to-
Operating Income before Depreciation and Amortization ratio, as defined, of approximately 3-1o-1 and expects it
will complete the program during the first half of 2007. During 2006 and 2005, the Company repurchased
approximately 764 million shares of common stock for approximately $13.7 billion and 126 million shares of
common stock for approximately $2.2 billion. respectively, pursuant to trading programs under Rule 10b5-1 of the
Securities Exchange Act of 1934, as amended, including approximately 208 million shares of common stock for
approximately $3.6 billion purchased pursuant to the prepaid stock repurchase contracts discussed in the following
paragraph. '

In May 2006, in connection with the Company’s stock repurchase program, the Company entered into prepaid
stock repurchase contracts with a number of counterparties that provided for repurchases to be cffected over a three-
month period, or longer, depending on the share price of the Company’s common stock. In connection with entering
into the prepaid stock repurchase contracts, the Company made an aggregate payment of approximately $3.6 billion
and received shares of the Company's common stock at the end of each repurchase contract term at prices based on a
formula that was expected to deliver an effective average repurchase price per share below the volume weighted-
average price of the common stock over the term of the relevant contract. The majority of the $3.6 billion
prepayment was funded through borrowings under the Company’s revolving credit facility and/or commercial
paper programs. Through August 4, 2006, the Company repurchased approximately 208 million shares of common
stock for approximately $3.6 billion, which completed the buybacks under the prepaid stock repurchase contracts,

Shares Authorized and Outstanding

As of December 31. 2006, sharcholders’ equity of Time Warner included 18.8 million shares of
Series LMCN-V common stock and 3.864 billion shares of common stock (net of approximately 972 million
shares of common stock held in treasury). As of December 31, 2006, Time Warner is authorized to issue up 1o
750 million shares of preferred stock, up to 25 billion shares of common stock and up o 1.8 billion shares of
additional classes of common stock, including Series LMCN-V common stock. Shares of Series LMCN-V common
stock have substantially identical rights as shares of Time Warner's common stock, except that shares of
Series LMCN-V common stock have limited voting rights and are nonredeemable. The holders of Series LMCN-V
common stock are entitled to 1/100 of a vote per share on the election of directors and do not have any other voting
rights. except as required by law or with respect to limited matters, including amendments to the terms of the
Series LMCN-V common stock adverse 1o such holders. The Series LMCN-V common stock is not transferable,
except in limited circumstances, and is not listed on any securities exchange. Each share of Series LMCN-V
common stock is convertible into one share of Time Warner common stock at any time, assuming certain restrictive
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provisions have been met. During 2006 and 2005, 68.4 million shares and 18.5 million shares, respectively, of
Sertes LMCN-V common stock were converted inte common stock.

During 2005, the one outstanding share of the Company’s Series A mandatorily convertible preferred stock,
with a face value of $1.5 billion, was automatically converted into 83,835,883 shares of common stock, valued at
$1.5 billion, and such amount was reclassified to shareholders’ equity in the accompanying consolidated balance
sheet.

Turner FTC Consent Decree

As previously reported, Time Warner was subject to the terms of a consent decree (the “Turner Consent
Decree”) entered into in connection with the FTC's approval of the acquisition of Turner by Historic TW inc.
(“Historic TW™) in 1996, which expired on February 10, 2007. The Turner Consent Decree required. among other
things, that any Time Warner stock held by Liberty be non-voting stock, except that it would be entitled to a vote of
1/100 of a vote per share when voting with the outstanding commeon stock on the election of directors and a vote
equal to the vote of the comimon stock with respect to corporate matters that would adversely change the rights or
terms of the stock. On February 16. 2006, Liberty filed a petition with the FTC seeking to terminate the Turner
Consent Decree as it applied to Liberty, including all voting restrictions on its Time Wamer stock holdings. On
June 14, 2006, the FTC issued an order granting Liberty’s petition. As a resuli, Liberty obtained the ability to request
that the shares of Series LMCN-V common stock it holds be converted into shares of common stock of Time
Warner. At Libery’s request, on August 4, 2006, Time Warner converted 49,115,656 shares of Series LMCN-V
common stock held by Liberty into shares of Time Warner common stock, and on August 14, 2006, Time Warner
converted 24,744,621 shares of Series LMCN-V common stock held by Liberty into shares of Time Warner
common stock. As of February 22, 2007, Liberty held 18,784,759 shares of Sertes LMCN-V common stock.

12, STOCK-BASED COMPENSATION PLANS

The Company has three active equity plans under which it is authorized to grant options to purchase up to an
aggregate of 450 million shares of Time Warner common stock, including 150 million shares under the Company's
2006 Stock Incentive Plan, which was approved at the annual meeting of stockholders held on May 19, 2006,
Options have been granted to employees and non-cmployee directors of Time Warner with exercise prices equal to,
or in excess of, the fair market value at the date of grant. Generally, the options vest ratably over a four-year vesting
period and expire ten years from the date of grant. Certain option awards provide for accelerated vesting upon an
clection to retire pursuant to the Company’s defined benefit retirement plans or afier reaching a specified age and
years of service, as well as centain additional circumstances for non-employee directors.

Time Warner also has various restricted stock plans for employees and non-employee directors. Under these
plans. shares of common stock or restricted stock units (“RSUs”) are granted, which generally vest between three to
five years from the date of grant. Certain RSU awards provide for accelerated vesting upon an election to retire
pursuant 1o the Company’s defined benefit retirement plans or afier reaching a specified age and years of service, as
well as certain additional circumstances for non-employee directors. For the vear ended December 31, 2006. the
Company issued approximately 4.6 million RSUs at a weighted-average fair value of $17.79. For the year ended
December 31, 2005, the Company issued approximately 3.8 million RSUs at a weighted-average fair value of
$17.93. For the year ended December 31, 2004, the Company issued approximately 2.1 million shares of restricted
stock at a weighted-average fair value of $17.27.

Upaon the exercise of a stock option award, the vesting of a RSU or the grant of restricted stock, common shares
are issued from authorized but unissued shares or from treasury stock. At December 31, 2006 and December 31,
2005 the Company had approximately 972 million and 208 million shares of treasury stock, respectively. As noted
in Note 11, for the year ended December 31, 2006 and December 31, 2005, the Company has repurchased
approximately 764 million and 126 million shares of common stock, respectively, pursuant 10 a Board-approved
stock repurchase program.
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Compensation expense recognized for stock-based compensation plans for the year ended December 3lisas
follows:

Years Ended December 31,
2006 W05 2004

{millions}
SOCK OPLIONS .« . vttt e e $201  $313  $538
Restricted stock and restricted stock units ... ... L oo 62 37 29
Stock purchase plan™ ... L — 6 7
B e T 1 G $263  $356  $574
Tax benefit recognized ... ... ... $98 8134 5224

™ Prigr w0 2006, the Company had a compensitory Stock Purchase Plan that provided certain employees in the AQL division with the ability to purchase Compuny
stock al a 155 discount. In e 2005, the plan was amended to reduce the discount w 3% and is no longer a compensatery Stock Purchase Plan under applicable
aecounting literature. : ’

Prior to 2005, the Company recognized stock-based compensation expense related to retirement-age-eligible
employces over the award’s contractual vesting period. During the first guarter of 20085, based on accounting
interpretations, the Company recorded a charge related to the accelerated amortization of the fair value of options
granted in prior periods to certain retirement-age-eligible employees with no subsequent substantive service
requirement (e.g.. no substantive non-compele agreement). As a result, stock-based compensation expense [or the
year ended December 31, 2005 reflects approximately $20 million, net of tax, related to the accelerated amor-
tization of the fair value of options granted in prior years to certain retirement-age-cligible employees with no
subsequent substantive service requirement. In May 2005, the staff of the SEC announced that companies that
previously followed the contractual vesting period approach must continue following that approach prior to
adopting FAS 123R and apply the recent accounting interpretalion to new grants that have retirement eligibility
provisions only upon adoption of FAS 123R. As a result, stock-based compensation expense related to awards
granted subsequent to March 31. 2005 through December 31, 2005 have been determined using the contractual
vesting period. For the year ended December 31. 2005, the impact of applying the contractual vesting period
approach as compared 10 the approach noted in the accounting interpretations is not significant. Upon adoption of
FAS 123R on January 1. 2006. the Company accelerated the amortization of the fair vatue of options and RSUs
granted 1o retirement-age-eligible employees.

The Company also has made certain immaterial corrections to the amounts presented in prior years. Such
corrections involved recording approximately $58 million of tax expense related to deferred income taxes on stock
options for the year ended December 31. 2005, and other corrections related to the expensing of stock options that
had an aggregate effect of approximately $70 million, net of tax, over u ten-year period ended December 31, 2002,
and approximately $20 million, net of 1ax, over the three-year. period ended December 31, 2005.

Other information pertaining o each category of stock-based compensation appears betow.

Stock Option Plans

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing
model, consistent with the provisions of FAS 123R and SAB No. 107, Share-Bused Fayment. Because oplion-
pricing models require the use of subjective assumptions, changes in these assumptions can materially affect the fair
value of the options. In 2006 and 2005, the Company determined the volatility assumption using implied volatilities
from traded options as well as quotes from third-party investment banks. In 2004, the volatility assumption was
determined using an average of historic and implied volatilities. The expected term. which represents the period of
time that options granted arc expected to be outstanding. is estimated based on the historical exercise experience of
Time Warner employees. Separate groups of employees that have similar historical exercise behavior are
considered separately for valuation purposes. The risk-free rate assumed in valuing the options is based on the
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U.S. Treasury yield curve in effect at the time of gram for the expected erm of the option. The Company determines
the expected dividend yield percentage by dividing the expected annual dividend by the market price of Time
Warner common stock at the date of grant.

The assumptions presented in the table below represent the weighted-average value of the appticable
assumption used to value stock options at their grant date,
Years Ended December 31,

206 2005 2004
Expected volatility . . .. ....... ... .. ... ... 22.3% 24.5% 34.9%
Expected term to exercise from grant date . ... ... 5.07 years 4.79 years 3.60 years
Risk-freerate ... ... .. ... ... . ... ... .... 4.6% 3.9% 3.1%
Expected dividend yield. .. ..... .......... ... 1.1% 0.1% 0%
The foliowing table summarizes information about stock options outstanding at December 31, 2006:
Weighted-
Weighted- Average
Number Average Remaining Aggregate
of Options Exercise Contractual Intringic
QOptions . as of 12/31/06 Price Life Value
. (thousands) (In Years) (thousands)
QOutstanding at December 31,2005 ......... 590,687 $30.48
Granted . . ... ... ... ... ... 55,128 17.4)
Exercised. ............ ... ........... (60,823) 11.52
Forfeited orexpired . ... ................ (62,542) 37.96
Outstanding at December 31,2006 . ........ 522,450 3042 5.5 351,577,814
Exercisable at December 31,2006 ... ...... 397,495 34.71 4.21 $ 938,002

At December 31, 2006, the number, weighted-average exercise price, aggregate intrinsic value and weighted-
average remaining contractual term of options vested and expected 1o vest approximate amounts for options
outstanding. As of December 31, 2006, approximately 236 million shares were available for future grants of stock
options, including 150 million shares pursuant to the Company’s 2006 Stock Incentive Plan, Total unrecognized
compensation cost related 1o unvested stock option awards at December 31, 2006, prior to the consideration of
expected forfeitures is approximately $256 million and is expected to be recognized over a weighted-average period
of 2 years.

The weighted-average fair value of an option granted during the year was $4.47 ($2.77, net of uxes), $5.10
($3.11, net of taxes) and $5.12 ($3.07, net of taxes) for the years ended December 31, 2006, 2005 and 2004,
respectively. The total intrinsic value of options exercised during the year was $413 million, $354 million and
$511 million for the years ended December 31, 2006, 2005 and 2004, respectively. Cash received from the exercise
of stock options was $698 million, $307 million and $353 million for the years ended December 31, 2006, 2005 and
2004, respectively. The tax benefits realized from stock options exercised in the years ended December 31, 2006,
2005 and 2004 were approximately $157 million, $138 million and $204 million, respectively.
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Restricted Stock and Restricted Stock Unit Plans

The following table summarizes information about restricted stock and RSUs that were unvested at Decem-
ber 31, 20006:

Weighted-
Number of Average
Shares/Units Grant Date
Restricted Stock and Restricted Stock Units . as of 12/31/06 Fair Value
(thousands)
Unvested at December 31,2005 .. ... .. ... . i i 7,960 $16.32
GraAME . . o e et e e e 4,635 17.79
VEsle . e e e e e s (1,183 12.92
Forfeited. . oot e e e (389) 16.96
Unvested at December 31,2006 .. ... ... ... .. i 11,023 17.28

At December 31, 2006, the intrinsic value of restricted stock and restricted stock unit awards was approx-
imately $190 million. Total unrecognized compensation cost related to unvested restricted stock and restricied stock
unit awards at December 31. 2006 prior to the consideration of expected forfeitures is approximately $73 million
and is expected to be recognized over a weighted-average period of 2 years. The fair value of restricted stock and
restricted stock units that vested during the year ended December 31, 2006, 2005 and 2004 was approximately
$22 million, $30 million and $8 million, respectively.

13. BENEFIT PLANS

Time Warner and certain of its subsidiarics have both funded and unfunded noncontributory defined benefit
pension plans covering a majority of domestic employees and, to a lesser extent, have various defined benefit plans
covering international employees. Pension benefits are based on formulas that reflect the employees” years of
service and compensation during their employment period and participation in the plans. Time Warner uses a
December 31 measurement date for the majority of its plans. A summary of activity for substantiatly all of Time
Warner's domestic and international defined bencefit pension plans is as follows:

Benefit Obligations — Defined Benefit Plans

Domestic International

December 31, December 31,

2006 2005 2006 2005

(millions} (millions)
Change in benefit obligations

Projected benefit obligation, beginning of year . ............ $3,093 $2,68% 3717 3654
SBIVICE COSL. o v vt e ettt e e e e 151 128 23 18
IEEFESE COST. + v o v oot et et e e i e 183 170 37 32
Actuarial (gain)1oss. .. ... ... (98) 205 (18) 34
Benefits paid . . ... ..o e (11 (106) (1m (6)
Sub-plan transfer™ .. ... (n — —_ —
Net periodic benefit costs from discontinued operations . . . . 4 7 2 1
Foreign currency cxchange rates ....................... —_ = g8 (66)
Projected benefit obligation, end of year ................. $3212 $3,093 $839 §717
Accumulated benefit obligation .. ... ... oo $2813 $2.685 3762 3654
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Plan Assets — Defined Benefit Pians

Domestic International
December 31, December 31,
2006 2005 2006 2005
{millions) (millions)
Change in plan assets ‘ :
Fair value of plan assets, beginning of year . ............. 2,870 $2,642  $718  $571
Actual retura on plan assets . . . .. e 398 153 68 107
Employer contributions ... ... ...................... 120 181 33103
Sub-plan wransfer™ ... ... L (8) -— — —
Benefits paid. . ... ..o ey (osy  (10) (6)
Foreign currency exchangerates ... ........ ... .. ........ — — 92 (57)
Fair value of plan assets, end of year. .. . ... ... .. ..... ... $3,270  $2,870 3901 %718

' Amounts reluted to The WI Network, which were contributed to a sub-plan in the Time Warner Pension Plan in connection with the formation of The CW. The
Company will record its share in The CW, including the impact from this sub-plan, using the equity method of accounting.

Funded Status

Iumestie International
December 31, December 31,
2006 2005 2006 2005
(millions) ' {millions)
Fair value of planassets . . ............................ $3.270 $2,870 $90!1 3718
Projected benefit obligation. . ............ ... ... .. ..... 3.212 3,093 839 717
Funded status . ... ... ... . e 58 (223) 62 ° 1
Unrecognized net actuarial loss ... ............ ... .. .... — 955 — i31
Unrecognized prior Service cost. .. .. ... vu e ninnen. . — 26 — —
Net amount recognized . .. ................... .. ....... $ 58 % 758 §$62 85132

Amounts recognized in the consolidated balance sheet at December 31, 2006 consisted of:

Domestic International

(millions)

e e 8 L e N $ 360 $ 75
Current liability ... ... . e (20) (1)
Noncurrent liability. . ... ... ... . (282) {12
$ 58 $ 62

Accumulated other comprehensive income:
Net actuarial 10ss .. ... $612 $113
PROT SErVICE COSl - oot i e e e e e e e e 20 —
$ 632 SU13
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Amounts recognized in the consolidated balance sheet at December 31, 2005 consisted of?

Domestie International

(millions)
Prepaid benefit cost . . ... .. R $ 962 $135
Accrued benefil CoSt. . . vt ottt e (323) (6)
Itangible @sSeis . . . ..ot 16 —_
Accumulated other comprehensive income . ... ... o 103 3
Net amount recognized . . ... .. e $ 758 $132

Included in the change in benefit obligation table above are the following projected benefit obligations,
accumulated benefit obligations, and fair value of plan assets at the end of the year for those domestic defined
benefit pension plans that are unfunded and for these international defined benefit pension plans with an
accumulated benefit obligation in excess of plan assets:

Domestic International
December 31, December 31.
2006 2005 2006 2005
(millions) (millions)
Projected benefit obligation .. ... ... ... i $302  $305 $31 8105
Accumulated benefit obligation .. ... ... $325 $323  $30 599
: Fair value of plan assets, end of year .. .......... . ... $— $— $21 $96

i For the funded domestic defined benefit pension plans, as of December 31, 2006 and 2003, plan assets
exceeded the accumulated benefit obligations and projected benefit obligations.

Components of Net Periodic Benefit Costs from Continuing Operations

Domestic International
December 31, December 31,
2006 2005 2004 2006 2005 2004
(millions) (millions)
SEIVICE COSE o\ oot it i e oot $151 $128 $1i12 $23 $18 §22
TNIEFESt COST - v v oot e e v e e e i e i e e 183 - 170 156 37 32 31
Expected return on plan assets. .. ... oo (226) 207 (73 (5 (37 (36)
Amortization of prior service cost .. .......... 4 4 4 — — —
Amortization of net loss . .................. 72 55 50 2 7 6
Net periodic benefit costs .. ..... e $184 $150 $149 S$io $20 §23

The estimated amounts that will be amortized from accumulated other comprehensive income into net periodic
benefit cost in 2007 are as follows: -

Domestic International

{millions)
ACTANIAl dOSS . o ottt e $28 $ 4
PO SEIVICE COBL - o o vt vt et e v e ettt a it e 3 -
$31 5 4

In addition, certain domestic employees of the Company participate in muli-employer pension plans, not
included in the net periodic cost above, as to which the expense was $79 million in 2006, $62 million in 2005 and
$54 million in 2004,
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Assumptions

Weighted-average assumptions used to determine benefit obligations at December 31:

Domestic Internattional
2006 2005 2004 2006 2005 2004
Discount rate ... ... ...t e 6.00% 5.75% 6.00% 5.15% 490% 5.35%
Rate of compensation increase ................. 4.50% 4.50% 4.50% 4.70% 4.60% 3.90%

@ Acwariotly desermined table of rates that average 1o 4.50%

Weighted-average assumptions used to determine net periodic benefit cost for years ended December 31:

Domestic International
2006 2005 2004 2006 2005 2004
Discount rate . ...... .ottt 575% 6.00% 6.25% 490% 5.35% 5.50%
Expected long-term return on plan assets. . . . . P 8.00% 8.00% 8.00% 6.90% 7.10% 7.25%
Rate of compensation increase . ................ 4.50% 4.50% 4.50% 4.60% 3.90% 3.80%

For domestic plans, the discount rate was determined by comparison against the Moody’s Aa Corporate Index
rate, adjusted for coupon frequency and duration of the obligation. The resulting discount rate is supported by
periodic matching of plan liability cash flows to a pension yield curve constructed of a large poputation of high-
quality corporate bonds. A decrease in the discount rate of 25 basis points, from 5.75% to 5.50%, while holding all
other assumptions constant, would have resulted in an increase in the Company’s domestic pension expense of
approximately $23 million in 2006, The discount rate for international plans was determined by comparison against
country-specific Aa Corporate Indices, adjusted for duration of the obligation.

In developing the expected long-term rate of return on assets, the Company considered the pension portfolio’s
composition, past gverage rate of earnings and discussions with portfolio managers. The expected long-term rate of
return for domestic plans is based on an asset allocation assumption of 75% equity securities and 25% fixed-income
securities, which approximated the actual allocation as of December 31, 2006. A decrease in the expected long-term
rate of return of 25 basis points, from 8.00% to 7.75%. while holding ail other assumptions constant, would have
resulted in an increase in the Company’s domestic pension expense of approximately $7 million in 2006. A similar
approuach has been utilized in selecting the expected long-term rate of return for plans covering international
employees. The expected rate of return for each plan is based on its expected asset allocation.

As of December 31, 2006, the Company converted to the RP (Retirement Plans) 2000 Mortality Table for
calcolating the year-end 2006 domestic pension and other postretirement obligations and 2007 expense. The impact
of this change will increase consolidated pension expense for 2007 by approximately $28 million, Additional
demographic assumptions such as retirement and turnover rates were also updated Lo reflect recent plan experience,
which will decrease consolidated pension expense for 2007 by approximately $8 million.

Plan Assets

Time Warner’s pension plans’ weighted-average asset allocations at December 31, 2006 and 2005, by asset
category, are as follows:

Domestic International

December 31, December 31,

006 205 2006 2008
Equity securities. .. . ... ... ... . e 77% 5% 66% 70%
Fixed-income SeCuUrities . . ... ittt e e e _23%  25% 34% _30%
Total .. e 100% 100% 100% 100%
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The Company’s investment strategy for its domestic pension plans is to maximize the long-term rate of return
on plan assets within an acceptable level of risk while maintaining adequate funding levels. The Company’s practice
is to conduct a strategic review of its asset allocation strategy every five years. The Company’s current broad
strategic targets are o have a pension asset portfolio comprising 75% equity securities and 25% fixed-income
secutities. A portion of the fixed-income allocation is reserved in short-term cash 1o provide for expzcted benefits to
be paid in the short term. The Company's equity portfolios are managed to achieve optimal diversity. The
Company s fixed-income portfolio is invesiment-grade in the aggregate. The Company does not manage any assets
internally, does not have any passive investments in index funds and does not utilize hedging, futures or derivative
instruments as it relates to its pension plans,

The domestic pension plans’ assets include 4.4 million shares of Time Warner common stock in the amount of
$97 million (3% of 1otal plan assets) at December 31, 2006, and 4.4 million shares in the amount of 377 million (3%
of total plan assets) at December 31. 2005.

Expected Cash Flows

Afier considering the funded status of the Company’s defined benefit pension plans, movements in the
discount rate, investment performance and related tax consequences, the Company may choose o make contri-
butions to its pension plans in any given year. At December 31, 2006, there were no minimum required contributions
for domestic funded plans and no discretionary or noncash contributions are currently planned. For domestic
unfunded plans, contributions will continue to be made to the extent benefits are paid. Expected benefit puyments
for domestic unfunded plans for 2007 is approximately $20 million. in addition, the Company plans 1o fund an
additional $20 million in connection with international plans in 2007.

[nformation about the expected benefit payments for the Company’s defined benefit plans. including unfunded
plans previously noted. related 10 continuing operations is as follows (millions):

Domestic International

Expected benefit payments:

2007 ... Ot $113 512
0 J N S T 122 14
B0 e e 121 15
0] [0 T 124 16
) 1 T S R I 133 19
F012 — 2006 e e 806 136

Defined Contribution Plans

Time Warner has certain domestic and international defined contribution ptans, including savings and profit
sharing plans. for which the cxpense amounted 1o $162 million in 2006, $147 million in 2005 and $133 million in
2004, The Company’s contributions 1o the savings plans are primarily based on a percentage of the employees”
elected contributions and are subject to plan provisions.
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Other Postretirement Benefit Plans

Time Warner also sponsors several unfunded domestic postretirement benelit plans covering certain retirees
and their dependents. A sumtmary for substantially all of Time Warner’s domestic postretirement henefit plans is as

follows: .
Domestic
December 31,
006 AL
{millions)
Benefit obligation.end of year. . . ... ... L o 5182 3193
Fuir value of plan assets, end of year . .. ..... .. e — —
Funded status . . ... e (182) (193)
Net amount recognized . .. ..o e e (182) (TN
Amount recognized in accumulated other comprehensive income .. ... .. ... ... 2 —
Domestic

Decernber 31,
2006 2005 2004
(millions})

Net periodic benefit costs. . . ... . o Ste  $16 817

14. MERGER, RESTRUCTURING AND SHUTDOWN COSTS

In accordance with GAAP, Time Warner generally treats merger costs relating to business acquisitions as
additional purchase price paid. However, certain merger costs do not meet the criteria for capitalization and are
expensed as incurred as they either relate to the operations of the acquirer or otherwise did not qualify as a liability
or cost assumed in an acquisition. In addition, the Company has incurred restructuring and shutdown costs unrelated
1o business acquisitions which are expensed as incurred.

Merger Costs Capitalized as a Cost of Acquisition

In connection with the 2006 acquisition of the additional Court TV interest (Note 4), the Company incurred
approximately $52 million in capitaiizable merger costs, These costs included approximately $35 million related to
employee termination and approximately $17 million for various exit costs, including lease terminations. Of the
$52 million incurred, payments of $34 million have been made against this accrual for the year ended December 31,
2006.

As of December 31, 2006, there is also a remaining lability of approximately $23 million related to the
AOL-Historic TW merger.

As of December 31, 2006, out of the remaining liability of $41 million for all capitalized merger costs,
$8& million was classified as a current liability, with the remaining $33 million classified as a long-term liability in
the accompanying consolidated balance sheet. Amounts relating to these liabilities are expected to be paid through
2014.
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Merger, Restructuring and Shutdown Costs Expensed as Incurred

Merger, restructuring and shutdown costs that were expensed as incurred for the years ended 2006, 2005 and
2004 are as follows:
Years Ended
December 31.
2006 2005 2004

{millioas)}
Adelphia/Comcast Transactions merger-related Costs .. .....oovven v $38 $ 8 $—
2006 restructuring costs .. ... .. J R R 289 -_ =
006 SHUIAOWN COSES .« o0 v e e et e et e e e o 67 — —_
2005 reSIUCIUNINE COSS . o oo vt e it me s ar o m e as s en s 6 116 —_
2004 reSIUCIUIING COBES « o v v vt ie et m e an e aaa e - I 35
2003 & prior reStruUCtUring COSS . oo vttt = 8 )
Merger, restructuring and shutdown costs expensed as incurred ........... $400 8117 550

Merger, restructuring and shutdown costs expensed as incurred by segment for the years ended 2006, 2005 and
2004 are as follows:

Years Ended

Decémber 31,
2006 2005 20_4

(millions)

AL ot e e e $222  $ 10 $50
Cilble ...................................................... 56 42 -
Filmed EMEertainment . . ... ou v et ms oo 5 33 —
NEIWOIKS © o o o o et et ettt e e e 114 4 —
Publishing . . ..ot 45 28 —
COTPORALE - -« o v v v e v e ea s r e ee et e e s 5 — —
ElNINatiONS © o o v v v e e s e e e e et e et e e e e @n - _--
Merger, restructuring and shutdown costs by segment .................. $400 $117 850

N—_—

Adelphia/Comcast Transactions Merger-Related Costs

The Company has incurred non-capitalizable merger-related costs at the Cable segment related to the
Adelphia/Comcast Transactions of $46 million. with $38 million being incurred during 2006. These expenses
primarily relate to consulting fees conceming integration planning as well as employee terminations (Note 2).

2006 Restructuring Costs

For the year ended December 31, 2006, the Company incurred restructuring costs related to various employee
and contractual terminations of $289 million. All 2006 restructuring activities are substantially complete, except for
the restructurings at the AOL and Publishing segments, for which the Company expects to incur up to an aggregate
of $100 million of charges in 2007. Employee terminations costs occurred across each of the segments and ranged
from senior executives to line personnel.

Included in the restructuring costs for AOL was the write down of certain assets, including prepaid marketing
matenials and certain contract terminations, of approximately $34 million.
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2006 Shutdown Costs

The results for the year ended December 31, 2006 include shutdown costs of $1 14 million at The WB Network
in connection with the agreement between Warner Bros. and CBS to form a new fully-distributed national broadcast
network, The CW. Included in the shutdown costs are charges related to terminating intercompany programming
arrangements with other Time Warner divisions, of which $47 million has been eliminated in consolidation,
resulting in a net pretax charge of $67 million for the year ended December 31, 2006.

2005 Restructuring Costs

For the year ended December 31, 2005, the Company incurred restructuring costs primarily related to various
employee terminations of 3116 million. In addition, during the year ended December 31, 2006, the Company
expensed an additional $6 million as a result of changes in estimates of these previously established restructuring
accruals. Employee terminations costs occurred across each of the segments, except Corporate, and ranged irom
senior executives to line personnel.

2004 Restructuring Costs

For the year ended December 31, 2004, the Company incurred restructuring costs related to employee
terminations of $55 million at AOL. In addition, during the year ended December 31, 2005, the Company expensed
an additional $1 million as a result of changes in estimates of these previously established restructuring accruals.

2003 and Prior Restructuring Costs

"The Company incurred various restructuring charges prior to 2004 with remaining accruals totaling $12 million
as of December 31, 2006.
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Selected Information

Sclected information relating to the Adelphia/Comcast Transactions Merger-Related Costs, 2006 Restruc-
turing Costs, 2006 Shuidown Costs, 2005 Restructuring Costs, 2004 Restructuring Costs and 2003 and Prior
Restructuring Costs is as follows (millions):

Employee Other
Terminations Exit Costs Total
Liability as of December 31,2003 . ... ...t $ 99 $ 54 $ 153
NCEACCIUALS « v v v e e et it e et et e e e e 53 (3) 50
Nonecash reductions'™ .. ... .. e e (12) — (12)
Cashpaid ... ov i e (64) (10) (74)
Remaining liability as of December 31, 2004. . .............. 76 41 117
Net acCruals « . . e 1l 6 117
Cashpaid . .. ..o (79) (25) {104)
Remaining liability as of December 31,2005, ... ... ove e 108 22 130
NELACCTUAIS © v o et e e e e e e 213 187 400
Noncash reductions™ . B TR (9} — )]
Noncash charges'™ .. ... . o — (34) (34)
Cash paid .. oo (150) 123) (273
Remaining liability as of December 31,2006, .. ............. $ 162 $ 52 $£214

@ Noncash reductions in 2004 include the reversal of a $12 million severance accrual, initially established in 2002, in connection with the settlement of that acerual

with the issuance of options (o purchase stock of the Company. The obfigation refated 0 the option isswance was vadued at $HO million and was reflected in
shareholders’ equity.

™ Noncash reductions for 2006 relate w the reversal of a severance accrual as part of a settlement agreement with a forter employee.

I Noncash charges for 2006 relate to the write down of certain assets including prepaid marketing materials and certain contract termihations.

As of December 31. 2006, out of the remaining liability of $214 million, $166 million was classified as a
current lability, with the remaining $48 million classified as a long-term liability in the accompanying consolidated
balance sheet. Amounts are expected to be paid through 2013

In connection with the Adelphia/Comcast Transactions Merger-Related Costs, 2006 Restructuring Costs, 2006
Shutdown Costs, 2005 Restructuring Costs, 2004 Restructuring Costs discussed above, the total number of
employees 1o be terminated across all Time Warner divisions was approximately 7,500. As of December 31,
2006. approximately 5,900 employees had been terminated with the remaining employees expected to primarily be
terminated by the end of the first quarter of 2007.

Other Charges

During 2004, in connection with relocating its Corporate headquarters, the Company recorded certain exit
costs at the dates various floors of the former headquarters facility were no longer being occupied by employees of
the Company. Of the $53 million net charge, approximately $26 million related to a noncash write-off of a fair value
tease adjustment, which was established in purchase accounting at the time of the AOL-Historic TW Merger.

The remaining amount primarily related to the accrual of the expected loss on the sub-lease of the building,
which is expected to be incurred over the remaining term of the lease of approximately eight years, and represents
the present value of such obligations.

Through December 31, 2006, payments and other miscellaneous adjustments of $24 million were made
against this lability.
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15. DERIVATIVE INSTRUMENTS

Time Warner uses derivative instruments, principally forward and swap coatracts, to manage the risk
associated with movements in foreign currency exchange rates and the risk that changes in interest rates will
affect the fair value or cash flows of its debt obligations. The Company monitors its positions with, and the credit
quality of, the financial institutions that arc party to any of its financial transactions. Counterparty credit risk related
to derivative financial instruments has historically been considered low because the transactions have been entered
into with @ number of strong, creditworthy financial institutions. The following is a summary of Time Warner's risk
management strategies and the effect of these strategies on Time Warner’s consolidated financial statements.

Foreign Currency Risk Management

Foreign exchange derivative contracts are used primarily by Time Warner to manage the risk associated with
volatility of future cash flows denominated in foreign currencies, primarily the exchange rates of the British pound
and the Euro, and chinges in fair value resulting from changes in foreign currency exchange rates, primarily
changes in the British pound and the Euro. As part of its overall strategy to manage the level of exposure to the risk
of foreign currency exchange rate fluctuations, Time Warner hedges a portion of its foreign currency exposures
anticipated over the calendar year. This process generally coincides with the Company’s annual strategic planning
period. Additionally. as transactions arise (or are planned) during the year that are exposed to foreign currency risk.
and are unhedged at the time, the Company enters into derivative instruments (e.g., foreign currency forward
contracts) to mitigate the exposure presented by such transactions. The Company’s most common use of foreign
exchange derivative contracts relates to hedging (a) unremitted or forecasted future royalties and license fees to he
received from the sale or anticipated sale of U.S. copyrighted products abroad, (b) foreign currency denominated
assets and liabilities, (¢) certain foretgn currency denominated film production costs abroad and (d) other forecasted
foreign currency denominated transactions. Time Warner records these foreign exchange contracts at fair value in
Prepaid expenses and Other current assets or Other current liabilities in the consolidated balance sheet, depending
on whether the contracts are in a net gain or net loss position. Derivative instruments that are used to hedge
exposures to variability in foreign-currency-denominated cash flows are designated as cash {low hedges. Derivative
instruments that are used to hedge the currency risk associated with foreign-currency-denominated operating assets
and liabilities and unrecognized foreign-currency-denominated operating firm commitments are designated as fair
value hedges. Derivative instruments are also entered into to offset the change in foreign currency denominated debt
due 10 changes in the underlying foreign exchange rate. The Company considers the entire value of the derivative
instrument (i.e., including any forward points) when assessing hedge effectiveness.

At December 31, 2006, Time Warner had contracts for the sale of approximately $3.937 billion and the
purchase of approximately $2.194 billion of foreign currencies at fixed rates, including net contracts for the sale of
$498 million of the British pound and $1.028 billion of the Euro. At December 31, 2005, Time Warner had contracts
for the sale of $2.981 billion and the purchase of $1.602 billion of foreign currencies at fixed rates, including net
contracts for the sale of $380 million of the British pound and $735 million of the Euro. For the years ended
December 31, 2006, 2005 and 2004, Time Warner recognized gains (losses) of ${(87) million, $82 million and
$(177) million, respectively, on foreign exchange contracts. Such amounts were largely offset by correspondmg
gains (losses in 2003) from the transactions being hedged.

Cash Flow Hedges

For cash flow hedges, such as the hedge of forecasted royalty or license fees, the related gains or losses on these
contracts are deferred in shareholders’ equity (as a component of accumulated other comprehensive income). These
deferred gains and losses are recognized in income in the period in which the transaction being hedged is recognized
in income and are reported as a component of Operating Income or Other income, net, depending on where the
hedged itcm is recognized. However. to the extent that any of these contracts are not considered to be perfectly
effective in offsetting the change in the value of the item being hedged, any changes in fair value relating to the
ineffective portion of these contracts are immediately recognized in income as a component of Other income. net.
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As previously noted, Time Warner hedges a portion of its foreign currency exposures anticipated over the
calendar year, The hedging period for royalties and license fees covers revenues expected to be recognized during
the calendar year; however, there is often a lag between the time that revenue is recognized and the time the foreign-
denominated cash is transferred back into U.S. dotlars. To hedge this exposure, Time Warner uses foreign exchange
contracts that generally have maturities of three months to eighteen months to provide continuing coverage
throughout the hedging period. At December 31, 2006, Time Warner had effectively hedged approximately 70% of
the estimated net foreign currency exposures that principally relate to anticipated cash flows to be remitted to the
United States over the hedging period.

At December 31, 2006, Time Warner has recorded an asset of approximately $3 million for net gains on foreign
currency derivatives used in cash flow hedges with the offset recorded in accumulated other comprehensive income.
Such amount is expected to be substantially recognized in income over the next twelve months at the same time the
hedged item is recognized in income. For the years ended December 31, 2006, 2005 and 2004 approximately
21 million, $23 million and $70 million, respectively, of losses were reclassified to earnings from Accumulated
other comprehensive income, net, related to cash flow hedges. Included in these amounts were approximately
$7 million, $43 million and $44 million, respectively, of losses that were included in Accumulated other
comprehensive income, net, at the end of the preceding year. During 2006, there were less than §1 million of
losses resulting from the ineffectiveness of foreign currency cash flow hedges. During 2006, 2005 and 2004,
amounts recorded resulting from the discontinuance of cash flow hedges, because it was probable that the original
forecasted transaction would not occur within the specified time pertod, were less than $2 million in each respective
period.

Fair Value Hedges and Other Derivative Contracts

At December 31, 2006, Time Warner has recorded a liability of approximately $18 million for net losses on
foreign currency derivatives used in fair value hedges of foreign currency denominated operating assets and
liabilities. For fair value hedges, such as the hedge of firmly committed film production costs abroad, gains or losses
resulting from recording the derivative instrument at fair value are recorded in the consolidated statement of
operations as an offset to the change in the fair value of the foreign currency component of the related foreign
currency denominated assets, liabilities or firm commitment and are reported as a component of Operating Income.
During 2006, there were no amounts resulting from the ineffectiveness of foreign currency fair value hedges. At
December 31, 2006, Time Warner has recorded a liability of approximately $38 million for net losses on other
derivative contracts that were not designated as hedging instruments but serve as economic hedges to offset the
change in foreign currency denominated debt due to changes in the underlying foreign exchange rates, For these
other derivative contracts, the gains or losses resulting from recording the derivative instrument at fair value are
recorded in the consolidated statement of operations as a component of Other income, net and generally offset the
change in the fair value of the foreign currency denominated debi.

Interest Rate Risk Management

From time to time, the Company uses interest rate swaps to hedge the fair value of its fixed-rate debt
obligations. Under an interest rate swap contract, the Company agrees to receive a fixed-rate payment (in most cases
equal to the stated coupon rate of the bond being hedged) for a floating-rate payment. The net payment on the swap
is exchanged at a specified interval that usually coincides with the bond’s underlying coupon payment on the agreed
upon notional amount. At December 31, 2006 and 2003, there were no interest rate swaps outstanding. During 2006,
activity related to other derivatives entered into for interest rate risk management were not material, with net gains,
including ineffectiveness, of approximately §3 million.

Equity Risk Manapgement

Time Warner manages an investment portfolio, excluding investments accounted for using the equity method
and cost method of 2ccounting, with a fair value of $841 million as of December 31, 2006. As part of the Company’s
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strategy to manage the equity price risk inherent in the poctfolio, the Company may enter into hedging transactions
ta protect the fair value of investments in the portfolio or the anticipated future cash flows associated with the
forecasted sale of cenain invesiments. At December 31. 2006. there were no equity derivative instruments
designated as hedges (Note 6). In addition, Time Warner holds investments in equity derivative instruments
{e.g.. warrants), which are not designated as hedges. The equity derivative instruments are recorded at fair value in -
the consolidated halance sheet, and the related gains and losses are immediately recognized in income. The
Company recognized gains of $10 million in 2006, and losses of $1 million and $14 million in 2005 and 2004,
respectively, as a component of other income, net in the consotidated staternent of operations related to market
fluctuations in equity derivative instruments.

16, SEGMENT INFORMATION

Time Warner classifies its business interests into five reportable segments: AQL. consisting principally of
interactive services; Cable, consisting principally of interests in cable systems that provide video. high-speed data
and Digital Phone services; Filmed Entertainment, consisting principally of feature film. television and home video
production and distribution: Networks, consisting principally of cable television networks; and Publishing,
consisting principally of magazine publishing,

Information as to the operations of Time Warner in each of its business segments is set forth below based on the
nature of the products and services offered. Time Warner evaluates pertormance based on several {actors, of which
the primary financial measure is operating income before depreciation of tangible asscts and amortization of
intangible assets (“Operating Income before Depreciation and Amortization”™). Additionally, the Company has
provided a summary of Operating Income by segment.

Year Ended December 31, 2006

Subscription  Advertising Content Other Totad
(millinns)

Revenues
AOL ... $ 5,784 $1.886 5 — § 1v6 § 7.8066
Cable........ .. ... .. ... ....... 11,103 664 - — 11.767
Fiimed Entertainment. ... ........... i4 23 10.314 274 1,625
Networks. ... ........ ... ......... 5.868 3,182 1,002 131 10.273
Publishing . .. ... ... ... . ....... 1,615 2.879 81 674 5.249
Intersegment elimination . ........ ... {682) (119) (718) (37 (1.556)

Total revenues . ................. $23.702 $8.515 510,769  $1.238  $44.224
Year Ended December 31, 2005

Subscription Advertising Content Other Total
(millions)

Revenues
ACL .. $ 6,755 $£1.338 £ — % 190 $ 8283
Cable................ . 8,313 499 — — 8,812
Filmed Entertainment. . .. ....,...... — 4 11,704 216 11,924
Networks . ... ... o o oo 5.370 3.071 1,022 107 9.570
Publishing ... ... ... ... ... .. ...... 1,633 2.828 95 722 5,278
Intersegment eliminagion . ... .. R (490) (176) (746) (54) (1.466)

Total tevenues .. ...... ..ottt $21.581 $7.564 $12.075  SLIBL 342401
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Year Ended December 31, 2004

Subscription  Advertising Content Other Total
{millions)

Revenues

ADL e $ 7,477 $1,005 $§ — $ 210 $ 8692
Cable. .. ... i 7377 484 — — 7,861
Filmed Entertainment . . . ..... ... ...+ —_— 10 11,628 215 11,853
Networks . . v oo v v 5,030 2,882 982 128 9,022
Publishing . ....... ... ot 1,615 2,693 88 693 5,089
Intersegment elimination ............ (472) (170) (794) {88) (1.524)

Total TEVENUES . .. oo v et e e $21,027 $6,904 $11,904  $1,158  $40,993

Intersegment Revenues

In the normal course of business, the Time Warner segments eater into transactions with one another. The most

common types of intersegment transactions include:

¢ The Filmed Entertainment segment generating Content revenues by licensing television and theatrical

programming to the Networks segment;

+ The Networks segment generating Subscription revenues by selling cable network programming to the

Cable segment; and

+ The AOL, Cable, Networks and Publishing segments generating Advertising revenues by promoting the

products and services of other Time Warner segments.

These intersegment transactions are recorded by each segment at estimated fair value as if the transactions
were with third parties and, therefore, impact segment performance. While intersegment transactions are treated
like third-party transactions to determine segment performance, the revenues {and corresponding expenses or assets
recognized by the segment that is counterparty to the transaction) are eliminated in consolidation and, therefore. do
not themselves impact consolidated results. Additionalty, transactions between divisions within the same reporting
segment (e.g.. a transaction between HBO and Turner within the Networks segment) are eliminated in arriving at
segment performance and, therefore, do not themselves impact segment results. Revenues recognized by Time

Warner's segiments on intersegment transactions are as follows:

Years Ended December 31,

2006 2005 2004
(millions)

Intersegment Revenues™

AOL . e e e e § 48 & 28 % 39
o0 ) [ R R 29 38 52
Filmed Entertainmenit . . . oo v v et on ean s mece e e 688 749 757
Networks® . o oot 738 553 569
PUBLISBING. « + « « o oo et e e et 53 98 87
- Total intersegment rEVERUES . . . oo v v v v e nenvs R 81,556 31466 81,524

(@

2005 and 2004, respectively.
y

2006.
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Years Ended December 31,

2006 2005 2004
{millions)

Operating Income before Depreciation and Amortization

AOL Y $ 2570 $1,845 $ 1,647
Cable . ..o e 4,229 3,323 2,955
Filmed Entertainment™ .. .. ... . . . 1,136 1,231 1.404
Networks™. . ... ... ... ..... e 3,026 2,940 2,651
Publishing . .. ... LL090  1121 1,074
Corporalc(e) .......................................... (1,096)  (3.33%)  (1.129)
Intersegment elimination . . .. ... ... ... ... ... ... {14) {9) 29)

Total Operating Income before Depreciation and Amortization . .. $10.941  $ 7,112 § 8573

For the year ended December 31, 2006. includes u $769 million gain o the sales of AOL's French and UK. access businesses. 2 82 million gain from the
resolution of u preyiously contingent gain related to the 2004 sale of Netscape Security Solutions ("NSS™)and §$13 million of noncash impairments. For the year
ended December 31, 2005, includes a $24 million noncash impairment charge related 1o goodwill associated with AQLA, an approximate 55 million gain related
16y the safe of a builling and a $5 million gain from the resolution of a previously contingent gain refated to the 2004 sale of NSS. For the year ended December 31,
2004, includes a $10 million impairment charge related to a building that was held for sale. 2 gain of $13 million related to the sale of AOL Japan and a $7 million
gain related W the sale off NSS. ’

For the year ended December 31, 2005, includes a $5 million gain related 1o the sale of a property in California,

For the year ended December 31, 2006, includes a $200 million nuncash goodwill impairment charge related 10 The WB Network. For the year ended
December 31, 2004, includes an approximate §7 million loss related to the sale of the winter spons wams.

For the year ended December 31, 2006, includes a $5 million gain on the salc of a non-sirategic magazine title. For the year ended December 31, 2003, includes
an 58 miltion guin related 2o the collection of a Joan made in conjunciion with the Company's 2003 sale of Time Life, which was previously fully reserved due 1o
concerns about recoverability. For the yeur ended December 31, 2004, includes an $8 miltion gain related to the sale of a building.

Forthe yeur ended December 31, 2006, includes $650 miltion in legal reserves reluted to securities litigation and government investigmions, $35 million in net
expenses related vy securities litigation and the govemment investigations and a $20 miltion gain on the sale of two aircraft, For the year ended December 31,
2003, includes $3 billion in legal reserves refated to securities litigation and $135 million in net recoveries reiated to sccurities litigation and government
investigations. For year ended December 31, 2004, includes $510 million in legal reserves related to the government investigations and $26 million in net
expenses reluted e securitics lisigution and the governmenl investigations. For the year ended December 31, 2004, includes $33 million of costs associated with
the relocation tearn the Company's former corporate headquarters, For the year ended December 31, 2005, the Company reversed approximately $4 million of
this charge. which was no longer required due to changes in estimates,

Years Ended December 31,

2006 2005 2004
{millions)

Depreciation of Property, Plant and Equipment
ADL . e $ (503) % (543) $ (652)
Cable ... e (1.883) (1.465) (1,329
Filmed Entertainment. . .. ... ... ... ... ... ... .. . . ... (139) (121) (104)
Networks. . ..o e (286) (238) (212)
Publishing . .. ... ..o (115) {125) (116)
COrporate .. ... . e e (48) (44) (43)

Total depreciation of property, plant and equipment. ... ... .. $(2.974)  %(2.541)  $(2.456)
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Years Ended December 31,

2006 2003 2004
(milligns)

Amortization of Intangible Assets
A e e e e S(144) $(174) $(176)
Cable ettt e e (167) ) (72)
Filmed Entertainment. . .. ... 213 (225) (213)
NEEWOIKS . v e e e e e e (an (23) b
PUblishing . .. ..o ot {64) (93) (133)

Total amortization of intangible assets. .. ... ... ..o o $(605) (587 $(615)

Years Ended December 31,

2006 2005 2004
(millions)

Operating Income
AOL S $1923  §1,023 § 819
Cabhle e e 2.179 1.786 1,554
Filmed Entertainment® .. ... .. e 784 885 1,087
NetWorKS ) o e 2,723 2,679 2,418
PUbLiShing'® . . .\ ot 911 903 825
Corporate'™ . ... (i,144) (3.383) (1172
Intersegment elimination . ... {14) 9N (29

Total Operaling NCOME . . .« ... oo $7.302 33,984 $ 5.502

For the year ended December 31. 2006, includes a §763 million gain on the sales of AOL's French and U K. access businesses, o $2 midlion gain from the
resolution of a previously contingent gain related to the 2004 sate of NSS and $13 million of noncash impaicments. For the year ended December 31, 2005,
includes a $24 million noncash impaitment charge related to goodwill associated with AOLA. an approximate $3 million gain related to the sale of a building
and u $5 milfion gain from the resolution of 4 previously contingent gain related to the 2004 sale of NSS. For the year ended December 31, 2004, includes a
$10 mitlion impairment charge related 30 a building that was held for sale. o gzin of $13 million related to the sale of AOL Jupun and u $7 willion gain related o
the sale of N55.

For the year ended December 31. 2005, includes a $5 million gain related to the sale of a property in California,

For the yeur ended December 31, 2006, includes u 3200 million noncash geodwill impairmem charge related w The WB Newwork. For the year ended
December 31, 2004, includes an approximate $7 million loss related to the sale of the winfer spors wams,

Forthe yeur ended December 31, 2006, intludes a $5 million gain on the sute of 2 non-strategic magaziae title, For the year ended Degember 31, 2005, includes
an 58 millicn gain related w the collection of a Joan mide in conjunction with the Compuny s 2003 sale ol Time Life, which was previously t'ully reserved due to
concerns about gecoverability. For the year cnded December 31, 2004, includes un $8 million gain related 1o the sale of a building,

Fur the year ended Degember 31, 2006, includes $65() million in legd reserves related w securities litigation and govermment investigations, $55 million in net
expenses related 1o securities litigation and the government investigations and a $20 million gain on the sale of two aircrull, For the year ended December 31,
2005, includes $3 billion in legal reserves related 1o securities litigation and 3135 millien in net recoveries related Lo securities litigation and povernment
investigations. For vear ended Decerber 31, 20K, includes $510 miltien in legal reserves related 1o the government investigations and $26 million in net
expenses related 1o securities litigation and the government investigations. For the year ended December 31, 2004, includes $52 miltion of casts associated with
the relocation from the Company s former corporate headquarters. For the year ended December 31, 2005, the Company reversed approxitnately $4 million of
this charge, which was no longer required due o changes in estimates,
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Years Ended December 31,

2006 2005
(millions)
Assets
AL . e e e S 5762 $ 57872
Cable o 55,736 43 677
Filmed Entertainment . ............... e e 18.354 17,796
N WOTKS . e e e e e e e e e e 34,952 34,390 .
Publishing. . .. o e 14,900 14,740
COMPOTALE - . . o e s 1,965 6,269
Ot AS8CES . . . . e e $131,669  $122.744
Years Ended December 31,
2006 2005 2004
(millions)
Capital Expenditures and Product Development Costs
AOL . . $ 387 §$ 417 $ 417
L8511 o) 2.718 1,837 1.559
Filmed Entectainment , . .. ... ... . ..t e 168 184 178
Networks © . e e e e 335 343 320
Publishing. . ... . e 468 298 229
Corporate .. ........... [ 9 23 165
Total capital expenditures and product development costs . .. ... ... $4.085 $3.102  $2.868

Because a substantial portion of international revenues are derived from the sale of U.S. copyrighted products
abroad, asscts located outside the United States, which represent approximately 8% of total assets, are not material.
Revenues in different geographical areas are as follows:

Years Ended December 31,

2006 2008 2004
(millions)

Revenues'™
United States. . ............. e e $35.604  $33.335  $32.590
United Kingdom ... ................. e 2,606 2.807 2432
CGEIMANY . . o e e 1.169 1,233 1,159
France. . ... e 834 941 878
Canada . .. ... 610 609 490
Japan .. .. oL e e e e e e 507 590) 684
Other international . . . ... ... .. 2,894 2.886 2,760
Total TeVENUES . .. .ottt ..., $44.224  $42,401  $40,993

' Revenues are attributed to countries based on kcation of customer.
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17. COMMITMENTS AND CONTINGENCIES
Commitments

Time Warner's total net rent expense from continuing operations amounted to $688 million in 2006,
$577 million in 2005 and $560 million in 2004, The Company has long-term noncancelable lease commitments
for office space, studio facilities and operating equipment in various locations around the world. The minimum
rental commitments under noncancelable long-term operating leases during the next five years are as folfows
(millions):

D007 e e e $ 603
BO0R . o e e e 571
OO & e e e 544
000 e e 482
00T ot e e e e e e 418
TREIEAMTET « o o o e e e e e e e e e e e e e 2,138
TOUL © o o o e e e et e e e e e e e e $4.776

Additionally, Time Warner recognized sublease income of $35 million for both 2006 and 2005 and $32 million
for 2004. As of December 31, 2006, the Company has future sublease income commitments of $221 million.

Time Warner also has commitmenis under certain programming, network licensing, artist, athlete, franchise
and other agreements aggregating approximately $31 billion at December 31, 2006, which are payable principally
over a len-year period, as follows (millions):

00T o o o e e e e e e e e e e e e % 8726
DO08-2009 . . o e e e 10,529
0T0-200 1 et e e e 5.791
N1 TN <] S R I S 5,928
1) P I R $30,974

The Company also has certain contractual arrangements that would require it to make payments ar provide
funding if certain circumstances occur {“‘contingent commitments™). For example, the Company has guaranteed
certain lease obligations of unconsolidated investees. In this circumstance, the Company would be required to make
payments due under the lease to the lessor in the event of default by the unconsolidated investee. The Company does
not expect that these contingent commitments will result in any material amounts being paid by the Company in the
foreseeable future.

The following table summarizes separately the Company’s contingent commitments at December 31, 2006.
The timing of amounts presented in the table represents when the maximum contingent commitment will expire, but
does not mean that the Company expects (o incur an obligation to make any payments within that time frame.

Total
Nature of Contingent Commitments Comr:litmcnts 2007 2008-2009 2(10-2011 Thereafter
(millions)
Guaranfrees . . .. .. e $1.465 $ 51 581 $ 87 $1,246
Letters of credit and other contingent
COMMILMENTS . .. vvvvanre oo 431 86 _6 63 276
Total contingent commitments. . ... .. $1,896 $137 $87 $150 $1,522
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The following is a description of the Company’s contingeni commitments at December 31, 2006:

* Guarantees include guarantees the Company has provided on certain lease and operating commitments
entered into by (a) entities formerly owned by the Company as described below, and (b) joint ventures in
which the Company is or was a venture partner.

In connection with the Company’s former investment in the Six Flags theme parks located in Georgia and
Texas (“Six Flags Georgia™ and “Six Flags Texas,” respectively, and, collectively, the “Parks™), in 1997, the
Company agreed to guarantee (the “Six Flags Guarantee™), for the benefit of the limited partners, certain
obligations of the partnerships that hold the Parks (the “Partnerships™), including the following (the
“Guaranteed Obligations™}: (a} the obligation to make a minimum amount of annual distributions to the
limited pariners of the Partnerships; (b) the obligation to make a minimum amount of capital expenditures
cach year: (c) the requirement that an annual offer to purchase be made in respect of 5% of the limited
partnership units of the Partnerships (plus any such units not purchased in any prior year) based on an
aggregate price for all limited partnership units at the higher of (1) $250 million in the case of Six Flags
Georgia and $374.8 militon in the case of Six Flags Texas (the “Base Valuations™) and (ii} a weighted
average multiple of EBITDA for the respective Park over the previous four-year period; {(d) ground lease
payments; and (e) either (i) the purchase of all of the outstanding limited partnership units by Six Flags
through the exercise of a call option upon the earlier of the occurrence of certain specified events and the end
of the term of each of the Partnerships in 2027 (Six Flags Georgia) and 2028 (Six Flags Texas) (the “End of
Term Purchase™) or (ii) the obligation (o cause each of the Partnerships to have no indebtedness and 10 meet
certain other financial tests as of the end of the term of the Partnership. The aggregate amount payable in
connection with an End of Term Purchase of either Park will be the Base Valuation applicable to such Park,
adjusted for changes in the consumer price index from December 1996, in the case of Six Flags Georgia, and
December 1997, in the case of Six Flags Texas, through December of the year immediately preceding the
year in which the End of Term Purchase occurs, in each case, reduced ratably to reflect limited partnership
units previously purchased.

[n connection with the 1998 sale of Six Flags Entertainment Corporation to Six Flags Inc. (formerly Premier
Parks Inc.) ("Six Flags™), Six Flags and the Company, among others, entered into a Subordinated Indemnity
Agreement pursuant to which Six Flags agreed (o guarantee the performance of the Guaranteed Obligations
when due and to indemnify the Company. among others, in the event that the Guaranteed Obligations are not
performed and the Six Flags Guarantee is called upon. In the event of a default of Six Flags™ obligations
under the Subordinaied Indemnity Agreement, the Subordinated Indemnity Agreement and related agree-
ments provide, among other things, that the Company has the right 10 acgquire control of the managing
partner of the Parks. Six Flags” obligations to the Company are further secured by its interest in all limited
partnership units that are purchased by Six Flags.

To date, no payments have been made by the Company pursuant to the Six Flags Guarantee, In its quarterly
report on Form 10-Q for the quarter ending September 30, 2006, Six Flags has reported a maximum limied
partnership unit obligation for 2007 of approximately $277-million. The Company believes the current fair
values of the Parks are in excess of this amount.

+ Generally, letters of credit and surety bonds support performance and payments for a wide range of global
contingen! and firm obligations including insurance, litigation appeals, import of finished goods, real estate

leases, cable installations and other operational needs.

Except as otherwise discussed above or below, Time Warner does not guarantee the debt of any of its

investments accounted for using the equity method of accounting.
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Certain Investee Obligations
Bookspan Joint Venture

The Company and Bertelsmann each have a 50% interest in the Bookspan joint venture, which operates the
US. book clubs of Book-of-the-Month Club, Inc., and Doubleday Direct, Inc. Under the General Partnership
Agreement, in January of each year, either Bertelsmann or the Company may elect to terminate the venture by
giving notice during 60-day termination periods. If such an election is made, a confidential bid process will take
place, pursuant to which the highest bidder will purchase the other party’s entire venture interest. Including the
impact related to a change in its fiscal year end, the Bookspan joint venture had operating income of approximately
$30 million in 2006.

Programming Licensing Backlog

Programming licensing backlog represents the amount of future revenue not yet recorded from cash contracts
for the licensing of theatrical and television product for pay cable, basic cable, network and syndicated television
exhibition. Backlog was approximately $4.2 billion and $4.5 billion at December 31, 2006 and December 31, 2005,
respectively. Included in these amounts is licensing of film product from the Filmed Entertainment segment (o the
Networks scgment of $702 million and $774 million at December 31. 2006 and December 31, 2005, respectively.

Because backlog generaily relates to contracts for the licensing of theatrical and television product which have
already been produced, the recognition of revenue for such completed product is principally dependent upon the
commencement of the availability period for telecast under the terms of the related licensing agreement. Cash
licensing fees are collected periodically over the term of the related licensing agreements or, as referenced above
and discussed in more detail in Note 8, on an accelerated basis using a $500 million securitization facility. The
portion of backlog for which cash has not already been received has significant value as a source of future funding.
Of the approximately $4.2 billion of backlog as of December 31, 2006, Time Warner has recorded $217 million of
deferred revenue on the accompanying consolidated balance sheet, representing cash received through the
utilization of the backlog securitization facility. The backlog excludes filmed entertainment aclvertising barter
contracts, which are also expected to result in the future realization of revenues and cash through the sale of
advertising spots received under such contracts.

Contingencies
Securities Matters
Consolidated Securities Class Action

During the Summer and Fall of 2002, 10 shareholder class action lawsuits were filed naming as defendants the
Company, certain current and former executives of the Company and, in several instances, AOL. These lawsuits
were filed in U.S. District Courts for the Southem District of New York, the Eastern District of Virginia and the
Eastern District of Texas. The complaints purported to be made on behalf of certain shareholders of the Company
and alleged that the Company made material misrepresentations and/or omissions of material fact in violation of
Section 10(b) of the Securities Exchange Act of 1934 (the “Exchange Act”), Rule 10b-5 promulgated thereunder,
and Section 20(a) of the Exchange Act. Plaintiffs claimed that the Company failed to disclose AOL’s declining
advertising revenues and that the Company and AOL inappropriately inflated advertising revenues in a series of
transactions. Certain of the lawsuits also alleged that certain of the individual defendants and other insiders at the
Company improperly sold their personal holdings of Time Warner stock, that the Company failed to disclose that
the January 2001 merger of America Online, Inc. {now AOL LLC) and Time Warner Inc.. now known as Historic
TW Inc. (“Historic TW™) (the “Merger” or the “AOL-Historic TW Merger”), was not generating the synergies
anticipated at the time of the announcement of the merger and, further, that the Company inappropriately delayed
writing down more than $50 billion of goodwill. The lawsuits sought an unspecified amount in compensatory
damages. All of these lawsuits were centralized in the U.S. District Court for the Southern District of New York for

184




TIME WARNER INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

coordinated or consolidated pretrial proceedings (along with the federal derivative lawsuits and certain lawsuits
brought under ERISA described below) under the caption In re AOL Time Warner Inc, Securities and “ERISA”
Litigation.

The Minnesota State Board of Investment (“MSBI”} was designated lead plaintiff for the consolidated
securities actions and filed a consolidated amended complaint on April 15, 2003, adding additional defendants
including additional officers and directors of the Company, Morgan Stanley & Co., Salomon Smith Barney Inc.,
Citigroup Inc., Banc of America Securities LLC and JP Morgan Chase & Co. Plaintiffs also added additional
allegations, including that the Company made material misrepresentations in its registration statements and joint
proxy statement-prospectus related to the AOL-Historic TW Merger and in its registration statements pursuant o
which debt securities were issued in April 2001 and April 2002, allegedly in violation of Section 11 and Section 12
of the Securities Act of 1933. On July 14, 2003, the defendants filed a motion to dismiss the consolidated amended
complaint. On May S, 2004, the district court granted in part the defendants” motion, dismissing all claims with
respect to the registration statements pursuant to which debt securities were issued in April 2001 and April 2002 and
certain other claims against other defendants, but otherwise allowing the remaining claims against the Company
and certain other defendants to proceed. On August 11, 2004, the court granted MSBI's motion to file a second
amended complaint. On July 30, 2004, defendants filed 2 motion for summary judgment on the basis that plaintiffs
could not establish loss causation for any of their claims, and thus plaintiffs did not have any recoverable damages.
On April 8, 2005, MSBI moved for leave to file a third amended complaint to add certain new factual allegations
and four additional individual defendants.

In July 2005, the Company reached an agreement in principle with MSBI for the settlement of the consolidated
securities actions. The settlement is reflected in a written agreement between the lead plaintiff and the Company. On
September 30, 2005, the court issued an order granting preliminary approval of the settlement and certified the
settlement class. The court issued an order dated April 6, 2006 granting final approval of the settiement, and the time
to appeal that decision has expired. In connection with reaching the agreement in principle on the securities class
action, the Company established a reserve of $3 billion during the second quarter of 2005 reflecting the MSBI
settlement and other pending related sharehoider and ERIS A litigation. Pursuant to the MSBI settlement, in Qctober
2005, Time Warner paid $2.4 billion into a settlement fund (the “MSBI Settlement Fund™) for the members of the
class represented in the action, and Ernst & Young LLP paid $100 million. In connection with the settlement, the
$150 million previously paid by Time Warner into a fund in connection with the settlement of the investigation by
the DOJ was transferred to the MSBI Settlement Fund. In addition, the $300 million the Company previously paid in
connection with the settlement of its SEC investigation will be distributed 10 investors through the MSBI settlement
process pursuant 10 an order issued by the U.S. District Count for the District of Columbia on July 11, 2606. On
October 27, 2006, the court awarded to plaintiffs’ counsel fees in the amount of $147.5 million and reimbursement
for expenses in the amount of $3.4 million, plus interest accrued on such amounts since October 7, 2005, the date the
Company paid $2.4 billion into the MSBI Setilement Fund; these amounts arc'to be paid from the MSBI Settlement
Fund. The administration of the MSBI settlement is ongoing. Settlements also have been reached in many of the
additional related cases, including the ERISA and derivative actions, as described below,

Other Related Securities Litigation Matiers

During the Fall of 2002 and Winter of 2003, three putative clasy action lawsuits were filed alleging violations
of ERISA in the U.S. District Court for the Southern District of New York on behalf of current and former
participants in the Time Warner Savings Plan, the Time Warner Thrift Plan andfor the TWC Savings Plan (the
“Plans”}). Collectively, these lawsuits named as defendants the Company, certain current and former directors and
officers of the Company and members of the Administrative Committees of the Plans. The lawsuits alleged that the
Company and other defendants breached certain fiduciary duties to plan participanis by, inter alia, continuing to
offer Time Warner stock as an investment under the Plans, and by failing to disclose, among other things. that the
Company was experiencing declining advertising revenucs and that the Company was inappropriately inflating
advertising revenues through various transactions. The complaints sought unspecified damages and unspecified
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equitable retief. The ERISA actions were consolidated as part of the In re AOL Time Warner Inc. Securities and
“ERISA” Litigation described above. On July 3. 2003. plaintiffs filed a consolidated amended complaint naming
additional defendants, including TWE, certain current and former officers, directors and employees of the Company
and Fidelity Management Trust Company. On September 12, 2003, the Company filed 2 motion to dismiss the
consolidated ERISA complaint. On March 9, 2005, the court granted in part and denied in part the Company's
motion to dismiss. The court dismissed two individual defendants and TWE for all purposes, dismissed other
individuals with respect to claims plaintiffs had asserted involving the TWC Savings Plan, and dismissed all
individuals who were named in a claim asserting that their stock sales had constituted a breach of fiduciary duty to
the Plans. The parties reached an agreement to resolve this matter in 2006 and the court granted preliminary
approval of the settlement in an opinion dated May 1, 2006. A final approval hearing was held on July 19, 2006, and
the court granied final approval of the settlement in an opinion dated September 27, 2006. On October 25, 2006, one
of the objectors to this settlement filed a notice of appeal of this decision; pursuant o a settlement agreement
between the parties in a related securities matter, that objector subsequently withdrew his notice of appeal. and the
time to appeal has expired. The court has yet 1o rule on plaintiffs’ petition for attorneys’ fees and expenses.

During the Summer and Fall of 2002, 11 shareholder derivative lawsuits were filed naming as defendants
certain current and former directors and officers of the Company, as well as the Company as a nominal defendant.
Three were filed in New York State Supreme Court for the County of New York, four were filed in the U.S. District
Court for the Southern District of New York and four were filed in the Court of Chancery of the State of Delaware
for New Castle County. The complaints alieged that defendants breached their { iduciary duties by causing the
Company 1o issue corporate statements that did not accurately represent that AOL had declining advertising
revenues and by failing to conduct adequate due diligence in connection with the AQL.-Historic TW Merger, that the
AOL-Historic TW Merger was not generating the synergies anticipated at the time of the announcement of the
merger. and that the Company inappropriately delayed writing down more than $50 billion of goodwill, thereby
exposing the Company to potential liability for alleged violations of federal securities laws. The lawsuits further
alleged that certain of the defendants improperly sold their personal holdings of Time Warner securities. The
lawsuits requested that (i) all proceeds from defendants’ sales of Time Wamer common stock. (ii) all expenses
incurred by the Company as a result of the defense of the shareholder class actions discussed above and (iii} any
improper salaries or payments be returned to the Company. The four lawsuits filed in the Court of Chancery for the
State of Delaware for New Castle County were consolidated under the caption, /n re AQL Time Warner fric.
Derivative Litigation. A consolidated complaint was filed on March 7, 20073 in that action, and on June 9, 2003, the
Company filed a notice of motion to dismiss the consolidated complaint. On May 2, 2003, the three lawsuits filed in
New York State Supreme Court for the County of New York were dismissed on Jorum non conveniens grounds, and
plaintiffs” time 1o appeal has expired. The four lawsuits pending in the U.S. District Court for the Southern District
of New York were centralized for coordinated or consolidated pre-trial proceedings with the securitics and ERISA
lawsuits described above under the caption In re AOL Time Warner Inc. Securities and “ERISA” Litigation. On
October 6, 2004, plaintiffs filed an amended consolidated complaint in three of these four cases. O April 20, 20086,
plaintiffs in the four lawsuits filed in the Court of Chancery of the State of Delaware for New Castle County filed a
new cormplaint in the U.S. District Court for the Southern District of New York. The parties to all of these actions
subsequently reached an agreement to resolve ail remaining matters in 2006, and the federal district court in New
York granted preliminary approval of the settlement in an opinion dated May 10, 2006. A final approval hearing was
held on June 28, 2006, and the court granted final approval of the settlement in an opinion dated September 6, 2006.
The time to appeal that decision has expired. The court has yet to rule on plaintiffs” petition for attorneys’ fees and
expenses.

During the Summer and Fall of 2002, several lawsuits brought by individual shareholders were filed in various
federal jurisdictions. and in late 2005 and early 2006, numerous additional shareholders determined to “opt-out” of
the setilement reached in the consolidated federal securities class action described above, and many have since filed
federal lawsuits. The claims alleged in these actions arc substantially identical to the claims alleged in the
consolidated federal securities class action described above, and all of these cases have been transferred to the
11.S. District Court for the Southern District of New York for coordinated or consolidated pre-trial proceedings, In
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May 2006, amended complaints were filed in thirty-five of these cases. In June 2006, the Company filed a motion to
dismiss and a motion for partial summary judgment in these thirty-five cases, which seek to dismiss some or all of
the complaints and/or to preclude recovery of alleged damages incurred prior to July 2002 based on loss causation
principles. The Court has scheduled oral argument on these motions for February 28, 2007. In March 2006, the
parties reached an agreement to settle the claims brought in the case Stichting Pensioenfonds ABP v. AOL Time
Warner, er al. In December 2006, the parties reached an agreement to settle the claims brought in the case DEKA
Investment GMBH et al. v. AOL Time Warner Inc. et al. Also in December 2006, the parties reached an agreement to
settle the claims brought in the case Norges Bank v. AOL Time Warner inc. et al. The aggregate amount for which the
Company has seitled these three lawsuits as well as related lawsuits is described below. The Company intends to
defend against the remaining lawsuits vigorously.

On November 11, 2002, Staro Asset Management, LLC filed a putative class action complaint in the
U.S. District Court for the Southern District of New York on behalf of certain purchasers of Reliant 2.0% Zero-
Premium Exchangeable Subordinated Notes for alleged violations of the federal securities laws. Plaintiff is a
purchaser of subordinated notes, the price of which was purportedly tied to the market value of Time Warner stock.
Plaintift alleges that the Company made misstatements and/or omissions of material fact that artificially inflated the
value of Time Warner stock and directly affected the price of the notes. Plaintiff seeks compensatory damages
and/or rescission. This lawsuit has been consolidated for coordinated pretrial proceedings under the caption In re
AOL Time Warner Inc. Securities and “ERISA " Litigation described above. The Company intends to defend against
this lawsuit vigorously.

On April 14, 2003, Regents of the University of California et al. v. Parsons et al., was filed in California
Superior Court, County of Los Angeles, naming as defendants the Company, ¢ertain current and former officers,
directors and employees of the Company, Ernst & Young LLP, Citigroup Inc., Salomon Smith Barney Inc. and
Morgan Stanley & Co. Plaintiffs allege that the Company made material misrepresentations in its registration
statements related to the AOL-Historic TW Merger and stock option plans in violation of Sections 11 and 12 of the
Securities Act of 1933. The complaint also alleges common law fraud and breach of fiduciary duties under
California state law. Plaintiffs seck disgorgement of alleged insider trading proceeds and restitution for their stock
losses. Three related cases have been filed in California Supreme Court and have been coordinated in the County of
Los Angeles. On January 26, 2004, certain individuals filed motions to dismiss for lack of personal jurisdiction. On
September 10, 2004, the Company filed a motion to dismiss plaintiffs’ complaints and certain individual defendants
(who had not previously moved to dismiss plaintiffs’ complaints for lack of personal jurisdiction) filed a motion to
dismiss plaintiffs’ complaints. On April 22, 2005, the couit granted certain motions to dismiss for lack of personal
jurisdiction and denied certain motions to dismiss for lack of personal jurisdiction. The court issued a series of
rulings on threshold issues presented by the motions to dismiss on May 12, July 22 and August 2, 2005, These
rulings granted in part and denied in part the relief sought by defendants, subject to plaintitfs’ right to make a prima
facie evidentiary showing to support certain dismissed claims. In January 2006, the Los Angeles County Employees
Retirement Agency, which had filed one of the three related cases described above, voluntarily dismissed its
lawsuit; an order of dismissal was entered on January 17, 2006. Also in Janvary 2006, two additional individual
actions were filed in California Superior Court against the Company and., in one instance, Ernst & Young LLF and
certain former officers, directors and executives of the Company. Both of these additional individual actions assert
claims substantially identical to those asserted in the four actions already coordinated in California Superior Court,
and have been consolidated with the other coordinated proceedings. In December 2006, the Company reached an
agreement to settle the claims brought by the California State Teachers’ Retirement Sysiem and the Franklin Funds.
In February 2007, the Company reached an agreement in principle to settle the claims brought by the plaintiffs in the
remaining related cases, including the Regents of the University of California and the California Public Employees’
Retirement System. The aggregate amount for which the Company has settled these as well as related lawsuits is
described below.

On July 18, 2003, Ohio Public Employees Retirement System et al. v. Parsons et al. was filed in Ohio, Court of
Common Pleas, Franklin County, naming as defendants the Company, certain current and former ofticers, directors
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and employees of the Company, Citigroup Inc., Salomon Smith Barney Inc., Morgan Stanley & Co. and Ernst &
Young LLP. Plaintiffs allege that the Company made material misrepresentations in its registration statements in
violation of Sections 1| and 12 of the Securities Act of 1933. Plaintiffs also allege violations of Ohio law, breach of
fiduciary duty and common law fraud. Plaintiffs seek disgorgement of alleged insider trading proceeds, restitution
and unspecified compensatory damages. On October 29, 2003, the Company moved to stay the procecdings or, in
the alternative, dismiss the complaint. Also on October 29, 2003, all named individual defendants moved to dismiss
the complaint for lack of personal jurisdiction. On October 8, 2004, the court granted in part the Company’s motion
to dismiss plaintiffs’ complaint; specifically, the court dismissed plaintiffs’ common law claims but otherwise
allowed plaintiffs’ remaining statutory claims against the Company and certain other defendants to proceed. The
Company answered the complaint on February 22, 2005. On November 17, 2005, the court granted the jurisdic-
tional motions of twenty-five of the individual defendants, and dismissed them from the case. The court has
informed the parties that it intends for this matter to be ready for trial by January 2008. The Company intends to
defend against this lawsuit vigorously.

On July 18, 2003, West Virginia Investment Management Board v. Parsons et al. was filed in West Virginia,
Circuit Court, Kanawha County, naming as defendants the Company, certain current and former officers, directors
and employees of the Company, Citigroup Inc., Salomon Smith Barney Inc., Morgan Stanley & Co., and Ernst &
Young LLP. Plaintiff alleges the Company made material misrepresentations in its registration statements in
violation of Sections 11 and 12 of the Securities Act of 1933. Plaintiff also alleges violations of West Virginia law,
breach of fiduciary duty and common law fraud. Plaintiff seeks disgorgement of alleged insider trading proceeds,
restitution and unspecified compensatory damages. On May 27, 2004, the Company filed a motion to dismiss the
complaint. Also on May 27, 2004, all named individual defendants moved to dismiss the complaint for lack of
personal jurisdiction. The Company intends to defend against this lawsuit vigorously.

On January 28, 2004, McClure et al. v. AOL Time Warner Inc. et al. was filed in the Dastrict Court of Cass
County, Texas (purportedly on behalf of several purchasers of Company stock) naming as defendants the Company
and certain current and former officers, directors and employees of the Company. Plaintiffs allege that the Company
made material misrepresentations in its registration statements in violation of Sections 11 and 12 of the Securities
Act of 1933, Plaintiffs also allege breach of fiduciary duty and common law fraud. Plaintiffs seek unspecified
compensatory damages. On May 8, 2004, the Company filed a general denial and a motion to dismiss for improper
venue. Also on May 8, 2004, all named individual defendants moved to dismiss the complaint for lack of perscnal
jurisdiction. In February 2007, the parties reached an agreement in principle to settle this lawsuit. The aggregate
amount for which the Company has settled this as well as related lawsuits is described below.

On April 1, 2004, Alaska State Department of Revenue et al. v. America Online, Inc. et al. was filed in Superior
Court in Juneau County, Alaska, naming as defendants the Company, certain current and former officers, directors
and employees of the Company, AOL, Historic TW, Morgan Stanley & Co., Inc., and Ernst & Young LLP. Plaintiffs
alleged that the Company made material misrepresentations in its registration statements in vielation of Alaska law
and common law fraud. The plaintiffs sought unspecified compensatory and punitive damages. In December 20006,
the parties reached an agreement to settle this lawsuit. The aggregate amount for which the Company has settled this
as well as related lawsuits is described below.

On November 15, 2002, the California State Teachers’ Retirement System filed an amended consolidated
complaint in the U.S. District Court for the Central District of California on behalf of a putative class of purchasers
of stock in Homestore.com, Inc. (“Homestore™). Plaintiff alleged that Homestore engaged in a scheme to defraud its
shareholders in violation of Section 10(b) of the Exchange Act. The Company and two former employees of its AOL
division were named as defendants in the amended consolidated complaint because of their alleged participation in
the scheme through certain advertising transactions entered into with Homestore. Motions to dismiss filed by the
Company and the two former employees were granted on March 7, 2003, and a final judgment of dismissal was
entered on March 8, 2004. On April 7, 2004, plaintiff filed a notice of appeal in the Ninth Circuit Cour: of Appeals.
The Ninth Circuit heard oral argument on this appeal on February 6, 2006 and issued an opinion on June 30, 2006
affirming the lower court’s decision and remanding the case to the district court for further proceedings. On
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September 28, 2006, plaintiff filed a motion for leave to amend the complaint, and on December 18, 2006, the court
held a hearing and denied plaintiff’s motion, In addition, on October 20, 2006, the Company joined its co-
defendants in filing a petition for certiorari with the Supreme Court of the United States, seeking reconsideration of
the Ninth Circuit’s decision, In December 2006, the Company reached an agreement with plaintiff to settle its
claims against the Company and its former employees, The aggregate amount for which the Company has agreed to
settle this as well as related lawsuits is described below, The settlement agreement will be subject to preliminary and
final approval by the district court. There can be no assurance that the settlement will receive either preliminary or
final court approval.

On Aprit 30, 2004, a second amended complaint was filed in the U.S. District Court for the District of Nevada
on behalf of a putative class of purchasers of stock in PurchasePro.com, Inc. {"PurchasePro™). Plaintiffs alleged that
PurchasePro engaged in a scheme to defraud its shareholders in violation of Section 10(b) of the Exchange Act. The
Company and four former officers and employees were added as defendants in the second amended complaint and
were alleged to have participated in the scheme through certain advertising transactions entered into with
PurchasePro. Three similar putative class actions had previously been filed against the Company, AOL and
certain former officers and employees, and were consolidated with the Nevada action. On February 17, 2003, the
judge in the conselidated action granted the Company’s motion to dismiss the second amended complaint with
prejudice. The parties have agreed to settle this matter. The court granted preliminary approval of the proposed
settlement in an order dated July 18, 2006 and granted final approval of the settlement in an order dated October 10,
2006. The administration of the settlement is ongoing. The aggregate amount for which the Company has setiled
this as well as related lawsuits is described below,

During the fourth quarter of 2006, the Company established an additional reserve of $600 million related to the
remaining securities litigation matters described above, bringing the total reserve for unresolved claims to
approximately $620 million at December 31, 2006. The prior reserve aggregating $3.0 billion established in
the second quarter of 2005 had been substantiaily utilized as a result of the settlements resolving many of the other
sharehelder lawsuits that had been pending against the Company, including settlements entered into during the
fourth quarter of 2006. During February 2007, the Company reached agreements in principle to pay approximately
$405 million to settle certain of the remaining claims — amounts consistent with the estimates contemplated in
establishing the additional reserve, including approximately $400 million for which agreement in principle was
reached on February 14, 2007. However, additional lawsuits remain pending, with plaintiffs in these remaining
matters claiming approximately $3 billion in aggregated damages with interest. The Company has engaged in, and
may in the future engage in, mediation in an attempt to resolve the remaining cases. If the remaining cases cannot be
resolved by adjudication on summary judgment or by settlement, trials will ensue in these matters. As of
February 22, 2007, the remaining reserve of approximately $215 million reflects the Company’s best estimate,
based on the many related securities litigation matters that it has resolved to date, of its financial exposure in the
remaining lawsuits, The Company intends to defend the remaining lawsuits vigorously, including through trial. It is
possible, however, that the ultimate resolution of these matters could involve amounts materially greater or less than
the remaining reserve, depending on various developments in these litigation matters.

Government Investigations

As previously disclosed by the Company, the SEC and the DOJ had conducted investigations into accounting
and disclosure practices of the Company. Those investigations focused on advertising transactions, principally
involving the Company’s AOL segment, the methods used by the AOL segment to report its subscriber numbers and
the accounting related to the Company’s interest in AOL Europe prior to January 2002. During 2004, the Company
established $510 million in legal reserves related to the government investigations, the components of which are
discussed in more detail in the following paragraphs.

The Company and its subsidiary, AOL, entered into a settlement with the DOJ in December 2004 that provided
for a deferred prosecution arrangement for a two-year period. In December 2006, as part of the deferred prosecution
arrangement, the DOJ's complaint against AOL was dismissed. As part of the settlement with the DOJ, in December
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2004, the Company paid a penaity of $60 million and established a $150 million fund, which the Company could
use to settle related securities litigation. During October 2005, the $150 million was transferred by the Company
into the MSBI Settlement Fund for the members of the class covered by the MSBI consolidated securities class
action described above,

In addition, on March 21, 2005, the Company announced that the SEC had approved the Company’s proposed
settlement, which resolved the SEC’s investigation of the Company. Under the terms of the settlement with the SEC,
the Company agreed, without admitting or denying the SEC’s allegations, o be enjoined from future violations of
certain provisions of the securities laws and to comply with the cease-and-desist order issued by the SEC to AOL in
May 2000. The settiement also required the Company to:

« Pay a $300 million penalty, which will be used for a Fair Fund, as authorized under the Sarbanes-Oxley Act;

« Adjust its historical accounting for Advertising revenues in certain transactions with Bertelsmann, A.G. that
were improperly or prematurely recognized, primarily in the second half of 2000, during 2001 and during
2002; as well as adjust its historical accounting for transactions involving three other AOL customers where
there were Advertising revenues recognized in the second half of 2000 and during 2001,

o Adjust its historical accounting for its investment in and consolidation of AOL Europe; and

s Agree to the appointment of an independent examiner, who would either be or hire a certified public
accountant. The independent examiner would review whether the Company’s historical accounting for
transactions with 17 counterparties identified by the SEC staff, principally involving online udvertising
revenues and including three cable programming affiliation agreements with related advertising elements,
was in conformity with GAAP, and provide a report to the Company’s audit and finance committee of its
conclusions, originally within 180 days of being engaged. The transactions that would be reviewed were
entered into between June |, 2000 and December 31, 2001, including subsequent amendments thereto, and
involved online advertising and related transactions for which revenue was principally recognized before
January 1, 2002.

The Company paid the $300 million penalty in March 2005; however, it is unable to deduct the penalty for
income tax purposes, be reimbursed or indemnified for such payment through insurance or any other source, or use
such payment to setoff or reduce any award of compensatory damages to plaintiffs in related securities litigation
pending against the Company. As described above, the district court judge presiding over the $300 million fund has
approved the SEC’s plan to distribute the monies to investors throu gh the seutlement in the consolidated class action,
as provided in its order. Historical accounting adjustments related to the SEC settlement were reflected in the
restatement of the Company’s financial results for each of the years ended December 31, 2000 through Decem-
ber 31, 2003 included in the Company's Annual Report on Form 10-K for the year ended December 31, 2004.

During the third quarter of 2006, the independent examiner completed his review and, in accordance with the
terms of the SEC settlement, provided a report Lo the Company's audit and finance committee of his conclusions. As
a result of the conclusions, the Company’s consolidated financial results were restated for each of the years ended
December 31, 2000 through December 31, 2005 and for the three months ended March 31, 2006 and the three and
six months ended June 30, 2006 and are reflecied in amendments filed with the SEC on September [3, 2006.

Other Matters

Warner Bros. (South) Inc. (“WBS™), a wholly owned subsidiary of the Company, is litigating numerous tax
cases in Brazil. WBS currently is the theatrical distribution licensee for Warner Bros. Entertainment Nederlands
(“Warner Bros.”) in Brazil and acts as a service provider to the Warmer Bros. heme video licensee. All of the ongoing
tax litigation involves WBS’ distribution activities prior to January 2004, when WBS conducted both theatrical and
home video distribution. Much of the tax litigation stems from WBS’ position that in distributing vidzos to rental
retailers, it was conducting a distribution service, subject to a municipal service tax, and not the “industrialization”
or sale of videos, subject to Brazilian federal and state VAT-like taxes. Both the federal tax authorities and the State
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of Sao Paulo, where WBS is based, have challenged this position. In some additional tax cases, WBS, often together
with other film distributors, is challenging the imposition of taxes on royalties remitted ouiside of Brazil and the
constitutionality of certain taxes. The Company intends to defend all of these various tax cases vigorously, but is
unable to predict the outcome of these suits.

On October 8, 2004, certain heirs of Jerome Siegel, one of the creators of the “Superman” character, filed suit
against the Company, DC Comics and Warner Bros. Entertainment Inc. in the U.S. District Court for the Central
District of California. Plaintiffs’ complaint seeks an accounting and demands up to one-half of the profits made on
Superman since the alleged April 16, 1999 termination by plaintiffs of Siegel’s grants of one-half of the rights to the
Superman character to DC Comics’ predecessor-in-interest. Plaintiffs have also asserted various Lanham Act and
unfair competition claims, alteging “wasting” of the Superman property by DC Comics and failure to accord credit
to Siegel. The Company answered the complaint and filed counterclaims on November 11, 2004, to which plaintiffs
replied on lanuary 7, 2005. This case has been consolidated for discovery purposes with the “Superboy” litigation
described immediately below. The Company intends to defend against this lawsuit vigorously, but is unable to
predict its outcome. '

On October 22, 2004, the same Siegel heirs filed a second lawsuit against the Company, DC Comics, Warner
Bros. Entertainment Inc., Warner Communications Inc. and Warmner Bros. Television Production Inc. in the
U.S. District Court for the Central District of California. Plaintiffs claim that Jerome Siegel was the sole creator of
the character Superboy and, as such, DC Comics has had no right to create new Superboy works since the alleged
October 17, 2004 termination by plaintiffs of Siegel’s grants of rights to the Superboy character to DC Comics’
predecessor-in-interest. This lawsuit seeks a declaration regarding the validity of the alleged termination and an
injunction against future use of the Superboy character. Plaintiffs have also asserted Lanham Act and unfair
competition claims alleging false statements by DC Comics regarding the creation of the Superboy character. The
Company answered the complaint and filed counterclaims on December 21, 2004, to which plaintiffs replied on
January 7, 2005. The case was consolidated for discovery purposes with the “Superman™ action described
immediately above. The parties filed cross-motions for summary judgment or partial summary judgment on
February 15, 2006. In its ruling dated March 23, 2006, the court denied the Company’s motion for summary
judgment, granted plaintiffs’ motion for partial summary judgment on termination and hetd that further proceedings
are necessary to determine whether the Company’s Smallville television series may infringe on plaintiffs’ rights to
the Superboy character. On January {2, 2007, the Company filed a motion for reconsideration of the court’s decision
granting plaintiffs’ motion for partial summary judgment ¢n termination, That motion is pending. The Company
intends to defend against this lawsuit vigorously, but is unable to predict its outcome.

On May 24, 1999, two former AOL Community Leader volunteers filed Hallissey et al. v. America Online, Inc.
in the U.S. District Court for the Southern District of New York. This lawsuit was brought as a collective action
under the Fair Labor Standards Act (“FLSA”) and as a class action under New York state law against AOL and AOL
Community, Inc. The plaintiffs allege that, in serving as Community Leader volunteers, they were acting as
emplayees rather than volunteers for purposes of the FLSA and New York state law and are entitled to minimum
wages. On December 8, 2000, defendants filed a motion to dismiss on the ground that the plaintiffs were volunteers
and not employees covered by the FLSA. On March 10, 2006, the court denied defendants’ motion to dismiss. On
May 11, 2006, plaintiffs filed a motion under the Fair Labor Standards Act asking the court to notify former
community leaders nationwide about the lawsuit and allow those community leaders the opportunity to join the
lawsuit. A related case was filed by several of the Hallissey plaintiffs in the U.S. District Court for the Southern
District of New York alleging violations of the retaliation provisions of the FLSA. This case was stayed pending the
outcome of the Hallissey motion to dismiss and has not yet been activated, Three related class uctions have been
filed in state courts in New Jersey, California and Ohio, afleging violations of the FLSA and/or the respective state
laws. The New Jersey and Ohio cases were removed to federal court and subsequently transferred to the U.S. District
Court for the Southern District of New York for consolidated pretrial proceedings with Hallissey. The California
action was remanded to California state court, and on January 6, 2004 the court denied plaintiffs” motion for class
certification. Plaintiffs appealed the trial court’s denial of their motion for class certification to the California Court
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of Appeals. On May 26, 2005, a three-justice panel of the California Court of Appeals unanimousty affirmed the
trial court’s order denying class certification. The plaintiffs’ petition for review in the California Supreme Couvrt was
denied. The Company has settled the remaining individual claims in the California action. The Company intends to
defend against the rémaining lawsuits vigorously, but is unable to predict the outcome of these suits.

On January 17, 2002, Community Leader volunteers filed a class action lawsuit in the U.S. District Court for
the Southern District of New York against the Company, AOL and AOL Community, Inc. under ERISA. Plaintiffs
allege that they are entitled to pension and/or welfare benefits and/or other employee benefits subject to ERISA. In
March 2003, plaintiffs filed and served a second amended complaint, adding as defendants the Company’s
Administrative Committee and the AOL Administrative Committee. On May 19, 2003, the Company, AOL and
AOL Community, Inc. filed a motion to dismiss and the Administrative Committees filed a motion for judgment on
the pleadings. Both of these motions are pending. The Company intends to defend against these lawsuits vigorousty,
but is unable to predict the outcome of these suits.

On August 1, 2005, Thomas Dreiling filed a derivative suitin the U.S. District Court for the Western District of
Washington against AOL and Infospace Inc. as nominal defendant. The complaint, brought in the name of Infospace
by one if its shareholders, asserts violations of Section 16(b} of the Securities Exchange Act of 1934. Plaintiff
alleges that certain AOL executives and the founder of Infospace, Naveen Jain, entered into an agreement to
manipulate Infospace’s stock price through the exercise of warrants that AOL had received in connection with a
commercial agreement with Infospace. Because of this alleged agreement, plaintiff asserts that AOL and Mr. Jain
constituted a “group” that held more than 10% of Infospace’s stock and, as a result, AOL violated the short-swing
trading prohibition of Section 16(b) in connection with sales of shares received from the exercise of those warrants.
The complaint seeks disgorgement of profits, interest and attorneys fees. On September 26, 2003, AOL filed a
motion to dismiss the complaint for failure to state a claim, which was denied by the Court on December 3, 2005.
The case is scheduled for trial starting in October of 2007. The Company intends to defend against this lawsuit
vigorously, but is unable to predict the outcome of this suit or reasonably estimate the range of possible loss.

On September 1, 2006, Ronald A. Katz Technology Licensing, L.P. filed a complaint in the U.S. District Court
for the District of Delaware alleging that TWC and AOL, among other defendants, infringe a number of patents
purportedly relating to customer call center operations, voicemail and/or video-on-demand services. The plaintiff is
seeking unspecified monetary damages as well as injunctive relief. The Company intends to defend against the
claim vigorously, but is unable to predict the outcome of the suit or reasonably estimate a range of possible loss.

On June 16, 1998, plaintiffs in Andrew Parker and Eric DeBrauwere, et al. v. Time Warner Entertainment
Company, L.P. and Time Warner Cable filed a purported nation-wide class action in U.S. District Court for the
Eastern District of New York claiming that TWE sold its subscribers’ personally identifiable information and failed
to inform subscribers of their privacy rights in violation of the Cable Communications Policy Act of 1984 and
common law. The plaintiffs seek damages and declaratory and injunctive relief. On August 6, 1998, TWE filed a
motion to dismiss, which was denied on September 7, 1999. On December 8, 1999, TWE filed a motion to deny
class certification, which was granted on January 9, 2001 with respect to monetary damages, but denied with respect
to injunctive relief. On June 2, 2003, the U.S. Court of Appeals for the Second Circuit vacated the District Court’s
decision denying class certification as a matter of law and remanded the case for further proceedings on class
certification and other matters. On May 4, 2004, plaintiffs filed a motion for class certification, which the Company
opposed. On October 25, 2005, the court granted preliminary approval of a class settlement arrangement on terms
that were not material to the Company. A final settlement approval hearing was held on May 19, 2006, and on .
January 26, 2007, the court denied approval of the settlement. The Company intends to defend against this lawsuit
vigorously, but is unable to predict the outcome of this suit or reasonably estimate a range of possible loss.

On October 20, 2005, a group of syndicate participants, including BNZ Investments Limited, filed three
related actions in the High Court of New Zealand, Auckland Registry, against New Line Cinema Corporation, a
wholly owned subsidiary of the Company, and its subsidiary, New Line Productions Inc. (collectively, “New Line™).
The complaints allege breach of contract, breach of duties of good faith and fair dealing, and other common law and
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statutory claims under California and New Zealand law. Plaintiffs contend, among other things, they have not
received proceeds from certain financing transactions they entered into with New Line relating to three motion
pictures: The Lord of the Rings: The Fellowship of the Ring; The Lord of the Rings: The Two Towers; and The Lord of
the Rings: The Return of the King. The parties to these actions have agreed that al! claims will be heard before a
single arbitrator, who has been selected, before the International Court for Arbitration, and the proceedings before
the High Court of New Zealand have been dismissed without prejudice. The Company intends to defend against
these proceedings vigorously, but is unable to predict the outcome of the proceedings.

As previously disclosed, in 2005, Time Inc. received a grand jury subpoena from the United States Attorney’s
Office for the Eastern District of New York in connection with an investigation of certain magazine circulation-
related practices. Time Inc. responded to the subpoena and is cooperating with the investigation.

On December 22, 2006, AOL Europe Services SARL (“AOL Luxembourg”), a wholly owned subsidiary of
AQL organized under the laws of Luxembourg, received an assessment from the French tax authorities for
€34 million (approximately $44 million) for value added tax (“VAT”) due in France, including interest, related to
subscription revenues from French subscribers earned from July 1, 2003 through December 31, 2003, The French
tax authorities claim that these revenues are subject to French VAT, instead of Luxembourg VAT, as originally
reported and paid by AOL. The Company intends to defend against this assessment vigorously, but is unable to
predict the outcome of the proceedings. AOL Luxembourg also tould receive similar assessments from the French
tax authorities in the future for subscription revenues earned in 2004 through 2006, which assessment could total up
to €72 million (approximately $34 million), including interest.

In the normal course of business, the Company’s tax returns are subject 10 examination by various domestic
and foreign taxing authorities. Such examinations may result in future tax and interest assessments on the Company.
In instances where the Company believes that a loss is probable, it has accrued a liability.

From time to time, the Company receives notices from third parties claiming that it infringes their intellectual
property rights, Claims of intellectual property infringement could require Time Warner to enter into royalty or
licensing agreements on unfavorable terms, incur substantial monetary liability or be enjoined preliminarily or
permanently fror further use of the intellectual property in question. In addition, centain agreements entered into by
the Company may require the Company to indemnify the other party for certain third-party intellectual property
infringement claims, which could increase the Company’s damages and its costs of defending against such claims.
Even if the claims are without merit, defending against the claims can be time-consuming and costly.

The costs and other effects of pending or future Jitigation, governmental investigations, legal and adminis-
trative cases and proceedings (whether civil or criminal), settlements, judgments and investigations, claims and
changes in those matters (including those matters described above), and developments or assertions by ot against
the Company relating to intellectual property rights and intellectual property licenses, could have a material adverse
effect on the Company’s business, financial condition and operating results.

18. RELATED PARTY TRANSACTIONS

The Company has entered into certain transactions in the ordinary course of business with unconselidated
investees accounted for under the equity method of accounting and with Cormcast, which was a minority owner of
TWC prior to the completion of the TWC Redemption on July 31, 2006. These transactions have been executed on
terms comparable to those of unrelated third parties and primarily include the licensing of broadeast rights 1o film
and television product by the Filmed Entertainment segment, the licensing of rights to carry cable television
programming provided by the Networks segment, and the purchase of programming, primarily at TWC, including
programming provided by Comcast-owned networks with only those cable systems in which Comcast had an
ownership interest during the covered period.
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19. ADDITIONAL FINANCIAL INFORMATION

Cash Flows

Additional financial information with respect to cash (payments) and receipts is as follows:
Year Ended December 31,

2006 2005 2004
(millions)
Cash payments made forinterest . ... $(1,830) $(1,534) $(1,672)
Interest income received . ... .. e 135 230 94
Cash interest payments, Det . .. ... ... $(1,695)  $(1.304) 3$(1,578)
Cash payments made for inCOME taxes. .. .......ovvevennnn. $ (565) § (486) § (483)
Income tax refunds received ... ... o s 34 32 107
Cash tax payments, NEL . .. v vy e v eneeunan oo $ (531) § 404y 3 (376)

The consolidated statement of cash flows does not reflect approximately $120 million of common stock

repurchases included in Other current liabilities, because this amount was not paid at December 31, 2006.
Additionally, the consolidated statement of cash flows reflects approximately $109 million of common stock
repurchases that were included in Other current liabilities at December 31, 2005 but for which payment was not
made until the first quarter of 2006. Noncash financing and investing activities during 2006 included the transfer of
shares of TWC’s common stock, valued at $5.5 billion, as part of the purchase price for the assets acquired in the
Adelphia Acquisition; the transfer of Urban Cable, with a fair vatue of $190 million, in connection with the
Exchange; and the transfer of cable systems with a fair value of $3.1 billion in connection with the Redemptions.

Interest Expense, Net

Interest expense, net, CONSists of:
Year Ended December 31,

2006 2005 2004
{millions)
INEELESt TACOIMIE &+« v v v e e e e et e v et e e n e e am e ee s $ 296 $ 356 0§ 221
INEETESE EXPENSE. .+ o o oo et en v v a i (1,971 (1,622 (1.754)
Total inferest EXPENSe, NEL .. oo oo e v a e $(1,675) $(1,266) $(1,533)

Other Income, Net

(2)

Other income, net, consists of:
Year Ended December 31,

2006 2005 2004
{millions)
Investment gains, et e $1,051 $1.011 $424
Net gain on WMG option .. ... .. iiiioiii e — 53 50
Income on equily method investees . ... ... ... 118 61 36
Losses on accounts receivable securitization programs .. ...... ... (50) (36) (15)
(181417 S L IR 20 36 27
Total other INCOME, MEL .« oo vt s e $1,139 81,125 $522

Includes a poncush pretax gain of $10 million for the year ended December 31, 2006, a noncash pretax loss of S1 million for the year ended December 31 2005,
and anoncash preta luss of $14 million for the year ended December 31, 2004 resulting frony market fluctuations of equity derivative instruments, Also includes
a noacash, pretax charge of $7 million for the year ended Decernber 31, 2006, $16 million Lor the year ended December 31, 2005, and $15 milkion for the year
ended Decernber 31, 2004 to reduce the carrying value of centain investments for other-than-temporary declines im value.
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Other Current Liabil_ities
Other current Habilities consist of:

December 3,

{millions)
ACCTUEA BXPENSES . . . o i ettt e e e e e e $4,972 $4,651
Accrued compensation .. ... ... e 1,382 1,305
AccTued INCOME LAXES. . . . o o it e e e _ 205 157
Total other current liabilities
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of the Company is responsible for establishing and maintaining adequate internal control over
financial reporting (as such term is defined in Rule 13a-15(f) under the Exchange Act). The Company’s internal
control over financial reporting includes those policies and procedures that (i) pertain to the maintenance of records
that. in reasonabie detail, accurately and fairly reflect the transactions and dispositions of the assets of the Company;
(ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with autherizations of management and directors of the Company; and
(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the Company’s assets that could have a material effect on the financial statements,

Internal control over financial reporting is designed to provide reasonable assurance to the Company’s
management and board of directors regarding the preparation of reliable financial statements for external purposes
in accordance with generally accepted accounting principles. Internal control over financial reporting includes self-
monitoring mechanisms and actions taken to correct deficiencies as they are identified. Because of the inherent
limitations in any internal control, no matter how well designed, misstatements may occur and not be prevented or
detected. Accordingly, even effective internal control over financial reporting can provide only reasonable
assurance with respect to financial statement preparation. Further, the evaluation of the effectiveness of internal
control over financial reporting was made as of a specific date, and continued effectiveness in future periods is
subject to the risks that controls may become inadequate because of changes in conditions or that the degree of
compliance with the policies and procedures may decline.

Management conducted an evaluation of the effectiveness of the Company’s system of internal control over
financial reporting as of December 31, 2006 based on the framework set forth in “Internal Control — integrated
Framework” issued by the Committee of Sponsoring Organizations of the Treadway Cominission. Based on its
evaluation, management concluded that, as of December 31, 2006, the Company’s internal control over financial
reporting is effective based on the specified criteria.

Management's assessment of the effectiveness of the Company’s internal control over finangial reporting has
been audited by the Company’s independent auditor, Ernst & Young LLP, a registered public accounting firm, as
stated in their report at page 198 herein.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of
Time Warner Inc.

‘We have audited the accompanying consolidated balance sheets of Time Warner Inc. (“Time Warner”) as of
December 31, 2006 and 2005, and the related consotidated statements of operations, shareholders’ equity and cash
flows for each of the three years in the period ended December 31, 2006. Our audits also included the Financial
Statement Schedule II and Supplementary Information listed in the index at Item 15(a). These financial statements,
schedule and supplementary information are the responsibility of Time Warner’s management. Our responsibility is
to express an opinion on these financial statements, schedule and supplementary information based on cur audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Time Warner at December 31, 2006 and 2005, and the consolidated results
of its operations and its cash flows for each of the three years in the period ended December 31, 2006, in conformity
with U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement schedule
and supplementary information, when considered in relation to the basic financial statements taken as a whole,
present fairly in all material respects the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, as of January 1, 2006, Time Warner adopted
Financial Accounting Standards Board Statement No. 123 (revised 2004), Share-Based Payment, and changed its
method of accounting for certain programming inventory costs, both using a retrospective method, Additionally, as
of December 31, 2006, Time Warner adopted Financial Accounting Standards Board Statement No. 158, Employ-
ers’ Accounting for Defined Benefit Pension and Other Postretirement Benefits.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Time Warner’s internal control over financizl reporting as of December 31,
2006, based on criteria established in Internal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated February 22, 2007 expressed an
unqualified opinion thereon.

Ernst & Young LLP

New York, New York
February 22, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of
Time Warner Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting, under Item 9A, that Time Warner Inc. (“Time Warner”) maintained effective
internal control over financial reporting as of December 31, 2006, based on criteria established in Internal
Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Com-
mission (the COSO criteria). Time Warner’s management is responsible for maintaining effective internal control
over financial reporting and for its assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessinent and an opinion on the effectiveness of Time
Warner's intemal control over financial reporting based on our audit.

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

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

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

In our opinion, management’s assessment that Time Warner maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on the COSO criteria.
Also, in our opinion, Time Warner maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets as of December 31, 2006 and 2005, and the relatzd consolidated
statements of operations, shareholders’ equity, and cash flows for each of the three years in the period ended
December 31, 2006 and our report dated February 22, 2007 expressed an unqualified opinion thereon.

Ernst & Young LLP

New York, New York
February 22, 2007
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The selected financial information set forth below for each of the three years in the period ended December 31,
2006, has been derived from and should be read in conjunction with the audited financial statements and other
financial information presented elsewhere herein. The selected financial information set forth below for the year
ended December 31, 2003 has been derived from audited financial statements not included herein. The selected
financial information set forth below for the year ended December 31, 2002 has been derived from unaudited
financial statements not included herein. Capitalized terms are as defined and described in the consolidated
financial statements or elsewhere hergin. Certain reclassifications have been made to conform to the 2006
presentation.

Years Ended December 31,
2006 2005 2004 2003 2002
(millions, except per share data)

Selected Operating Statement [nformation:

Revenues:

Subscriplion . . ... ... e $23.702  §$21,581 521,027 §$19916 $18475

Adverising . . . .. ... e e 8515 7.564 6,904 6,075 5,894

CONEBNL . . oo e e e 10.769 12,075 11,904 11,069 9,848

Olher. . . e 1,238 1.181 1,158 1,464 1,799
Total revenmues . .. ... .. e 44224 42 401 40,993 38,524 36,016
Operating income (lossY™ . .. . . ... L 7.362 3,984 5.502 4416  (38,058)
Interestexpense. Mel. . . . . ... ..t e e e e (1,675) (1,266} (1,533) (1,734) (1,624)
Other income {expense), net™ . .. L 1,139 1,125 522 1,200 (2,337
Income (lnss) before discontinued operations and cumulative effect of

accounting change . .. .. ... ... ... 5114 2,548 2,840 2,683 (41,857}
Discontinued operations, net of tax . . . . ... ... ... 1413 123 234 (505) (2,251)
Cumnulative effect of accounting change™ . ... ... ... .. ... ... 25 — 34 {12)  (54,135)
Netincome (0SS) . . ..ottt e e e 6,552 2671 3,108 2,166 (98,243)

Per share of common stock:
Basic income (loss) per commaon share before discontinued operations and

cumulative effect of accounting change . ... ........ ... ... .. ... $ 122 % 055 3 062 $ 060 3 (940)
Giscontinued operations. . . . ... .. ... e 0.34 0.02 0.05 (0.12) (0.50)
Cumulative effect of accounting change . .. .......... .. ......... 0.01 — Q.01 — (12.15)
Basic net income (loss) percommon share . ... ... ... ... ... ... ... $ 157 § 057 3 068 $ 048 § (2205
Diluted income {loss) per common share before discontinued operations and

cumulative effect of accounting ¢hange . . .. ..., ... ... . ....... $ 121 $ 054 3 060 % 058 § (940
Discontinued OPeralions. . . . . . ... ittt e 0.33 0.03 0.05 0.11) (0.50)
Cunmulative effect of accounting change . . ... ................... 0.01 — 0.01 — (12.15)
Diluted net income (loss) per common share . . . .................. $ 155 § 057 § 066 $ 047 $ (2205

Average common shares:
Basic. . ... e e e 4,182.5 4,648.2 4,560.2 4.506.0 4,454.9
Diluted . ... e 42248 47100  4,694.7 4,623.7 4,454.9

W 2006 includes a $769 million gain un the sales of AGL's U.K. and French access businesses, $13 million of noacash impairments, a $3 million gain from the
resnlution of a previcusly contingent gain related to the 2004 sale of NSS, a 3200 million noncash goodwill impairment charge retated to The WB Network., a
$5 million gain related vo the sale of a non-strategic magazine title, a $20 miltion gain on the sale of two aireraft, $650 million in legal reserves related to securities
litigation and $55 million in net expenses related to securities litigation and government investigations. 2005 inctudes a $24 million noncash impairment charge
related to goodwill associated with AQLA, an approximate $5 million gain related to the sate of a building, a $5 million gain from the resolution of a previously
contingent gain related to the 2004 sale of NSS, an $8 million gnin related 10 the collection of a loan made in conjunction with the Company's 2003 sale of Time
Life, which was previously fully reserved due to concerns aboult recoverability, a $5 million gain related to the sale of a property in California and $3 billion in
legal reserves related ta securities litigation and $135 million in net recoveries related w securities litigation and the government investigations. 2004 includes a
$19 million impairment charge related 1o a building that was held for sale, a gain of $13 million related to the sale of AOL Japan, a $7 million gain rclated 1o the
sale of NS§. an approximate $7 million loss related 1o the safe of the winter sports (cam, an $8 million gain related 1o the sale of a building, $510 million legal
reserves related to the government investigations and $26 million in net expenses related to securities litigation and the government investigations. 2003 includes
a $43 million gain related to the sale of consolidated cinemas in the UK., a $29 million loss on the sale of Time Life and a noncash charge 1o reduce the carrying
value of goodwill and other intangible assets of $219 million in 2003 and $42.511 hillion in 2002. Also includes merger-related costs and restructurings of
$400 miltion in 2006, $117 million in 2005, $50 millton in 2004, $105 million in 2003 and $327 million in 2002. 2004 also includes $53 million of costs
associated with the relocation from the Company’s former Corporate Headquarters. For the year ended December 31, 2005, the Company reversed
approximately $4 miilion of this charge, which was no longer required due to changes in estimates,

®  fncludes net gains of $1.051 billion in 2006, $1.01 1 billion in 2005, $424 million in 20¢4 and $580 million in 2003 primarily related to the sale of investments and

net losses of $2.075 billion in 2002 primarily related 10 noncash pretax charges to reduce the carrying value of certain investments that experienced

ather-than-temporary declines in market value. In addition, 2005 includes a $53 million net gain related 1o the sale of the Company’s option in WMG and 2004

includes a $50 million fair value adjustment related to the Company's option in WMG (Note 4).

[ncludes a noncash benefit of $25 million in 2006 as the cumulative effect of an accounting change upon the adoption of FAS 123R to recognize the effect of

estimating the number of awards granied prior to January 1, 2006 that are ultimatcly not expected to vest, a noncash benefit of $34 million in 2004 as the

cumulative effect of an accounting change in connection with the consolidation of AOLA in 2004 in accordance with FIN 46R, a noncash charge of $12 million in

2003 as the cumulative effect of an accounting change in connection with the adoption of FIN 46 and a noncash charge of $54.235 billion in 2002 as the

cumulative effect of an accounting change in connection with the adoption of FAS 142 (Note 1)

(]
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As of December 31,
2006 2005 2004 2003 2002
(millions, except per share data)

Selected Balance Sheet Information:
Cash and equivalents .................... $ 1549 $ 4220 $ 6,139 § 3040 § 1,730
TOtal ASSELS . .o v v i 131,669 122,744 123,453 122,021 115,673
Debt due within one year . ................ 64 92 1,672 2,287 155
Mandatorily convertible preferred stock. ... ... — — 1,500 1,500 —
Longtermdebt. . ..... .. ... .. i 34,933 20,238 20,703 23,458 27,354
Mandatorily redeemable preferred membership

units issued by a subsidiary . ............. 300 — — -— —_
Shareholders’ equity . . .......... AP 60,389 65,105 63,208 58,712 55,212
Total capitalization . . .. .................. 95,686 85,435 87,173 85,957 82,721
Cash dividends declared per share of common

stock ... e 0.21 0.10 —_ — —
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The following table sets forth the quarterly information for Time Warner:

2w6(l)ib)ﬁt)

Revenues:
Subscription . ... ... . e
Advertising. . ... ... i e e DR
L) 1T
Other . .. e e

Total tBVenUES . .. . e s
Operating INCOME . . .. ..\ttt i i ie e
Income before discontinued operations and cumulative effect of
accounting change . . ... ... ... .
Discontinued operations, netoftax . .....................

Income before cumulative effect of accounting change .. ... ...
Cumulative effect of accounting change. . ... ..............

NetInCOME., - . .o e e e e e
Basic income per common share before discontinued operations
and cumulative effect of accounting change . ... ..........
Basic income per common share before cumulalive effect of
accoumting change . . ... L
Diluted income per common share before discontinued operations
and cumulative effect of accounting change ... ...........
Diluted tncome per common share before cumulative effect of
accounting change . .. ... .. ... L
Net income per share — basic . ........... ..c.ouovnrn..
Net income per share — diluted . ... ... ... ..............
Cash provided by operations. . . ... ... ... ... ... ...
Common stock —high ... ... ... ... . ...
Common stock — low . .. .. .. .. i e

zmsth)(d)

Revenues:
Subscription .. ... ... .. e e e
Advertising . ... .. .. e
oMM . . ot it e e e e
Other . . e e e e

Total revenues .. ... ... ... ... e
Operating income (1088}, . . .. ... i e
tncome (loss) before discontinued operations ... ... ... ..
Discontinued operations, net of lax .. .. ... e e

Netincome (J0SS) .. ..ot i i e et

Basic income (loss) per common share before discontinued
OPErations . . . . ..o i e

Diluted income (loss) per common share before discontinued
OPEralioNS . . . . . vttt e

Net income (loss) per share —basic .....................
Net income (loss) per share —dilwted .. .. ........ ... ...
"Cash provided (used) by operations . ... .. ... ... ...l
Common stock—high . ......... ... ... ... .. ... .....
Commonstock —low ... ... ... . .. . . i i

See notes on following page.
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Quarter Ended

March 31, June 30, September 30, December 31,
(millions, except per share data)
$ 5,505 $ 5,681 $ 6,148 $ 6,368
1,794 2,230 2,060 2,431
2,756 2,306 2,388 3,319
272 302 316 348
10,327 10,519 10,912 12,466
1,835 1,751 1,667 2,109
1,179 R44 1,361 1,730
259 170 961 23
1,438 1,014 2,322 1,753
25 — — —
1,463 1,014 2,322 1,753
0.26 0.20 0.34 0.44
0.32 0.24 0.57 044
0.26 0.20 0.33 0.43
032 0.24 0.57 0.44
.33 0.24 0.57 0.44
0.32 0.24 0.57 0.44
2,347 1,810 2,413 2,028
18.74 17.75 18.89 22.25
16.56 16.50 15.70 18.07
0.05 0.05 0.055 0.055
$ 5339 $ 5460 $ 5378 $ 5,404
1,637 2,007 1,762 2,158
2,976 2,674 2,82 3,604
257 284 283 357
10,209 10,425 10,244 11,523
1,648 (1.349) 1,649 2,036
292 (442) 827 1,271
27 37 26 33
919 (405) 853 1.304
0.19 (0.09) 0.18 0.27
0.19 (0.09) 0.18 0.27
.20 (0.09) 0.13 0.28
0.19 (0.09) 0.18 0.28
1,832 1.600 2085 (640)
19.64 18.25 19.00 18.53
16.86 16.54 16.10 16.74
— — 0.05 0.05




TIME WARNER INC.
QUARTERLY FINANCIAL INFORMATION (Continued)
{(unaudited)

Notes 10 Quarterly Financial Information

(a)

(b)

(c

—

@

Time Warner's operating income per commeon share in 2006 has been affected by centain significant transactions and ather ilems affecting comparabitity, These
items consisted of (i) a $200 million noncash goodwill impairment charge related 1o The WB Network during the third quarter and $13 million of noncash
impairments during the founth quarter, {ii} the following restructuring and merger-related costs: $30 million in net restructuring costs during the first quarter,
$102 miltion in net restructuring costs during the second quarter, $73 million in net restructuring costs during the third quarter and $195 million in net
restructuring costs during the fourth quarter (Note 14), (iii) net gains from the disposal of conselidated assets of $22 million in the first quarier and 5774 million in
the fourth quarter, (iv) $50 million in legal reserves related to securities litigation and $21 million in net recoverics refated 1o sceurities licigation and the
governmen! investigations in the first quarter, $32 million in net expenses related 1o securities litigation and government investigations in the second quarter,
$29 million in net expenses retated to securities kitigation and the government investigations in the third quarter, $600 million in legal reserves related to securities
litigation and $15 million in net expenses related 10 securities litigation and the government investigations in the fourth quartzr,

Per commen share amounts for the quarers and full years have coch been calculated separately. Accordingly, quanterly amounts may ot add to the annual
amounts because of differences in the average common shares outstanding during each period and, with regard 10 diluted per common share amounts only,
because of the inclusion of the effect of potentially ditutive securities only in the periods in which such cffect would have been dilutive.

In the third quarter of 2006, the Company presented the Transferred Systems as discontinued operations, resulting in a reduction of Operating Income of
$54 million and $56 millicn for the guarters ended March 31, 2006 and June 30, 2006, respectively, from amounts previously reported,

Time Wamer's operating income pes commeon share in 2005 has been affected by certain significant iransactions and other items affecting comparability. These
jtemns consisted of (i) a $24 million noncash impairment chatge related 1o goodwill associated with AOLA, (if) the following restructuring and merger-related
costs: $12 million in net restructuring costs during the first quarter, $11 million in net restructuring costs during the second quaster, $5 million in restructuring
cosls during the third quarter and $89 million in net restructuringt costs during the fourth guarter (Note 14), (jii) net gains from the disposal of consolidated assels
of $10 miltion in the first quarter, S8 million in the second quarter, and $5 million in the fourth quarter, (iv) $6 million in net expenses related to securities
litigation and the government investigations in the first quarter, $3 billion in legal reserves related to securities litigation and 83 mrillion in net expenses related to
securities litigation and the govemment investigations in the second quarter, $16 mitlion in net expenses related 1o securities litigation and the government
investigations in the third quarter, and $160 million in net recoveries related o securitics [itigation and the gevermment investigations in the fourth quarter.
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COMPARISON OF CUMULATIVE TOTAL RETURNS

The chart below compares the performance of the Company’s Common Stock with the performance of the
S&P 500 Index and two peer group indices (consisting of the Former Peer Group Index and the New Peer Group
Index) by measuring the changes in common stock prices from December 31, 2001, plus reinvested dividends and
distributions through 2006.

The common stock of the following companies is inctuded in the Former Peer Group Index: Comcast
Corporation (Class A), Cox Communications, Inc. (Class A) (through December 8, 2004, the last date on which its
shares were publicly traded before the conclusion of a cash tender offer), The McGraw-Hill Companies. Inc., News
Corporation (Class A), CBS Corporation (formerly known as Viacom Inc.) (Class B), The Walt Disney Company
and Yahoo! Inc.

Due to changes in the Company’s businesses (including the divestiture of certain assets) and changes involving
some of the companies in the Former Peer Group Index, the Company re-evaluated its peer group index and created
the New Peer Group Index consisting of the common stock of the following companies: Cablevision Systems
Corporation (Class A), CBS Corporation (Class B), Comcast Corporation (Class A). Meredith Corporation, News
Corporation (Class A), Viacom Inc. (Class B} (“New Viacom"), The Walt Disney Company, and Yahoo! Inc. Cox
Communications. Inc. is not included in the New Peer Group Index because it no longer has publicly traded equity
securities. The McGraw-Hill Companies. Inc. is not included in the New Peer Group Index due to the decreased
relevance of the book publishing business to the Company’s lines of business following the Company’s sale of the
Time Wamner Beok Group to Hachette Livre SA in March 2006. Cablevision Systems Corporation and Meredith
Corporation have been added to the New Peer Group Index to better reflect the Company's involvement in the cable
and magazine publishing businesses, respectively. New Viacom was created on December 31, 2005 by the
separation of the company formerly known as Viacom Inc. into two publicly held companies, CBS Corporation and
New Viacom. New Viacom is included in the New Peer Group Index from January 3, 2006, the date on which New
Viacom's Class B common stock began to trade publicly. CBS Corporation is included in the New Peer Group index
for all periods.

In accordance with SEC rules. the Company created the New Peer Group Index with which to compare its
stock performance because there is not a relevant published industry or line-of-business index. The New Peer Group
Index reflects the Company’s selection of companies that have lines of business similar to its own. Because the
Company has a broad mix of major media. cable. Internet and entertainment businesses and other public companies
are not engaged in all of these businesses, the group of companies cannot precisely mirror the Company’s businesses
or reflect a weighting of those businesses that matches the relative contributions of each of the Company’s business
units to the Company's performance. Each of the companies included in the New Peer Group Index engages in only
some of the businesses in which the Company is engaged and some are also engaged in businesses in which the
Company does not participate.

The chart assumes $100 was invested on December 31. 2001 in each of the Company’s Common Stock. the
S&P 500 Index. the Former Peer Group Index and the New Peer Group Index and reflects reinvestment of dividends
and distributions on a monthly basis and quarterly market capitalization weighting. The Company began paying a
quarterly dividend of $0.05 per share commencing with the third quarter of 2005 through the second quarter of
2006. The Company increased the dividend and paid a quarterly dividend of $0.055 per share during the third and
fourth quarters of 2006.
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INVESTOR INFORMATION

SHAREHOLDER SERVICES
Registered sharehalders [who
hold shares in their name] with
questions or seeking services,
including change of address,
lost steck certificate, transfer of
stock to another person and
other administrative services,
should contact the Transfer
Agent at:

Computershare Trust
{ompany, N.A.

PO Box 43023

Providence, Rt 02940-3023
800-254-5183

From outside the U.S.:
781-575-4593

Weh site:
www.computershare.com

Beneficial shareholders

{wha hald their shares through
brokers) should contact the
broker directly onall
administrative matters,

FINANCIAL & OTHER
COMPANY INFORMATION
Copies of Time Warner Inc's
financial information, such

as this Annual Report to
Stockholders, Annual Report on
Form 10-K filed with the
Securities and Exchange
Commission [SEC), Quarterly
Reports on Form 10-0, and Proxy
Statement, may be ordered,
viewed or downloaded on the
company's Web site;

www. timewarner.com/investors.

Alternatively, you can order
copies, free of charge, by calling
tol! free BBE-INFO-TWX.

COMMON STOCTK

Time Warner Inc, common stock
is [isted on the New York Stock
Exchange under the ticker
symbol “TWX."

As of February 20, 2007, there
were approximately 3.8 billion
shares outstanding [including a
special class of cammon stock).

As of February 20, 2007, there
were approximately 51,400
sharehalders of recard.

2006 STOCK PRICE
PERFORMANCE

High: $22.25
Low: $15.70
Close [12/29/06): $21.78

PUBLIC BEBT SECURITIES

Foralist of the company’s
public debt securities and each
respective security’s trustee
information, please refer to the
public debt securities section
of the company's Web site:

www.timewarner.com/investors.

ANNUAL MEETING OF
STOCKHOLDERS

The Annual Meeting of
Stackhoiders wili be held
on Friday, May 18, 2007,
beginning at 10:00 a.m., local
lime. The meeting will take
place in the Steven J. Ross
Theatre at the Warner Bros.
Studios, 4000 Warner
Boutevard, Burbank, CA,

NUMBER OF EMPLOYEES
More than 92,000 waridwide
atJanuary 1, 2007

INDEPENDENT AUDITORS
Ernst & Young LLP

TIME WARNER INC. CONTACT
INFORMATION

Corporate Headquarters
Time Warner Inc.

(IneTime Warner Center

New York, NY 10018-8016
212-484-8000

Time Warner Corporate
Website:
www.timewarner.com

INVESTOR RELATIONS
Time Warner Inc,

One Time Warner Center
New York, NY 10019-8016
BB6-INFO-TWX

e-mail: ir@timewarner.com

MEDIA & PRESS
COMMUNICATIONS

Time Warner Inc.

OneTime Warner Center
New York, NY 10019-8016
212-484-7492

CERTIFICATIONS

Time Warner has filed with the SEC as exhibits to its Annual Repart an Form 10-K for the year ended Dacember 31, 2006, the certification af each af its Chief
Executive Officer and Chief Financial Officer required by Sectien 302 of the Sarbanes-Oxley Act. In addition, Time Warner has submitted to the New York Stock
Exchange the required certification of the Chief Executive Officer with respect to Time Warner's compliance with the New York Stock Exchange's corporate

governance fisting standards.

CAUTION CONCERNING FORWARD-LOGKING STATEMENTS
This document includes certain “forward-fooking statements” within the meaning of the Private Securities Litigation Reform Act of 1995, These statements
are based on management's current expectations and are subject to uncertainty and changes in circumstances. Actual results may vary materially from

the expectations contained herein due to changes in economic, business, competitive, technological, strategic and/or regulatery factors, More detailed
information about those factors is set forth in fifings by Time Warner with the SEC, including Time Warner's most recent Annual Report on Form 10-K and any
subsequent Quarterly Reports on Form 10-0.Time Warner is under no ebligation 1o (and expressly disclaims any such obligation to} update er alter its farward-
looking statements, whether as a result of new information, subseguent events or otherwise.

CORPORATE PUBLICATIONS

Copies of Time Warner's Annual Report on Form 10-K for the year anded December 31, 2006 (excluding exhibits thereta), are available without charge upon
written request to Time Warner Inc., One Time Warner Center, New York, NY 10019-8016, Attn: Investor Relations, or by e-mai! to ir@timewarner.com. The
Annual Report on Form 10-K and Time Warner's Quarterly Reports on Form 10-0, as weil as certain other documents filed with the SEC, ase available onthe
company’s Web site at: www.timewarner.com/secfilings and on the SEC’s Web site at www.sec.gov.,

TRADEMARK INFORMATION

Alltrademarks and service marks referenced herein are awned by the respective trademark or service mark owners.
©2007 Time Warner Inc. Published 2007,
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TimeWarner

SIGN UP TO RECEIVE SHAREHOLDER

DOCUMENTS VIA E-MAIL

We urge you to register to receive future Time Warner shareholder materials via
e-mail. That way, going forward when the company distributes shareholder materials,
you will receive an e-mail linking you to these materials online. You'il also be able to

submit your proxy online.

By registering to receive shareholder materials via email, you will receive information
more quickly and in a more convenient form than regular mail. In addition, sending the
documents electronically helps Time Warner reduce printing and postage expenses.

For more information and to sign up for electronic delivery, please visit our Web site

at: www.timewarner.com/electronicdelivery.

TIME WARNER iNC.
NYSE:TWX
www.timewarner.cem

CORPORAYE HEADOUARTERS
One Time Warner Center
New York, NY 10019-8016

GENERAL
212-484-8000

INVESTOR RELATIONS
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866-463-6899
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www timewarner.com/investors
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