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CHARMAN'S LETTER

Dear shareholders,

hanks to the efforts of employees and the
savings of the shareholders, it has been
possible to restructure the Company after
several difficult years and it can now be stated
that the results of these effort are berng gather. Today,
Telefénica /s a financially stable, industrially active and
innovative Company, providing the new services and
demands of a modern country with a greater presence
in the world than ever before. Statement of Profit and
Loss and Balance Sheet trends, the progress of the
Company’s shares on the Stock Exchange and the
number of telephones and new services in our country,
are proof that the targets set by the present Company
Management when appointed are being achieved.

We also have data showing that the general economy of
our country is reflecting its improved situation on the
telecommunications world: at the present time,
telephone demand is much higher than in recent years.

| should like the shareholders to know that Telefénica
s presently ready for a new leap forward in its
performance as a Company and in its efficiency as a
public service.

A few figures will allow you to briefly understand why
we can face up to the future with optimism, on the basis
of the solid foundation that we have laid during these
three years.

By the end of 1985 the number of telephones and lines
was 14,258,928 and 9,340,458, respectively, as opposed
to 12,820,190 and 8,017,695 in 1982. The number of
telephones per 100 inhabitants rose from 34 to 36.6.

But qualitative changes have taken place, apart from
purely quantitative developments. The degree of
automation is 99.5%, there are 787,800 semielectronic
and 164,320 electronic lines, not only improving quality
but allowing new services to be offered, such as detailed
billing, call waiting, three-way calling and a long list of
other facilities.

Telematic services are spreading: }z;)o/nt- to-point data
transmission, transmission over the switched telephone
network, coded alarmes, telefax, teletex, dataphone, etc.
with an increasing growth rate for the IBERPAC and
X-25 public data transmission network, while business
communications services and the IBERCOM
multi-service and multi-user network are being defined.

At the same time, electronic exchanges and lines are
becoming commonpiace, optical fibre is starting to make
an appearance for both trunk lines and submarine
cables. There are presently 93 kilometres of overland
optical fibre cable and over 125 kilometres of submarine
cable, with the particularity that OPTICAN, laid between
the two large Canary Islands, is the world's first
submarine cable with repeaters in very deep water.

The aéy/oearance of optical fibre and satellites make it
possible to transmit voice, data and video over the same
channel and initiate a new stage with tremendous
possibilities in the world of telecommunications.

Telefénica owns the world's third largest submarine
cable network covering 31,000 Km. In 1984, Meridian
was inaugurated and negotiations are in progress for the
optical fibre submarine network to interconnect the
Mediterranean and Atlantic submarine systems, for
construction in the period 1990-92.

However, Telefénica, apart from being a utility
company, is also the head of an industrial group. One
consequence on th/sTpo//'c is the creation of joint
ventures with AT&T to design and manufacture 1.75
micron custom chips, with Corning Glass to produce
optical fibre, with Fujitsu to develop and manufacture
computers; with SyScam, for digital mapping and with
Philips, for mobile telephony. .

Similarly, Telefénica Js participating in the European
Silicon Structures (ES gé’orojea‘, which will design and
manufacture short proauction runs of custom integrated
circuits.

Despite being the head of a major group of commercial
and services companies, Telefonica has no ambition as
an industrial holding company. The first sign of this

olicy took place with the offer of shares in AMPER to
@elefénica shareholders at a price of 150%, together
with the subsequent tender of a further package of
shares on the Madrid Stock Exchange, at which shares
were awarded to applications priced between 315% and
500%, with the resulting average price of 343.9%.

Telefénica /s having major international successes
with products employing national technology and some
Group Companies are marketing Spanish patented
products on international markets. This is the case of
Tesys, the packet switching ez fment, which has been
sold in Argentina, Canada, US.A., UK. and Tunisia, has
been selected by the 1Bl and is being offered in various
European tenders.

In order to be able to make its service, industry and
technology policy a reality, the new Telefénica
Management adopted strict financial restructurin,
measures, that can basically be summarised as follows:

— Cost restraint,

— Active financial policy, based on successive capital
increases and debt diversification.”

= //4fdapz‘at/on of depreciation rates to telephone plant
ife.

— Strong growth in the ratio of self-financing to
investment, that will continue to increase in the
future.

The improvement obtained in the latter demonstrates



the major effort made, rising from 50.9% in 1962 to
66.6% in 1965.

The result of this important growth in self-financing,
together with the policy of successive capital increases
has been that major repayments have enabled debt
structure to be improved and working capital to be
reorganised,

In order to reduce the effort requested of its
shareholders and national savings and to transform debt
into ei_u/ty, Telefénica obtained listings on foreign
Stock Exchanges in 1985, after complying with the strict
controls on the external auditors and the Stock
Exchanges themselves. Telefénica shares are
presently listed on the Stock Exchanges of London,
Tokyo, Frankfurt and Paris, with excellent turnover
levels that in some cases even exceed turnover on the
Spanish Stock Exchanges.

But | will not cease to emphasize that Telefénica has
achieved these successes because its employees have
made the effort, although many controversies remain

that are common to times of crisis, and shareholders
have been capable of maintaining Telefénica
investment activity with their savings. To all of them,
now that the end of the long tunnel of the Spanish
economic crisis is visible, | should like to express my
gratitude and absolute confidence that the coming years
will witness new successes for our Company and even
greater improvements in our internal organization and
presence in the world.

Luis Solana

Chairman of the Board of Directors
of the Compania Telefénica

Nacional de Espaia

HIGHLIGHTS

ITEMS 1984 1985 % 85/84
Number of telephones 13,825,459 14,258,928 3.1
Telephones per 100 inhabitants 358 36.6 22
Lines in service 8,881,727 9,340,458 52
Applications pending 266,979 252,762 =543
Trunk calls (thousands of units) 2,565,816 2,819,679 9%
Trunk calls per subscriber 288.7 301.9 4.6
Automatic trunk calls (%) 98.8 99.1 0.3
Outgoing international calls
(thousands of units) 78,402 87,220 12.5
Automatic international calls (%) ST 97.4 0.2
Number of permanent staff 66,781 66,661 —0.18
Investment in fixed assets for the year
(millions of pesetas) 175417 187,881 7.1
Value of telephone equipment and installations
(millions of pesetas) 2,258,886 2,525,314 [1.8
Share capital (millions of pesetas) 320,416 360,468
Revenue from services (millions of pesetas) 349,226 393,506

~
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TARGET YEAR 1990

n order to draw up a future
strategy without forgetting pres-
ent activities, Telefénica has
considered a target year of 1990,
defined by corporate objectives
and lines of action, to create a
flexible Company, capable of
quickly responding to the de-
mand for telecommunications
services from a modern society.

The fast rate of technological change, social and
economic trends with demand more orientated to
business areas, E.E.C. membership, proposed mo-
difications to legislation, etc. are some of the var-
iables leading to an increasingly dynamic situation.

N~
En linea con Europa.

Telefonica

With this poster, Telefénica joined in the Institutional
Bilfboard Advertising Campaign programmed to celebrate
Spain’s membership of the EE.C.



In this respect the intention is to eémploy proper
management facilities, taking the action necessary
to appraise risks and exploit opportunities so as to
ensure an acceptable profitability.

Consequently, it was necessary to define an
overall corporate objective that, to ensure the re-
quired agility and flexibility, firmly place it in the
market while continuing the financial restructuring
policy already initiated and paying special attention
to two basic aspects: improving the operating mar-
gin and the ratio of gross sales to total assets,
while increasing the self-financing rate.

With this global approach, various objectives
are developed for sectors of the different Organi-
zation Units, intercoordinated on the basis of a
fundamental market-network-technology-indust
action sequence, guided by parameters of flexibil-
ity, profitability, agility and service, and backed up
by the suitability of financial and human resources.

The aim is to seek a dynamic market position,
even anticipatinE demand for new services, thus
contributing to the economic recovery and modern-
ization of the country.

To achieve these goals the Company is neces-
sarily promoting the incorporation of advanced
technology in order to modernise infrastructures
and adapt them to the future ranges of service de-
manded by users, while optimising existing ones.
The foundation of this modernization will be the
cration of major communications hi1ghways that
will serve as a support for all kinds of information
and will facilitate transmission to different points of
the country. This modernization includes more in-
telligent terminals, suitable for any type of informa-
tion, without forgetting expansion of the tele-
phone service to rural areas, thanks to agreements
with the relevant Authorities.

This set of objectives will be complemented
with technical improvement in materials and
procedures involved in the installation and main-
tenance of equipment, particularly the human re-
sources, coordinating the progress of Telefonica
with the training and greater integration of staff in
corporate objectives.

The challenge of new technologies and new
concepts of society, to%ether with Spain's member-
ship of the European Economic Commnunity, ob-

liges the Company to have its own technology,
that is competitive in other markets.

Telefénica’'s response to this challenge has
been made obvious with the creation of the new
Research and Development Centre, participation
in projects such as RACE, ESPRIT, etc. and the
signing of agreements with AT&T, Fujitsu, SysScan,
Corning Glass and Pacific Telesis, to mention the
major technological partners.

International projection is reinforced with the
application for acceptance of the laboratories in
the European homologation system and with the
presence of Telefénica and its Group in the inter-
national market.

With respect to industrial policy, in its day, Te-
lefénica, as a service company, sponsored an in-
dustrial sector that supported the availability of
these services, thus boosting technological progress
and making up for low private investment.

On completing this essential stage, future objec-
tives are based on promoting an open participa-
tion policy and on managing grocurement capacity
in as diversified a way as possible.

This approach seeks to promote private invest-
ment in telecommunications technologies while ca-
talysing the search for foreign markets for pro-
ducts developed with domestic technology, so as
to strengthen market and product diversification in
the industrial companies.

From the planning point of view, 1985 has been
marked by the application of a new process, based
on analysis of foreseeable variations to legal frame-
works, technologies and demands for domestic
and international services, that has meant incorpo-
rating strategic concepts to Telefénica's activities,
in order to convert it into a flexible company cap-
able of facing up to market challenges.




MAIN PARAMETERS

|. TELEPHONE SERVICE

SERVICE PARAMETERS 31-12-84 31-12-85 31-12-90

No. of telephones/|00 inhabitants 358 36.6 428
Lines in service (thousands) 8,88l 9,340 11,529

12 — Automatic 8,814 9,290 11,529

— Manual 67 50 —

Applications pending (thousands) 266.9 253 120
Public Service Telephones (PST) 13,000 13,770 15,459
Telephone density, lines/ 100 inhab. 23.0 238 289
Degree of automation (%) 99.2 99.5 100
No. of homes with telephone (%) 49.8 522 64.6
New local zones to be formed 538*
Trunk calls (millions/year) 2,565.8 2,820 3,597
No. of trunk lines (thousands) 217.1 2288 283.5
European automatic service connected subscribers (%) 99.6 99.7 100
Intercontinental service automation (%) 80 84 90
Public telephones (coin operated public and

regular telephones)

*Correspond to accumulated data for /986-90

51,466

63,923

128,026




(08)

INSTALLATIONS 31-12-84 31-12-85 31-12-90
Local lines installed (thousands) 9,989.9 10,313 12,400
— Automatic (% of those installed) 9,912.0 10,263 12,400
(99.2) (99.5) ~ (100)

— Electronic (% of automatic) 127.0 185 1935
(1.3) (1.8) (15.6)
— Conventional and semi-electronic 9,785.0 10,078 10,465
(% of automatic) (98,7) (98.2) (84.4)

— Manual (% of those installed) 779 50 -

(05)

BASIC INFRASTRUCTURE 31-12-84 31-12-85 31-12-90
Coaxial cable (Km.) 9,933 10,112 10,394
Optical fibre (Km.) — 93 8,677




2. TELEMATICS AND OTHER SERVICES

TELEMATICS

IBERCOM (Business Communications Services) (lines)

31-12:84 | 31-12-85 31-12-90

TELETEX terminals (in service) - 25 13,629
VIDEOTEX terminals (in service) 121 244 18,060
DATAPHONE terminals (in service) 809 4,584 73,877
TELEFAX terminals (in service) 1,532 2,184 12,223
DATA TRANSMISSION CONNECTIONS:

— Switched telephone network 7,955 9811 17,361

— Telegraphy and telex 42,753 46,21 | 60,000

— Dedicated D/T circuits 25,125 27,484 46,000
Iberpac network connections 21,316 25,070 58,701
Telealarm connections 14,351 28,356 44,930

~ OTHER SERVICES 3-12-84 | 31-1285 | 31-1290

No. of Automatic Mobile Telephones
(including Vehicle Automatic Telephones) 1,291 1,898 32,000
RADIO PAGING SYSTEM subscribers - - 34,380
MESSAGE PAGING SYSTEM subscribers 11,437 12,088 22,200
AUDIO CONFERENCING:

— High quality rooms — - 315

— Standard rooms — — 7,785
Multiconferencing (rooms) — — 1,329
Video conferencing (Fooms) — — 27
Detailed billing (thousands with access) 135 146 2,142

270,000



Tesys-5 system console employing
high technology developed by
Telefonica, installed in the X-25
and RSAN Network

P22 00000000




NETWORK MODERNIZATION

Model of one of the new building projects
for the R & D Centre to be built in Madrid Integrated Circurt Design




he telephone equipment modern-
ization process continued in
1985 with the incorporation of
new digital switching and trans-
mission systems and the installa-
tion of optical fibre cables, in or-
der to satisfy the demand for
new telecomunications services
and to guarantee quality levels.
The modernization of management systems con-
tinued in order to respond gbetter to users’ re-
guirements, decentralising activities relating to the
efinition of internal and external plant works,
programming and supervision of execution, to-
gether with network assignment and services qual-
ity control to zones and provinces.

Under the heading of management improve-
ment, the creation of 25 provincial maintenance
centres for external plant should be mentioned;
these centres include the organization of fault re-
porters and centralization of cable protection or
pressurization system alarms. The provision of in-
formation technology facilities in design project of-
fices is also worthy of mention, such as the installa-
tion of a Computer Aided Design Graphics Sys-
tem in Valencia, for the generation and up-dating
of external plant records, while providing pro-
cessed basic information for project execution.

TECHNOLOGICAL INNOVATION

n order to incorporate the most ad-

vanced research techniques and meth-

ods in Telefénica, Pacific Telesis

International was commisioned at the

end of last year with the design pro-

ject for the Research & Development
Centre. Execution of this project not only implies
construction of a sophisticated building but also in-
volves conceptual and detailed definition of work-
ing methods that will allow scheduled objectives to
be achieved in this field.

Noteworthy developments include activities ded-
icated to subscriber terminals and equipment to
assist operations, together with those relating to
the TESYS system.

Applied Research activities are worthy of special
consideration as, to a certain extent, they comprise
the technological source for achieving the objec-
tives that are later applied to state-of-the-art tech-
nical solutions.

Under this heading, word processing research
should be emphasized, that is starting to result in
experimental developments such as the fixed and
variable message informer, various codecs, applica-
tions to voice recognition techniques and the in-
teractive message recording station. On the other
hand, image processing has led to development of
alspeciﬁc station that allows coding technique sim-
ulation.

Furthermore, under this heading, the first work
on artificial intelligence has been carried out, that
will lead to the design of an Expert System.

The work carried out on millimetre wave tech-
nology, both by mechanical and photolithographic
procedures, has been a fundamental element and
support of all of the R & D activities.

Progressive adaptation to existing requirements,
especially after the E.E.C. membership, and in or-
der to place Telefénica in a priviledged position
with regard to standardization and qualifications,
has led the Company to commence procedures
for acceptance of the Technological Planning La-
boratories for performance of tests and trials. Re-
cently, the Ministry of Industry and Energy granted
Telefénica the qualification of the calibration labo-
ratories in electrical and frequency-time areas, and
negotiations are in progress for official recognition
of the Radio laboratory, as a recognised centre for
radicelectrical measurements.

Within the area of Switching, the majority of
the technical qualification tests finished, without
real traffic, of the medium and high capacity local
exchange Sistema |240.

The CDS 96/16 concentrator was technically
qualified, a unit that allows significant savings in
subscriber networks. In regard to packet switching,




the future TESYS System generation was speci-
fied, having achieved availability of several products
of elements of this family.

International support activities were of special im-
portance, culminating in the commissioning of a
network contracted with CNCP, of Canada, and
the agreement reached on the ARPAC Network
in Argentina.

A special effort was dedicated to video commu-
nications-related activities, having prepared various
technical proposals on cable television, video con-
ferencing and the digital coding of video signals.

Laboratory experience commenced with the In-
tegrated Services Digital Network (ISDN) with
ISDN Models of the AXE and 1240 Systems.
With respect to the IBERCOM Network, tests
were completed that will allow the service to be
opened shortly.

For the Mobile Services, the radio paging sys-
tem was selected and defined, with active partici-
pation in the drawing up of an agreement be-
tween the Ministry of Industry and Energy and the
Ministry of Transport and Communications, relat-
ing to the homologation procedure for terminals
(on a free competition basis) of the Automatic
Mobile Telephony service.

With regard to terminal equipment, the deve-
lopment of practically all multi-line equipment was
completed and a new technique finalised to allow
the Teide Hands-free development to be made
available shortly.

The effort made in testing X-25 protocol termi-
nals is noteworthy, that has involved connection of
30 different data terminal models to the IBERPAC
Network.

Lastly, in relation with the European Economic
Community, participation in several projects
should be mentioned, including: the Inter-govern-
mental Video Communications Project (IV%), the
Research and Development on Advanced Com-
munications Technologies (RACE) and the second
generation of Cellular Mobile Telephones, together
with two specific projects within the ESPRIT pro-
gramme-fixed and ‘moving image transmission cod-
ing and multi-point interactive audiovisual confer-
ence.
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SPANISH CABLE SHIP

he contract was signed in 1985 for building the Spanish
cable shi(J between Telecomunicaciones Marinas, S. A.
):

(TEMASA), offiliate of Telefénica with a 100%
Interest and Astilleros de Santander (ASTANDER), an
affiliate of Astilleros Esparioles.
This vessel when commissioned in 1987 will have the latest
technology of its kind in the world. It has been designed by Spanish
engineers for repairing and laying any type of submarine cable.
Furthermore, it is designed for carrying out oceanographic studies with
remote-controlled submersibles.
In June 1985, Telefénica managed to include this vessel in
the Atlantic Cable Management Agreement-ACMA formed by 17
telecommnuications administrations and entities owning submarine
cables in the Atlantic. On entering into service, it will be incorporated "
into the International Consortium of the ACMA, remaining on standby 17
at its base port in Spain, leaving port, when required, to repair any
faults that arise in Atlantic cables, whether belonging to
Telefonica or any other Administration. In addition, it will be
able to tender internationally for any type of submarine cable work.

ATLANTIC-MEDITERRANEAN
SUBMARINE OPTICAL FIBRE CABLES
UNDER STUDY FOR 1990/1992
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NETWORK PLANNING
AND INSTALLATIONS
PROGRAMME

great effort of definition was made last
year for the planning of specific solu-
tions for the network structures in or-
der to adapt Telefénica networks in
the coming years to a powerful digital
infrastructure, on which the future In-
tegrated Services Digital Network will be based.

Consequently, development and modernization
of the whole trunk transit structure of the tele-
phone network up to complete digitalization was
profiled; action to be taken on the international
network, under the responsibility of Telefénica,
was analysed, together with the digital infrastruc-
ture facilities to be installed throughout the coun-
try's large metropolitan areas, via the correspond-
ing “digital rings". The intention is to facilitate digi-
tal connection over the relatively short term wher-
ever the demand exists for new services. In this
context, work has started on defining the evolu-
tion to which all access networks including rural
areas-must be subjected to achieve total digitaliza-
tion.

In the telematics field, work continued on struc-
tural development of the IBERPAC Network and
its associated services, that will allow a substantial
capacity and flexibility increase for this network in
order to handle the rise in demand for these ser-
vices, with higher quality, while major efforts are
being dedicated to the X-25 network.

In the business communications area, terminal
structures were defined for potential multiple us-
ers of the IBERCOM Network which will include
Telefénica itself, together with the interconnec-
tion structure of the IBERMIC Network, that will
allow a preliminary offer of high transmission
speed point-to-point digital carrier services to be
made available.

135
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MADRID TELEPORT

The use of solutions via satellite is also sche-
duled in the same area, fundamentally directed to
the international provision of this type of service
that, transcending the initial limited deployment of
scattered installations to handle initial require-
ments, will give rise to the creation of “Tele-
ports”, the first of which is scheduled for the Ma-
drid area in 1987 and the second, in the Barcelona
area, in 1988. These will comprise fields of earth
stations on which, via the IBERMIC Network, in-
terconnection will be concentrated via satellite for
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the provision of IBS and SMS services, from IN-
TELSAT and EUTELSAT, respectively.

Together with the Automatic Mobile Telephony
Expansion Plan that contemplates its gradual in-
crease in scope to cover areas of the country with
the heaviest demand, the Radio Paging Service
was structurally defined for the simple numerical
and alphanumeric warning modes, together with
the Automatic Message Paging, Message Broad-
casting, Automatic Reverse Ciarge and Ibertex
Services.

As part of installation coordination and planning,
I8 instrumental plans were drawn up that bring
together the achievement of a specific objective of
service, modernization and technological renewal
of plant or management coordination. Continua-
tion of this work in 1985 involved up-dating works
planned and programmed for the 1986/7 two-year
period, that was completed with the study and
preparation of the 1987-90 Installations Plan, in-
volving a firm boost to the networks and services
modernization and expansion process.
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Automatic mobile Short wave radio
telephone (TMA.). transmitter station.




PLANT DEVELOPMENT

lant modernization continued through-
out last year with the incorporation of
switching equiﬁment based on new
technologies, that will allow the de-
mand for new services to be handled.
A total of 400,244 automatic lines
were installed, of which 59,500 and 57,344 were
semielectronic and electronic systems, respectively,
accounting for 29.1% of all lines installed.

At the year end, the total advanced technology
lines installed amounted to 972,120, representing
9.5% of automatic lines overall.

Simultaneously, 37,000 rotary switch system lines
and 12,410 other conventional system lines were
taken out of service.

Continuing the policy of caring for rural areas,
141,500 lines were installed, representing 354% of
the total number installed. It should be mentioned
that at the end of the year there were 50,325 anu-
al lines, so that the degree of automation is 99.5%,
with 19 provinces completely automated.

With respect to trunk switching, 53,914 links
were installed, with the influence of electronic
technology being more marked, as 30,498 elec-
tronic and 376 semielectronic links were installed,
accounting for 57.3% of the total. At the year end,
a total of 935, 908 links were installed, of which
7.6% employed advanced technology.

The trunk network increased by 1,152 channel
groups, of which 24 employed digital technology;
22 transmission systems were installed together
with 66 new radio channels, with |76 transceivers.
Under this heading new installations were exe-
cuted of special importance, given their service and
technological significance; an 18 MHz (3,600 chan-
nel) system was installed in the Madrid-Seville
coaxial route, a direct 140 Mb/s (1,920 channel)
system on coaxial cable in the Armufia de Tajufia
S.-Madrid route, was installed, together with the
first 140 Mb/s system on optical fibre cable in the
Barcelona/Can Serra-Barcelona/Corts route, with
1,800 channel radio links for Almeria-Mélaga and

Avila-Madrid. Furthermore, the installation of the
First Front End Processer for IBERCOM and the
Madrid Terminal Network for its first user, Iberia,
LAE. is worthy of attention.

In the telematics field, 10,252 terminal connec-
tion gates have been installed for the IBERPAC
Network. In RSAN, there was an increase of 255
TESYS-1 and 14 TESYS-5 units installed. Hard-
ware and software improvements to these high
technology units, belonging to Telefénica and,
above all, the installation of the TESYS-5, have
considerably influenced network quality improve-
ment, apart from increasing switching speed.

In X-25, the expansion of installed equipment
has involved 132 TESYS-1 and 6 TESYS-5.

With respect to Automatic Mobile Telephone
Systems, a total of 20 radio channels and 607 mo-
bile units have been accepted. With respect to the
Maritime Mobile service, installation of a manage-
ment system in the National Radio Maritime Com-
munications Centre should be noted, that allows
radio telephony traffic to be routed in the shore-
to-ship and ship-to-shore directions.

In order to handle service demand and improve
qualitg, 1985 saw the installation of 1,849,700 Km.
of subscriber network pairs, 178.7 Km. of coaxial
cable, 93 Km. of optical fibre cable and 2,166.8 Km.

-of trunk pair cable, expanding the infrastructure

for car ins these networks by 3,295 Km. of con-
duit and 2,919 Km. of pole lines.

Of the coaxial cables installed, those of Calahor-
ra-Tudela and Gibraleén E.R.-Cristina Island should
be emphasized, with a potential capacity of 3,840
circuits each, and the Huelva-Gibraleén E.R,, with a
capacity of 43,200 circuits. With regard to optical fi-
bre cables, those installed in the Madrid links
—36.9 Km. of ‘|6 fibre cable— and Barcelona links
—19.5 Km. of 16 fibre and 4.8 Km. of 8 fibre
cable— should be mentioned, together with that
installed between Cadiz-San Fernando-Puerto Real
—29.5 Km. of 8 fibre and 3.3 Km. of 6 fibre cable.
All of these cables have a capacity of 1,920 circuits
per fibre pair.

The installation of the optical fibre submarine
cable is worthy of special attention, which will join
up the Islands of Gran Canaria and Tenerife,




known as OPTICAN, the first of its kind with
repeaters installed in the world. This cable will be-
125 Km..long and on entering into service will
have a final capacity of 7,860 circuits.

Furthermore, a satellite communications earth
station entered into partial operation for T.V. sig-
nals near Armufia de Tajufia, located 23 Km. from
Guadalajara, functioning within the framework of
activities of International Organization with a Euro-
pean scope, EUTELSAT. It is fitted with an 18 m.
diameter antenna and incorporates the latest and
most- sophisticated equipment using the most ad-
vanced digital technology. Official inauguration is
scheduled for the first half of 1986.

Within the local subscriber networks, the task
continued of gradually changing the present net-
works into “series networks”, T%we new subscriber
network structure is presently used in the majority
of telephone administrations, as it is best able to
handle new services.

In order to expand the automatic telephone ser-
vice into rural areas with a scattered population,
not provided with a telephone infrastructure, four
new multi-access systems were installed, having
‘expanded two radio channels of this system.

Laying of the OPTICAN optical fibre submarine cable
between Tenerife and Gran Canaria.




INTERNATIONAL SERVICE DISTRIBUTION: TOTAL OUTGOINGS

REST OF EUROPE 4.5%

OTHER INTERCONTINENTAL 10%
DENMARK [.19%
VENFZUFIA 1 2%
ARGENTINA 1.6%

SWEDEN |.8% FRANCE 19.1%
MOROCCO 2.1%
PORTUGAL 2.9%

BELGIUM 3.5% : W. GERMANY
\ 15.4%

UNITED KINGDOM
15%

HOLLAND 4%

SWITZERIAND 5.1%

ITALY 6 1%
USA 63%
Out. 49%
320,945,846
INTERNATIONAL \

SERVICE VOLUME
AND DISTRIBUTION

EUROPEAN INTERCONTINENTAL TOTAL
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EUTELSAT Satellite Coverage Zones,
with which the Guadalajara

earth station is

connected.

NETWORK MANAGEMENT

n this area, the activity was oriented to

improving information on the state and

behaviour of telematic and telephone net-

works and the adoption of measures to

obtain optimum performance, which has

led to the quality of the automatic service
to subscribers improving by 4.5%, measured as a
percentage of plant faults on that 1984.

With respect to the telematic network, special
attention was given to applying teletraffic criteria
and obtaining network utilization data and degree
of availability for the user.

Simultaneously, measures were taken to comply
with the network expansion programme, scheduled
at 7,682, 11,689 and 404 automatic local, trunk and
international network circuits, that totalled
447,262, 228,869 and 9,575 circuits, respectively. Of
the latter, it should also be mentioned that 50%

LONGITUDE EAST

wcﬁre carried by submarine cable and 11% via sa-
tellite.

Work also commenced on defining the charac-
teristics of the different management network cen-
tres for national and international telephony, data
and TV, starting work on the international net-
work at an information and coordination level.

With regard to TV transmission for the Penin-
sular-Canary Islands and International, 7,616 and
728 hours were carried, respectively, with a total
of 2,739 programmes.

With respect to international services provided
by Telefénica, these continue to expand, having
incorporated four new countries into the direct
telephone connection network and seven more,
either by direct connection or via transit through
other countries, to the data transmission network.
Throughout the year, 21 local areas from provin-
cial capitals and 3| primary areas were incorporat-
ed into the intercontinental type international au-
tomatic service, allowing an overall degree of auto-
mation of 97.6% for this service.
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Guadalajara telecommunications station

Finally, with respect to the transmission net-
work, 'zelefénica actively participated in negoti-
ations for constructing an optical fibre submarine
cable in the [990/92 period, that will connect up
the future Mediterranean and Atlantic submarine
systems via Spain, together with definition of the
wide band transnational infrastructure of the Euro-
pean Economic Community (TBB Project).

/BERCOM network
terminal module



COMMERCIAL ACTIVITIES
AND DEMAND

Detail of rural
telephony equipment.

he telephone service demand re-

corded in 1985 totalled 756,164

line requests that, as in the pre-

vious two years, has kept within

the highest levels achieved by

Telefénica over the last decade.

Nevertheless, ~despite  this

strong demand, there were

252,762 applications pending at

the end of the year; this figure is again lower than

that of previous years, confirming the effort being

madg to shorten the time taken to cover this de-
mand.

At the year end Spain had a total of 9,340,458
telephone lines in service and 14,258,928 tele-
phones, which represents a density of 36.6 tele-
phones per 100 inhabitants.

When Royal Decree 2,248/84 of November 28
entered into force on January |, 1985, concerning
Telephone Service Expansion into Rural Areas, a
major boost was undoubtedly given to the cover-
age of demand for telephones in rural areas. In
application of this Royal Decree, conversations
were initiated during the year with the different
territorial authorities so that, by means of the
corresponding collaboration agreements with Te-
lefénica, action is taken to anticipate and intensify
expansion of rural telephony in their respective
areas. Already in the first year, as a result of these
conversations, 8 Agreements were signed with
Provincial Authorities of the Castille and Ledn Re-
gional Government.

For its part, Telefénica installed 597 new public
service telephones in towns lacking a telephone
service in accordance with its annual plans on this
subject for 1985, and also created 134 new local
zones in the same number of towns, whose inhab-
itants will be able to enjoy a telephone in their
Pomes with the application of the local tariffs in
orce.

With regard to Public Use Telephones, and as
part of the new Telefénica policy, orientated to
marketing public telephones serviced by their
owners, a total of 21,666 telephones were con-
tracted in the year, of which 12,970 were the so-
called Coin-Operated Regular  Telephones
(T.R.M.), where acceptance, due to their function-



Teléfono

In accordance with
the new corporate
image design, all

Con Telefonica, telep hqne box signs
los ordenadores are being renewed
and are
incorporating
the regional
Telefonica languages.

ality, has meant that demand has outstripped all
forecasts.

In the same field, Telefénica continues to pro-
mote the opening of telephone box facilities in the
offices of large entities and organizations, to be
serviced and managed by their owners in order to
facilitate the telephone service to their clients and
users. At the end of the year, there were already
95 telephone box facilities installed employing this
method.

The telephone service continued to grow in
1985, with a total of 2,820 million trunk calls and
87.2 million international outgoing calls, meaning a
growth of 9% and 12.5%, respectively, over the
previous year's figures.

On the other hand, via the Maritime Service
coastal stations, 680,888 radio calls were made,
320,940 radio telegrams and 2,710 radio telexes
were sent, 2,786 radio medical services, 88574
navigation aid reports and 136 rescue services
were carried out.

As part of the on-land mobile services, the Teide 5/10/3 telephone set
Message Paging Service increased the number of
users, with a total of 12,088 subscribers and
1,056,878 messages sent at the end of the year.

Benjamin telephone,
marketed during 1985

Dataphone demonstration
in the Madrid-Colon Centre.
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TELEMATICS SERVICES

he Telematics Services have been the

Telefénica activity with the most spec-

tacular growth rate, in trying to satisfy

the demand for a fully expanding market

requiring the latest communications
systems that new technology can now provide.
Consequently, in 1985, there were 48,074 circuit
applications, representing a 43.7% increase over
1984, with a net plant increase of 31,272 circuits
installed, as opposed to the 17,753 of the previous
year. Broken down into different systems, the figu-
res for the year are as follows:

3 .

NEW SUBSCRIBERS TO
TELEMATICS SERVICES

Point-to-point data transmission ...................... 5,703
Switched Telephone Network

Datal T ranSTRISSION. A0ty fores ey Soicne dnbdyt 26!1
Goded AlarmiServicertnaninl. Al avat e T 14314
Bataphoniesy v R R S 3,953
Telegraphy: Sy sl sCaus SR Il ety 486
Telefaxin S aM s 8, SREINE s LR oes 828
Private Videotex: s i i e M s [51
lberpaciNetworks, S s i et i i 5,240

In this table the considerable increase in the
number of Dataphone and Coded Alarm Services
should be noted, rising by 809 and 3235 com-
pared to 1984, respectively.

k Av. walting
100 Inhabieants | time for a

* TELEPHONE DENSITY

Year No. °fes %ymear
1972 5,712,549 T
1973 6,331,474 108

1974 7,042,968 12

1975 7,835,970 13

1976 8,604,768 98
1977 9,527,781 107

1978 10311423 82

1979 11,107,624 77

1980 11,844,623 66

1981 12,384,656 46
1982 12,820,190 35

1983 13,345,332 4]

1984 13,825,459 37

1985 14,258,928 1)




Different views

of the Madrid-Colon
Telecommunications
Room.
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The new telephone directories

have been designed
with the new corporate image.

USER AFFAIRS

company activities continued in 1985 to

improve the relationships with subscrib-

ers and users. In this respect, the entry

into service of the first 6 Mobile User

and Information Offices is worthy of
emphasis, to bring Telefénica closer to rural
areas, for which the results obtained over this
short period confirm the excellent acceptance of
this entity in these zones. Furthermore, deploy-
ment and development work continued for the
new Subscriber Offices that integrate the differ-
ent services most directly related with the users'
requirements, to achieve greater efficiency and
speed in these affairs.

Continuing with the aim of improving subscrib-
er affairs by introducing information technology to
management, introduction of the MIGA Project
(Integrated Automation of Subscriber Manage-
ment) continued, which now covers 28 provinces,
and the preliminary phases of another similar pro-
ject have been finalised, the Computerised Circuit

anagement (G.M.C.), for nation-wide introduc-
tion in 1986.

Similarly, information technology continues to be
provided to billing management, with a total of 66
Offices being completely computerised. On the
other hand, with the incorporation of I8 new
bank institutions to the billing system employing
magnetic tape without direct bills, 93% of all direct
debit bills were settled in this way by the end of
the year.

Under the heading of information, a total of
17,746,000 copies of 90 Telephone Directories
were published in 1985, together with 95 Supple-
ments with information on new subscribers and
modifications occurring after the Directory closing
data. It should be mentioned that this year's edi-
tions of the Telephone Directories corresponding
to the provinces in Catalonia, Galicia, Valencia and
the Basque country have the ‘information pages’
inserted in Spanish and in their respective lan-

guages.

On the other hand, the 003 Information Ser-
vice handled over 80 million calls last year, of
which 77% were carried out by computerised
procedures. In this field, the commissioning in this
service of a modern direct access system is wor-
thy of special attention, as part of the Telefénica
plan to introduce new technologies for the im-
provement of services.

A Demonstration Centre was inaugurated in
Madrid, in which both Equipment and Services
marketed by Telefénica are installed, with the
most advanced communications technology, being
highly useful for commercial management im-
provement as potential users can, at this Centre,
check characteristics, real operating conditions,
performance, etc. of the products that best comply
with their requirements.

NEW EQUIPMENT
AND SERVICES

" en new products were commercially
launched in 1985, between services and
equipment. Of the services, Teletex and
Telefax were put into service, repre-
senting a substantial advance in Teletén-
ica’s strategy, in line with offering Spanish Com-
panies the same automated office innovations and
facilities available in the most advanced countries

With respect to telephone equipment, sets
made available to users range from the BENJAM-
IN telephone set, basically aimed at the home sec-
tor, to the TEIDE 10 and 24, that cover the tele-
phone requirements of a wide range of businesses
emplo ingE the most sophisticated technology in
the TEIDE line. Telematics equipment was also
launched, including the Automatic Interface
Switching Unit, Audible Response Modem and
Single Channel Equipment, that had been de-
signed with the latest technology




Mobile User and Information
Office. The photo was taken

in the Plaza Mayor of Chinchon
(Madrid).
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TELEFON
GROUP

The Telefonica-AT&T
agreement was signed in
Madrid during December
1985. The foundation stone
of the factory being built
near Madrid, shown in the
picture, was laid in

April 1986.
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END OF AN ERA

has seen the end of an era

in the industrial policy that

Telefénica used to imple-

ment. The achievements

are basically a more homo-
genous group of companies in profit for the sec-
ond year running, more solid from the industrial
and technological point of view and, finally, less de-
pendent on purchases from Telefénica itself; i.e.
with a more diversified activity structure.

Consequently, Telefénica maintains the objec-
tive of proper industrial procurement planning
that, on being agreed with the suppliers, provides
a platform allowing improved orientation of re-
sources, investments and efforts towards other
market segments, eliminating uncertainties.

This progressive consolidation of the companies
has in turn allowed Telefénica to open up the
firm's supplies policy to the sector overall, favour-
ing greater competitiveness in both developments
and supplies.

In this way, the restructuring effect of industrial
policy widens its scope to the sector overall and
directly benefits Telefénica’s procurement.

Business projects created in 1984 and directed
to preexisting market gaps have commenced oper-
ations in 1985. This has happened with Indelec,
having Philips as the technological partner and de-
dicated to mobile communications; with THM,spe-
cialised in electronic security systems, and Telefo-
nia y Datos, as the seconJ supplier of Tesys and
advanced voice/data communication systems.

The appearance of new companies and the re-
structuring and development of existing ones has
led to another series of initiatives aimed at coordi-
nating activity between Group Companies, allow-
ing the Group to make maximum use of existing
synergy and complementary aspects. These actions,
some of which are already implemented and oth-
ers in the pipeline, include:

— Telefénica Internacional, S. A., a company
orientated to promotion abroad, complement-
ing individual Company activities. It is basically
directed at complex projects, coordinating glo-
bal proposals from several companies, essen-
tially in the area of Spanish-patented products.

— Telefénica Sistemas, S. A., a systems and net-
works engineering company, specialising in large-
scale complex projects, and contributing the va-
lud addecf of advanced design, multidisciplinary
complexity and corporate coordination. Its ob-
jective is the domestic market outside the sco-
pe of Telefénica: Advanced Business Com-
munications, Defence, Institutional Sector.
Furthermore, as a consulting and engineer-
ing company, it provides technical backup to
Telefénica K’\ternacional.

— Research and Development Centre, at the
service of Telefénica and the sector as a whole,
basically in applied research and prospective de-
velopment areas. The new technology policy is
aimed at maximizing Spanish-patented products
adapted to market requirements, while allowing
a condition-free supply of exports. The Re-
search and Development Centre construction
agreement was signed in December with the
company Pacific Telesis.

— Cosesa-Telyco (Marketing Networks). The
object is to create new modern distribution
networks, which are the key for access to freely
competitive markets. The maturity process of
Telefénica’s industrial companies runs parallel
to that of conquering new markets for its prod-



ucts. Activities presently in progress and oth-
ers scheduled for the near future in an interna-
tional context and with respect to the liberal-
ization of equipment and terminals offer tre-
mendous potential with an adequate commer-
cial policy. Cosesa y Telyco offer the possibility
of a combined commercial policy on the basis
of a solid coherent strategy.
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NEW AGREEMENTS

n order to make up for capacities that the

country lacks, although being of fundamental

importance for guaranteeing and updating ser-

vice quality, Telefénica has concluded a ser-

ies of agreements in 1985 of transcendental
importance for the future of the sector.

The outline of the negotiations has essentially
been as follows:

a) Fluid technology transfer without limitations but
with guarantees of permanent updating. For
this it has been necessary to negotiate R&D ac-
tivities in Spain, implied in the global strategy of
the R&D partner.

b) An unrenounceable presence in international
markets, with the double aim of achieving the
critical mass necessary for business success (tak-
ing the small domestic market into account)
and for an international comparison of competi-
tiveness.

c) A prospect of specialization towards production
centre arrangements which, on generating mut-
ual interdependence, provides a better guaran-
tee of reciprocal commitments and technical
and economic project viability.




ATT MICROELECTRONICA
ESPANA, S. A

Deregulation of ATT in 1982 made this com-
pany turn to foreign markets, commencing a joint
venture policy with international partners. In this
context, Telefénica made the initial contacts in
October 1983. From the beginning, the project
with Telefénica was approached as a launching
platform for ATT’s new International strategy, es-
sentially in relation to Spain and Europe. This al-
lowed 80 or 90% of overall output from the fu-
ture production facility to be scheduled for export,
implying the possibility of achieving the economies
of scale necessary to overcome the critical break-
even point of the project.

The basic Agreement reached in July 1984 was
defined in detall throuEhout 1985, signing the final
Agreement on December |7, after fulfilling all offi-
cial requirements for foreign investments in the
country, aids scheduled for the new facility, etc.

Construction work has already started on the
factory (located in Tres Cantos, in Madrid's Urgent
Reindustrialization Zone) and production is
planned to start in 1988.

The Company will have a share capital of 65
million dollars, 20% Telefénica and 80% ATT,
and will specialise in manufacturin(% integrated cir-
cuits employing the most up-to-date technology
available. Apart from producing one of the ele-
ments whose strategic value is increasingly more
important, such as chips, and with high market
growth forecasts, the most important aspect of
this project is the local design capacity. It is an in-
vestment in training personnel to assimilate new
technologies in our society and industry.

FUJITSU ESPANA-SECOINSA

Secoinsa, with a majority INI and minority Tele-
fénica and Fujitsu shareholding, had become the
country's leading information technology company.
The project, launched in 1974, basically rested on
TESYS {which the firm helped develop? However,
penetration in the information technology market
was insufficient and, at the end of 1983, the accu-
mulated losses made it necessary to strengthen
the technology base.

Secoinsa owned a high quality factory in Mélaga,
had a wide based commercial structure and a cer-
tain market presence.

These factors were behind the negotiations
with Fujitsu; on the one hand, Telefénica pur-
chased the INI shareholding in Secoinsa and start-
ed to negotiate an increased commitment by Fujit-
su in the Spanish project. Fujitsu is one of the
world’s leading manufacturers with an extensive
range of large computers and has leading technol-
ogy in semi-conductors and telecommunications,
guaranteeing its presence in the professional elec-
tronics sector.

The negotiation has focussed on the following
points: a) incorporation of the wide Fujitsu main-
frame computer range into the new company;
b) real technology transfer, both in systems engi-
neering and manufacture, know-how and staff
training; ¢) exports to enable the critical mass of
the company to be overcome, opening up new
markets; d) overall response to existing demand in
the information technology, automated office and
telematics sectors. The new factory will be the
beachhead of Fujitsu products in Europe and Latin
America.

The Company, formed with the name of Fujitsu
Espana, is the result of the merger between Fujit-
su Espafa and Secoinsa. Telefénica will control
40% of the share capital of the new Fujitsu Es-
pafia, while Fujitsu will have a 60% interest. The
share capital in 1986 is 6,000 million pesetas.



COMPANIA DE FIBRA
OPTICA TELCOR, S A

Optical fibres undoubtedly already comprise the
new future transmission medium, given their pow-
er, transmission quality and price. They offer a
greater communications capacity at much lower
cost than coaxial systems. This has led to a major
increase in the manufacture of fibre and optical fi-
bre cables, making spectacular progress in world
markets: from 400 million dollars in 1982 to 4,500
million dollars forecast for 1990.

Telefénica logically plans to introduce this new
material in its network. The first optical fibre
cables were installed in 1985 and installation is
scheduled in 1986 for the large local networks
(Madrid, Barcelona), continuing to expand this type
of installation up to subscriber networks in 1990.

As a result, a survey was carried out in 1984 for
Eotential technological partners for joint optical fi-
re manufacture in Spain, with these efforts result-
ing in @ memorandum of understanding with
Corning Glass in January 1985.

A basic agreement was reached in December
1985, covering the following points:

— Transfer of leading OVD technology with a
guarantee of creating and permanently updat-
ing the necessary R&D capacity in Spain.

— Repurchase and export commitments of
around 35% of the total installed capacity.

— A Corning Glass shareholding of 65% and a
Telefénica interest of 35%.

— Manufacturing capacity of around 100,000 ki-
lometres per year of optical fibre.

- Investment of around 25 million dollars, em-
ploying 100 to 150 dpersons and a two-year im-
plementation period.

FUROPEAN SILICON
STRUCTURES (ES2)

ES2 is a completely European project involving
major EEC industrial partners, the object of which
is the desgn and manufacture of custom integrated
circuits with exceptionally short design and proto-
type production times in short production runs.

This serves to orientate the sector within the
semi-conductor market that will enjoy strongest
growth in the coming years: custom circuits.

Telefénica, together with a Spanish banking
group, has a 3 million dollars interest, approximate-
ly equivalent to 5% of share capital. It will act as a
broker for a group of 20 industrial companies, se-
lected from the most suitable firms for this type of
requirement. The main consequence is to facilitate
access for small innovative companies to high tech-
nology custom circuits and the incorporation of a
certain design capacity, all with a minimun re-
sponse time at competitive prices.

This will basically facilitate greater price competi-
tiveness in the industrial sector and an alignment
with European trends relating to the incorporation
of new technological designs.




RESEARCH
AND DEVELOPMENT
CENTRE

A collaboration project was signed in December
1985 for building this Centre with Pacific Telesis
(one of the companies formed on the breaking up
of AT & T), an agreement that not only included
the construction of the building, but also the instal-
lations, equipment and commissioning services.

The new building, involving a 6,400 million pe-
seta investment, will cover 20,600 m2 This new in-
frastructure will allow the present R&D capacity to
be doubled and, above all, will strengthen it.

The new Centre has the following basic objec-
tives:

a) Firstly, to achieve domestic products with in-
house technology.

b) To develop exEIorato systems or equipment,
ie. to analyse the feasibility of new concepts or
to define future trends.

¢) Applied research in collaboration with other
centres to create and/or assimilate new technol-
ogies.

This Centre, in particular, will offer the Tele-
communications sector world standard facilities
and organization, with the aim of providing orien-
tation in the field of new technologies.

MILLIONS

DIGITAL MAPPING
COMPANY, MAPTEL, S. A.

A memorandum of understanding was reached
with the Norwegian Company SysScan in Decem-
ber. The aim is to create a digital mapping com-
pany providing general engineering and consultan-
¢y on graphics systems. This is a relatively unex-
plored area in our country, so that the Company's
growth prospects and potential for a major market
share are promising.

On the other hand, the mapping of the Telefé-
nica network will allow for a major improvement
in network management. The project is also aimed
at other important markets: electrical, gas and wa-
ter utilities, municipalities, land registry, etc.

The technological partner SysScan will have a
minority interest (around 30%), with the rest
corresponding to Entel (software) and qualified us-
ers.

PROFIT TREND
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TEI_EFO[\”CA GROUP a) Consultancy to international Administrations

employing experience acquired by us in the

PROMOTION ACTI\/IT|ES specific field of telecommunications.

ABROAD b) Promotion of Telefénica Group products.

In 1985, Telefénica signed an important collab-

oration agreement witﬁ the Academy of Science
elefénica’s projection into international of the Ministry of Post and Telecommunications
markets has been instrumented by form- in the Popular Republic of China, to supply
ing Telefonica Internacional de Espana, Spanish-made products and technology, ranging
S. A, in 1985, to consolidate the Spanish from the complete installation of a telephone
telecommunications present world-wide, factory to the supply of rural multi-access net-
on three fronts: works and digital electronic exchanges.

MILLIONS INVESTMENT TREND

16,000 e

14,000

1983 ©ol9s4 1985
I N VESTMENT [ INVESTMENT (1)

(1) INCLUDING INVESTMENT IN COMPANIES FORMED
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Telefénica Group

Furthermore, negotiations are in progress to
supply engineering services to Panama, Argenti-
na and Ecuador.

TESYS equipment has been sold on a turnkey
basis for packet switching data networks in Ca-
nada, US.A., UK., Colombia and Tunisia and
proposals have been submitted in a further ten
countries that are under negotiation.

Firm contacts have also been made to supply
telephone systems and equipment to a total of
twelve countries, including the USSR, China,
Kuwait and Portugal.

Creation of companies abroad.

The creation of Telefénica Hispanoamericana,
S. A., in Puerto Rico, in October —in which
Telefénica has a 30% interest, Compania de
Teléfonos de Puerto Rico a 50% share hold-
ing and with the remainder distributed be-
tween three Spanish banks— marks the start of
an activity that should become normal practice
in the future. This factory, that presently repairs
telephones, will be manufacturing with Spanish
technology tomorrow.

Negotiations are now in progress with several
countries on four continents to form other
companies and export Spanish technology.
Culminating several contracts for operation and
development and for the industrialization of a
data-over-voice communications system signed
by Telefénica with the American Company,
Barry Young, a small shareholding was taken in
that firm, equivalent to 4% of the shares issued.
This will not only make it possible to manufac-
ture the products that the system requires in
Spain, but also to participate in international
marketing of this system.
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INDUSTRIAL GROUP
HIGHLIGHTS

elefénica has a major interest in a total

of 29 companies, without including the

new high technology projects that have

recently been signed. In 2| of these com-

panies Telefénica has an interest ex-

ceeding 20% of capital, whereas it has an
indirect interest in the other eight.

Given the importance of these firms and the
breadth of activity diversification, ranging from cir-
cuit design and manufacture (printed, hybrid and
integrated circuits), telematics and telephone term-
inals, packet switching and rural telephone systems
to the manufacture of radio and transmission
equipment, telephone exchanges, etc., the Tele-
fonica Group comprises a major industrial con-
glomerate placing it among the leaders of our
country's economic structure and undoubtedly oc-
cupying first place in the telecommunications sec-
tor.

Suffice it to say that total Group sales in 1985
amounted to 146,115 million pesetas; that, of the
Group of Companies, five (Standard, Sintel, Se-
coinsa, Intelsa and Telettra) each had a turnover
exceeding 10,000 million pesetas and, all of these
plus Amper, figure amongst the 500 largest Span-
Ish companies.

From an economic point of view, efforts made
in recent years to improve the Group's develop-
ment potential have been directed in the first
place to restructure some companies (e.g. H.R.M.
and Standard) and, in second place, to planning
products and markets. The continuation of this
policy in 1985 has been reflected in the main econ-
omic highlights, which demonstrate the three
fundamental aspects that define Group evolution:
growth, profit consolidation and an increasing in-
vestment effort.

Growth

Average annual sales growth was 16% over the
last three years. But afthough this figure is signifi-
cant, there are other important aspects that should
be emphasized. Group Companies generally supply
products and services to Telefénica but, thanks
to becoming increasinﬁly dynamic, they are increas-
ing their specific weiE t in other domestic and in-
ternational markets. Exports are growing at a rate
of 19% and sales to the domestic market (other
than Telefénica) are increasing by 24%.

COMMERCIAL SERVICES,

FNANCE AND OTHER COMPANIES

Publication of
Telephone
Directories

Marketing of
Equipment
and Systems

Advertising Financral

CETESA

Real Estate
Activives

COSESA

GRAFIBUR

TELEFONICA
INTERNACIONAL

TELFISA

TELYCO

TPSA

URBANA
IBERICA




MILLIONS

SALES TREND
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Continued Profits

The profits obtained by the Companies overall,
without taking the new Companies formed after
1984 into account, amount to 1,798 million pesetas.

Although this profit figure is less than in 1984, it
should be taken into account that the policy has
been to transfer a total of 1,301 million pesetas to
technological innovation provisions.

When this fact is taken into consideration, the
real cash-flow of the Group overall was 9,258 mi-
llion pesetas, 3% higher than in 1984 and triple that
obtained in 1983. In this sense, the profits undoubt-
ed| 9§e5m be considered to have been consolidated
in ;

£

1984

B DOMESTIC

1985

7 TELEFONICA

TOTAL: 146,115
1985

TOTAL: 125,825
1984

Increased Investment Effort

The investment effort in 1985 has been much
greater than in previous years: 90% more than in
1984 and 50% higher than in 1983.

This effort is not only due to the formation of
new comf)anies over the last two years, to which
1,469 million pesetas have been destinated, but
mainly to the other companies already operating
as a result of the technological consolidation policy
put into effect. In this major technological updating
process, the following main industrial companies
stand out: Standard 27,858 million), Intelsa (931
million), Secoinsa (909 million), Amper (720 milli-
on) and Telettra (643 million).




TELEFONICA GROUP COMPANIES

DIRECT SHAREHOLDINGS

SEoh i
SINTEL, S. A.

TELEFONICA INTERNACIONAL
DE ESPANA, §. A,

TELEFONICA SISTEMAS, S. A.
TELETTRA ESPANOLA, §. A.
TEMASA (3)

TEPESA

T.H.M.

A

URBANA IBERICA, S. A. (4)

(1) A 2.67% shareholding through COSESA.
(2) A 0.86% shareholding through CETESA.

200
225
330

(3) Will not commence operations until the middle of 1987
(4) The profits shown do not include the effect of deferred corporation tax

(5) Includes direct and indirect interest (TELFISA)
(6) Of paid-in share capital

63 (6)
515 (6)
100
100

729 (4)
307
138
457

()
30

(18)
(68)
(78)
(33)

15,127
3,121

2
1,764

3l
27
120



INDIRECT SHAREHOLDINGS

TELYCO

COSESA
SAPEC

ENTEL, S. A.
IBERMATICA, §. A.
SADIEL, S. A.

SINTEL, §. A.
TECNITEL CORPORATION (Miami)

SECOINSA
SADIEL, §. A.

T. |. TELEFONICA INTERNACIONAL DE ESPANA, S. A.
TELEFONICA INTERNATIONAL

(1) COMPANIA FINANCIERA DE LA
TELEFONICA ESPANOLA, B. V.

(1) TELEFONICA HISPANO-AMERICANA

(1) A direct shareholding of TELEFONICA INTERNATIONAL

COMPANIES IN THE PROCESS OF FORMATION

56 mill. ptas. 98
1,750,000 D.M. 100
25,000 florins 100
US § 600,000 30

(1) Forecast share capital on completing the implementation period

« g 3 \ %
COMPANY CAPITAL TELEFONICA
ATT MICROELECTRONICA ESPANA US § 65 mill. (1) 20
TELCOR, S. A. Us $ 6 mill. (1) 35
DIGITAL MAPPING, MAPTEL, §. A. 300 70
mill. ptas.
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Favourable investment opinion on
Telefénica shares in /985 was best
demonstrated during the capital increases
carried out in March and December for a

nominal amount of 80,104 million pesetas.
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|. ECONOMIC ENVIRONMENT

espite an unfavourable world
economic environment (lower
growth rate for world trade) the
panish economy has certainl
had satisfactory results in 1985.
Growth rates similar to and
more balanced than those ob-
tained in 1984 have been
achieved, being comparable to
those obtained by the European economies. Simul-
taneously, basic economic data have continued to
improve, particularly the change to the trend of in-
creasing unemployment initiated in 1975.
The following figures demonstrate the results
achieved:

— The real growth rate in G.D.P. terms was

2.1%, with the 2.5% growth in internal demand
being most significant after (after falling by 1.1%
in 1984).
This positive behaviour of internal demand has
been sustained by the recovery in private con-
sumption, fundamentally resting on the relative
improvement in employment trends and the
falling inflation rate. Investment, in turn, has
staged a major recovery, due to the increase in
business profits and from the fall in interest
rates and an improving general economic clim-
ate.

— With regard to finance and income generated,
the transfer of resources to profits and national
savings has continued, although less intensely
than in previous years. Gross profits have
grown by |1.8% in 1985, compared to a
growth rate for salaries and gross national in-
come of 9% and 10.8%, respectively. The ratio
of gross profits from operations in gross dis-
posable income has risen from 43.5% in 1980
10 49.7% in 1985.

National savings have grown by 15% in 1985,
continuing the trend of Brevious years. Their
share in gross disposable national income
rleg%cohed 21.2% this year, when it was 18.8% in

This increase in national savings has not only al-
lowed for a real investment growth rate of
5.5%, in open contrast to the previous year
when investment fell, but has also allowed the
position of net loans abroad to be maintained,
iImproving the net position of the Spanish
economy abroad compared to the rest of the
world for the second year running.

The balance of payments on current account
has recorded a surplus of 2,847 million dollars,
for the second year running, allowing a start to
be made to early foreign debt repayment, ex-
panding on the improvements that commenced
in 1984 to the liquidity and solvency indicators
of the Spanish economy.

Inflation, measured with the annual average
CP.., was 87% as opposed to |1.3% in 1984,
which meant a price differential reduction with
the EE.C. of 1.6 percentage points and 2 points
with respect to the OECD countries overall.

With regard to employment, the fall in the
working population has been detained for the
first time since 1975, increasing by 53,000 per-
sons, with a- slow-down in the acceleration in
the increase of the unemployment rate of pre-
vious years.

In contrast to the above aspects, budget deficit
trends have not been positive (at 6.2% of
G.D.P.?. although it should be considered that
most factors indicated a lower negative impact
in the future.



Overall, the results obtained by the Spanish
economy in 1985, together with the encouraging
international prospects, enable it to make maxi-
mum use of the benefits resulting from favourable
international trends.

In this context, Telefénica has maintained and
improved the activity levels of previous years.
Good demand behaviour should be emphasized,
on maintaining telephone line applications near the
1983 record and having increased telematic circuit
applications by 43.7%, together with capacity utili-
sation trend of plant in service, recording an aver-
age consumption per line of 3.3% as opposed to
1.6% in 1984, with this level being the highest for
the last six years.

This behaviour of productive activity has
enabled real growth of 7% to be achieved for the
production of goods and services, maintaining
growth rate differentials with the national econo-
my and the services sector, as in previous years,
showing greater growth potential, meaning that its
weighting in the national economy continues to in-
crease.

The price component of the production of
goods and services was 6.2%, as opposed to 9% of
the total output of the domestic economy, contri-
buting to the major reduction in inflation.

With regard to employment although the policy
of previous years of holding fixed employment
stable has continued, new flexible labour contract-
ing instruments have been used, in order to rein-
force modernization policies for management in-
struments, hiring 2,551 people on a temporary basis.

While real investment growth continued, gross
savings increased by I9%g. allowing financing re-
quirements to fall by 16%, which has now ocurred
for the third year running.

In conclusion, Telefénica is presently in a very
solid financial situation, which allows the Company
an adequate capacity for expansion in order to
cover the new investments that it will be required
to make in the future.

SIGNIFICANT Telef6nica-SPANISH ECONOMY VARIABLES 1984-1985

(Thousands of Millions of Pesetas)

Telefonica Spain

Telefonica/Spain

1984

1985 1984 1985 1984 1985

Gross capital formation
Employment (thousands) 66.8

Employment in Telefénica and

Industrial Group (Thousands) 94.6

Total gross value added 3718 | 422 25401.6 | 28,270.0 |46 .49
Gross value added: Service sector 371.8 | 4221 13,3750 | 14,93%9.9 2.78 2.83
173.6 190.5 51445 | 58339 337 327
69.3(1) | 10,359.0 | 10,411.5 0.64 0.67

97.4(1)

10,359.0 | 10.411.5 091 0.94

(1) Including 2,551 tem&orary employees on one-year training contracts.

Figures in terms of National Accounts.
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). FINANCIAL ACTIVITY

he general trend of the Spanish economy
described in the previous section allowed a
looser monetary policy to be put into prac-
tice, within the gently restrictive approach
adopted since |9%3. WZhis ensured that mo-
ney markets did not suffer serious tensions, in a
general climate of continually falling interest rates.

In this context, Telefénica continued with its
finance activities, having the basic objectives of
widening and diversifying its fund-raising sources,
reinforcing capital raising channels, reducing foreign
borrowings and making overall debt management
more flexible.

These activities, initiated in preceding years, al-
lowed the growth in financial expenses to be
strongly contained, as announced in last year's an-
nual report, while financial balances generally im-
proved, as discussed in the following section in
greater detail.

Telefénica has been present in practically all
Spanish capital markets.

Two aspects of the raising of long-term funds
are worthy of special mention:

— On the one hand, traditional bank financing in-
struments have been made flexible to allow
complete adaptation to interest rate trends
while extending average maturities.

— On the other hand, Telefénica has consolidat-
ed its presence in the bond markets achieving a
major penetration that has allowed assimilation,
at no detriment whatsoever, of the loss of insti-
tutional markets that traditionally comprised a
basic source of fund raising for the Company
due to changes in financial system regulations.
The si%nificant reduction in interest rates of the
issues launched are worthy of attention, falling
from 14% to 11.75%.

With regard to short and medium term fi-

Telefonica-ISSUES OF FIXED INTEREST SECURITIES (Millions of pesetas)

) (2) Net Placings
Years | Totallssued | Total Placed | Redemptions | Saving Banks Others Markets| Total (I1)<(2) |
1980 28,000 25,600 4,000 20,900 700 21,600
1981 31,000 20,400 2,503 15,095 2,803 17,897
1982 30,000 36,700 15,201 16,900 4,599 21,499
1983 25,000 31,300 19,697 2,200 9,403 11,603
1984 67,455 47,536 25,364 4,672 17,500 2,17

40,000 59.919 34,662

BT R

(34,662 59919 25,257




nance, several instruments available in the market
continued to be used, enabling coordinated access
to different money and capital markets, to ensure
maximum cash management efficiencg.

The appearance of the “Ley de Régimen Fiscal
de Determinados Activos Financieros” (Law on

Taxation of Certain Securities) required the adap-
tation of Telefénica Promissory Note issues to the
new legal framework, which, together with the
abundant liquidity existing in the second half of the
year, explains the reduction in the issue volumes
of this instrument.

Telefénica -COMPANY PROMISSORY NOTES (Millions of pesetas)

1983 1984 1985
Direct placing 17,843.5 26,136.5 11,660
Stock Exchange placing 4,743 7,999.5 921.5
TOTAL PLACINGS IN THE YEAR 22,586.5 34,136.0 12,581.5
BALANCE OUTSTANDING AT DEC. 31 22,586.5 34,041.5 13,493
DISCOUNT RATES APPLIED (%)
Direct Placing 14.2-13.4 14.0-12.2 11.35
Stock Exchange Placing 14.0-13.2 14.0-11.0 10.8-10.0

With regard to foreign borrowings, as men-
tioned last year, Telefénica’s policy has basically
consisted in reducing this type of debt. An early
repayment programme was therefore established
for financial operations in foreign currencies, that
was partially executed during the later half of
1985. Early repayments for an equivalent amount
of 29,397 million pesetas were made, without any
operations involving new borrowing in foreign cur-
rencies.

As a result, the weight of foreign borrowings in
the Company's total liabilities has fallen from 14%
in 1984 to I1% in 1985.

Simultaneously, part of the existing borrowings
were replaced by new debt at lower interest rates
and with longer maturities.

The intensification of these activities in 1986 will
allow the weighting and conditions of this type of
debt to be better adapted to the financial charac-
teristics of Telefénica.

Lastly, as was normal practice, the structure of
borrowings in foreign currencies continued to be
adapted gby use of the multicurrency options or
instruments such as swaps) to interest and ex-
change rate trends.

Although not reducing the importance of the
previous aspects, the major protagonist of Tele-
fonica's financial activity in 1985 was the share
market. This was due to several reasons:

Firstly, due to positive of trend Telefénica
share prices on the Spanish Stock Exchanges with-
in a generally positive context and a recovery situ-
ation, with a strong increase in foreign investment.



54

On the Madrid Stock Exchange, the average in-
crease in share price was 35.78%, turnover has ex-
ceeded historic levels on increasing by 72.2% and
the market capitalization of the listed share capital
has grown by gl 2%; all of this has allowed the vo-
lume of shares issued to increase by 36.4%. This
favourable trend has strongly attracted foreign in-
vestors. A highly significant presence of these for-
eign investors was consolidated on our Stock Ex-
changes in 1985, on having multiplied the volume
of olperations by foreign investors 7.5 times over
the last two years, with their net purchases grow-
ing by 296% throughout 1985.

With regard to the developments of Teleféni-
ca, the foﬁowin table shows the relevant major
indicators. The figures speak for themselves and
require no further comment.

STOCK EXCHANGE PARAMETERS OF
Telefonica 1984/1985

1984 | 1985
— Average share price increase 328 %| 44.3%
— Effective overall return 50.7 %| 51.3%

— Dealing frequency 100 %[ 100 %
— Increase in market capitalization | 47.6 %| 54.2%

— Percent of total Madrid Stock
Exchange Capitalization 11.67%]| 15.2%

— Effective increase in turnover 66.4 %410 %

— % Telefénica to total Madrid
Stock Exchange turnover 7 % 20 %

— Liquidity 6.5 %| 21.4%
1.8
8.4

— Price/Cash-Flow
— PER.

One of the most relevant aspects of 1985 was the
official listing of Telefénica shares on Stock
Exchanges in London, Faris, Frankfurt and Tokyo.

The photo shoes the display panel at the
presentation in the London Stock Exchange.

The favourable opinion that investors have
formed of Telefénica shares in 1985, demonstrat-
ed by the above figures, was best shown in the
reaction to the capital increases carried out, the
first of which was in March and the second in De-
cember 1985/January 1986, for a total nominal
amount of 80,104 million pesetas and an effective
value of 68,089 million pesetas. The price trend of
share subscription rights and the turnover re-
corded throughout the subscription periods rati-
fied the very favourable position of shareholders
and investors with respect to the Company.

Another important aspect, although it finally ma-
terialised in 1986, was the offer in combination
with the last capital increase for the purchase of
shares in our subsidiary, AMPER, thus putting a
new innovative industrial holding philosophy into
practice, directly translating benefits generated by
this activity to our shareholders.

Lastly, the most relevant factor of 1985 was the
official listing of Telefénica shares on the London,
Paris, Frankfurt and Tokyo Stock Exchanges, com-
bined with a share placing in each of these mar-
kets totalling 47.5 million shares, equivalent at that
time to 6.6% of the company's share capital, with
a total market value of around 30,000 million pese-
tas. The placing was carried out between nearly
10,000 investors (more than 70% small investors
and individuals) which gives an idea of the high de-
gree of diversification achieved.

Apart from the novelty of this complex opera-
tion and its great success, the favourable trend
that has been recorded on these Stock Exchanges
since then should be emphasized. Consolidation of
the presence of our shares on these markets has
been achieved in all cases and wide-based liquid
secondary markets have developed, with high
dealing frequency and turnover levels.

From a general point a view, the positive ap-
Fraysal of t |sfprocess is reinforced. Therefore,
ooking to the future, the fundamental objective of



these operations was to diversify and expand the
capital-raising bases and to widen and deepen the
secondary markets in our shares, which has the
benefit of improving market stability which is to
the shareholders’ gain, while properly channeling
foreign demand for our shares, which has been
occurring within the general context of a greater

Of equal benefit to the shareholder was the in-
ternational comparison involved with the listing on
these foreign Stock Exchanges, not only in terms
of price but also with regard to information at the
strictest levels of requirements and transparency.

For the Company, there is the additional effect
of improving and consolidating its rating as a prime

Eresence of foreign investors on the Spanish Stock

xchanges.

Telefénica AND WORLD BOURSES-1985

risk at an international level.

(*) Local Indices

Source: Capital International Perspective

Share Price/ Share Price/ PER Dividend | Annual Index(*g Turnover/Stock
Book Value Cash-Flow Yield (DEC.31-84=100)| Exchange Capit.
FRANKFURT 2.8 6.0 16.7 2.7 176.14 422
LONDON 1.5 6.8 12.1 44 118.81 214
NEW YORK 1.7 6.9 13.7 38 127.66 49.6
PARIS 1.6 43 15.3 34 146.53 2.7
TOKYO 2.7 9.0 25.9 1.0 114.72 35.3
ZURICH 1.7 74 14.4 1.9 152.38 -
MADRID 0.5 2.9 10.8 79 135.78 16.38
INTERNATION-
AL INDICES
FOR TELECOM-
MUNICATIONS
SECTOR 1.5 5.0 12.5 52 137.1 -
Telefénica-
MADRID

55




3. MANAGEMENT ANALYSIS

s a complement to the audited financial Financial management activities have led to a
statements included herein and the notes generally positive trend in basic financial data: fi-
attached thereto, management indicators nancial autonomy improved very significantly.
and detailed data are given in this section Borrowings were reduced both short and long
for the last five years. term, also significantly, reaching the lowest levels
Without pretending to comment on them ex- of the last five years. Fixed asset coverage and
haustively, the main conclusions obtained form glo-  the current ratio also improved, stabilising at ade-
bal analysis should be underlined, that ratify the fa- quate levels.
vourable trend and improvement recorded by Te-
lefénica in 985.

From the economic management point of view:

— The improvement in the Gross Operating
Margin recorded in previous years has been
consolidated.

— Particularly worthy of attention is the very low
growth rate in ﬁrzlancial expenses, that breaks RESULTS -
the trend of earlier years, as stated in 1984 (gthe PROFIT MARGINS
rowth rate was 3.1% in 1985 as opposed to 1981/1985
9.4% in the period 1981/1984), reducing its (In Millions of Pesetas)

net weighting in revenue from services by
more than 4 points.

. . , + Revenue from services
— This has meant that costs continue to be strictly — Levy and taxes
identified in the results and provisions are = Net revenue from services

made at a high level employing criteria of maxi- ; A
mum prudence, for similar amounts to those of + Internal expenditure capitalised in fixed ass
— Salaries and related costs

last year.
. Bl 1 - tinue to b — Other costs and expenses
urthermore, depreciations continue to be = Gross operating margin

made as necessary to maintain productive as- +C ot
sets at their proper net values, growing by onnection fees

18.8% over 1984. The depreciation rate has in- + Nominal investment contributions and otht
creased to 5.3%, thus reducing the average pe- + Surcharges
riod over which assets are depreciated. Fixed = Resources provided by operations
assets were 40.4% depreciated at December + Other income
31,1985, — Financial expenses
— As a result of the above, self-financing has con- — Non-operating expenses
tinued to grow significantly, amounting to Extraordinary items and others
66.6% of investment made. The accumulated — Exchange loss provisions
annual growth rate for this variable from 1982 — Transfer to provisions
was therefore 19%. B
, = Gross operating profit
— Cash-flow grew by 22.5% over last year, being — Depreciation of fixed assets
translated into an improvement in operating = Net operating profit

profitability.
iz i ik B b W LY s e



Lastly, two aspects should be emphasized that, — Resources generated presently cover 2.2 times

as a consequence of the above, reflect the rein- financial expenses, whereas this was only 1.8
forcement of Telefonica's growth potential and times at the start of the period; i.e. the degree
expansion capacity on firm financial foundations: of coverage has grown by 22%.

— The debt repayment capacity improved by
over 30%: whereas in the initial years of the 57
five considered 5.5 years were necessary to re-
pay the debt with costs, only 3.8 years were
necessary in 985.

Y
Growth
Rate GROWTH RATE %
1981 1982 1983 1984 1985 |1981/1985 1985/84 1984/83

204856 | 244925 | 296,883 | 349,226 | 393,506 7.7 12.7 17.6
12,269 14,845 17,959 21,117 23,710 17.9 12.3 17.6
192,587 | 230,080 | 278,924 | 328,109 | 369,79 17.7 12.7 17.6
32,956 39,296 43,959 47,634 51,863 12.0 8.9 8.4
99,134 117,439 132,765 144,686 159,572 [2.6 10.3 9.0
20,340 27,004 33,637 38,346 43,491 209 134 14.0
106,069 124,933 156,481 192,711 218,596 9.8 13.4 232
11,914 11,925 11,785 12,118 13,922 40 14.9 28
4,385 5,300 5,287 4,902 3,259 4.6 13 (7.3)
,852 1,805 ;953 ,842 2,274 5.3 235 (5.7)
124,220 143,963 175,506 | 211,573 | 240,05 17.9 [3.5 20.5
6,714 7,578 8,676 13,143 14,257 20.7 8.5 51.5
47,180 53,654 65,090 77,655 80,070 14.1 3.1 19.3
202 351 275 381 1,019 499 167.5 38.5
3,000 3,000 5330 14,230 9,277 326 (34.8) 167.0
3,569 3,802 10,690 n/a 181.1 6.5
80,552 94,536 109,918 128,648 153,252 174 19.1 17.0

56,674 67,989 82,382 96,028 114,103 19.0 18.8

23,878 26,547 27,536 32,620 39,149 13.2 20.0




INCOME
(In Millions of Pesetas)

| Yearly

| IG h tate Growth rate %

; ITEM 1981 1982 | 1983 1984 | 1985 |[1981/1985| 1985/84 1984/83
Revenue from Services..................... 204,855 | 244,925 |296,883 | 349,226 | 393,506 17.7 12.7 17.6
Connection fees and others................ 16299 | 17,225 | 17,072 | 17,020 | 19,18I 42 12.7 (0.3)
Investment iNCOMe ...........oeevvevnnsnn. 942 1,481 1,964 6,183 7283 66.8 17.8 2148
Otherintome i i cosssossinssiisnsns 7,625 7,902 8,665 8,802 9,248 49 5.1 1.6
INCOME................................... 229,721 [ 271,533 | 324,584 | 381,231 |429,218 16.9 12.6 17.4
Breakdown of Revenue from Services
Subscriber service charges ................. 55,059 | 65337 | 74916 | 111,086 126834 232 14.2 48.3
National Telematic service................. I1,758 | 14,722 | 21,245 | 24,568 | 32252 28.7 313 15.6
National Automatic Service................ 102,295 | 122,054 | 148,023 | 149,646 | 163,063 12.4 9.0 Il
Trunk calls through operator .............. 2,252 | 2554 2,201 2,217 2,186 (0.7) (1.4) 0.7
International service........................ 28,040 | 32,620 | 40,299 | 51,149 | 57,505 19.7 124 269
Mobile and maritime Services.............. mn 983 1,087 1,437 1,595 19.9 11.0 322
Directories and Year books................ 4,679 6,655 9,112 9,123 | 10,071 21.1 10.4 0.1

EXPENSES
(In Millions of Pesetas)

IG Y i Growth rate %

ITEM 1981 | 1982 | 1983 | 1984 | 1985 |1981/1985 | 1985/84 1984/83
Operating eXpenses ..............c.ceee.... 86,116 | 104,592 | 121,809 | 134,779 | 150,719 15.0 11.8 10.6
Financial expenses...............c.cccoouve 47,180 | 53,654 | 65,090 | 77,655 | 80,070 14.1 3 19.3
Depreciation and amortization............. 56,674 | 67,989 | 82,382 | 96,028 | 114,103 19.0 18.8 16.6
Levy and taxes.............coveeeeennnnn. 12,269 | 14,845 | 17,959 | 21,117 | 23710 17.9 12.3 17.6
Transfer to exchange loss provision ....... 3000 | 3,000 | 5330 | 14230 | 9277 326 (348) 167.0
Transfer to self-insurance provision and others. . 604 906 909 | 1,000 | 3,600 56.2 260.0 10.0
Transfer to bad debt provision............. = = 2,000 | 3,507 | 4746 n/a 35.3 754
Transfer to provision for contingencies

AN IOLhBIS o v et = = 1,569 295 | 3844 nfa n/a (81.2)
Total Costs and Expenses ............ 205,843 | 244,986 | 297,048 | 348,611 | 390,069 17.3 I.9 17.4
Breakdown of Operating Expenses
Salaries and related costs................... 99,134 | 117,439 [ 132,765 | 144,686 | 159,572 126 10.3 9.0
Outside work, Supplies and

SEIVICES S ver .y iune el e o e 19,090 | 25443 | 30,540 | 35375 | 41,240 21.2 16.6 15.8
Other operating charges ................... 848 | 1,006 1,075 1,744 | 2,165 264 24.1 622
Provision for accrued expenses not

accounted for .........oocvviveiiiiiinns = = 1,388 608 | (395) e nfa (56.2)
Investment expenses ....................... (32,956) |(39,296) |(43.959) | (47.634) | (51,863) 120 8




STATEMENT OF CHANGES IN FINANCIAL POSITION FOR 1981/1985
(Millions of Pesetas)
(After Profit Distribution)

1981 1982 1983 1984 1985

Depreciation and amortization ................. 56,674 | 67,989 | 82382 | 96,028 | 114,103
+ Net variations in reserves and provisions ... 2,682 6,584 4,542 5,556 F;151
= Net self-financing (1).....c.ccooeenerrrircnns 59,356 | 74,573 | 86,924 | 101,584 | 125254

Non-reimbursable contributions for

irrevocable rights of use...........cccoovvvvvennes 193 (30 13 477 (199)
b 13,351 - 33,644 22,387 32,084
+ Debentures and bonds issued.................... 35,092 34,384 30,537 47,280 60,621 (a)
+ Other medium and long-term loans............ 57,170 | 51,252 | 74569 | 93,085 | 89,573 (b)
= Increase in net capital employed (2)........... 105,806 85606 | 138,763 | 163229 | 182,087
= Total source of funds (I42)........cc..cu...... 165,162 | 160,179 | 225,687 | 264,813 | 30734I

Debentures redeemed.......c.c.oevvevveennnn 2,503 15,201 19,699 25,364 34,662
+ Amortizacion of medium and

long-term 10ans.........ccoevveirineirircinnenen. 18,684 | 21,913 31,819 53278 | 112,827
= Applications of finance (3).........ccccoureeeee. 21,187 | 37,114 51,518 78,642 | 147489

Investment in fixed assets............couernne. 131,753 | 146,379 | 159,861 | 175417 | 187,88l
7 Other INVESEMENIS. .1 veomies treissaisssanssinan (3,069) 5318 15,659 | (14,835 | (6,117)
= Total Gross investments (4)..................... 128,684 | 151,697 | 175520 | 160,582 | 181,764

Inventories for fixed assets (5)...........ovven. ,955 2,252 4,256 4,538 5615
= Total Aplications (3 + 4+ 5) ......ccoccneve 151,826 | 191,063 | 231,294 | 243,762 | 334,868

NVARHON ot s e s o oty 13,336 | (30,884) | (5607) | 21,051 | (27,527)
+ Variation in unused facilities...................... 2,064 6,570 8,760 32910 29,271
= TOral VARIAtON 1.oic cvecssiminsensasnsienicantan 15400 | (24,314) 3,153 53,961 1,744

NOTES

— The difference between the Total Variation indicated in this table and that audited is as follows:

O Total VANAtION s vsivissenns e onssss s 1,744
® Increase in inventories...................... 5615
® Increase in 1985 dividends.................. 6,435
® Increased inventory provision .............. (2,031)

TOTALS o e 11.763

— These amounts (a and b} include time period adjustments for Promissory Notes and Zero Coupon bond expenses that figure in the |
audited statement of changes in financial position as self-financing, in accordance with the following breakdown:




BALANCE SHEETS 1981/1985
(After Profit Distribution)

ITEMS 1981 1982 1983 1984 1985
Paid-inishare capitali ..o 240,312 240,312 288,374 320416 360,468
Revaluation surplus...............cccccvvuennns 279,897 281,090 344,722 419,719 486,574
Other reserves and unappropriated profits 25,568 30,628 35,620 40,318 44378 |
Provisions and others..........c..ccc.cooeene. 6,594 47,664 50,307 52,090 56,384 |
Shareholders’ equity ....................... 552,371 599,694 719,023 832,543 947,804 |
Debentures and bonds in pesetas........... 222,479 247,942 255,529 277 445 303,403 4
Debentures and bonds in foreign currency 4,092 11,598 19,356 19,743 22239
Other medium and long-term debt......... 168,398 222,212 285,584 335,609 328,967
Medium and long-term debt finance .. 394,969 481,752 560,469 632,797 654,669
Net capital employed....................... 947,340 | 1,081,446 | 1,279,492 | 1,465,340 | 1,602,473
Fixed assets .......ooovvvvvvirreeeririiiniann, 1451190 | 1,667,754 | 1903232 | 2,182,144 | 2429520 |
Accumulated depreciation..................... (553,823) | (659,630) | (754311) | (868,250) | (982,606)
Fixed assets under construction............. 53,018 59,036 76,179 76,742 95,794
Advanced payments on plant................. 5,663 9,988 14,531 12,756 13,556
Inventories for fixed assets................... 15,093 17,494 22,251 26,44| 29,991
Net Fixed Asset ..............cccoorvevnnnn. 971,141 | 1,094,642 | 1,261,882 | 1,429,833 | 1,586,255
Net intangible assets.......c.cvroimiveriiss 878 2,256 3797 4,803 5,042
IVeSEMEnts oo vt 20,687 22,054 37,677 33,895 32987 |
Deferred charges .........ccccovceenvevennnas 6,284 7,884 9,186 13,461 12,898 |
Unrealised exchange losses................... 20,855 54,378 75,972 58,164 66,132
Total net assets..................ccoevrnee. 1,019,845 | 1,181,214 | 1,388,514 | 1,540,156 | 1,703,314 [
Consumable inventories............cccenee. 1,799 2,051 250 2,993 3650 |
Subscriber accounts payable.................. 43,494 52,022 61,587 65,895 75859 |
Qther receivables. ... i vissran 15,020 12,764 21,583 21,016 15,583
Cash and banks..........ccocooververininniinns 5,565 2592 12,388 34,297 7,981 |
Short-term liabilities ...............c...cuenn. 138,383 169,197 207,103 199,017 203914 |
Working capital ...................oo......... (72,505) | (99,768) | (109,022) | (74816) | (100,841) |
Total net assets............o.c..ie 1,085,723 | 1,250,643 | 1,486,595 | 1,664,357 | 1,806,387 |
Unused credit faclties............... 2900 | 35329 | 53607 | 88680 | 121300 |




FINANCIAL RATIOS 3

1981 | 1982 | 1983 | 1984 | 1985 |
A — Gross Operating Margin Ratio .............cocoeen. 518 51.0 501 55.2 55.6 | ‘
B — Self-Financing Capacity/Revenue from Services .. | 4l.| 40.2 40.8 425 4“4 B
C = Self-Financing Rate: .v.cisn i ccmissimuspinsss 45.1 50.9 544 57.9 66.6 |
D — Rate of Return from Operations
|. On average shareholders’ equity .............. 15.6 7.3 18.6 193 196 |
2. On average net capital employed ............. 95 9.8 10.3 10.8 4 |
3. On average fixed assets employed ............ 12.5 13.4 14.0 5.0 60 |
E — Effective Rate of Return from Capital Employed [.1 [1.0 [1.2 [.1 [
F— Financlali AUONOMY ~.<uciiserivinn somsrsshsnsmessiss 796 76.2 773 82.4 92.3
G — Fixed asset COVErage ...........ccocoovvrivurnnennnns 54.2 508 5.8 54.1 55.6
H: = BOrrOWINgiRAtO. .uivivsiuisscsnsssnisnmmmissbansensssss 41.3 433 429 40.8 372 B
L LONGAEIMI s oicbimeneinnvsmiessrsnissmssnsis 36.4 38.5 317 38.0 362 |
2. SHOMTTBIMY sisioicroesonsiiessniicibtstonssionss 49 48 52 28 0 |
| Current Ratio ...ttt i irivnts 51.7 479 574 83.5 85.0
| — Debt repayment capacity ..........ccocoeriiireiiiann 55 5.6 5.2 48 38
K — Resources generated/Financial expenses ........... 1.8 1.8 1.9 1.9 22
Definitions:
A — (%) Gross operating margin F — (%) Shareholders’ equity

Revenue from services

Remunerated liabilities
B — (%) Self-financing capacity G — (%) Shareholders’ equity
Revenue from services Net fixed assets
C — (%) Annual self-financing H — (%) M. and/.-term debts +short-term finance .
Investment in fixed assets Total liabilities :
D.l — (%) Net cash flow H.l — (%) Medium and long term debts

Average shareholders’ equity Total Liabilities

H2 — (%) Short term finance+

D2 — (%) Net cash flow Company promissory notes
Average Net capital employed Total Liabilities

D.3 — (%) Funds generated by operations | — (%) Current Assets
Average Net fixed assets Current liabilities

E — (%) Netprofit ) (years) Remunerated external funds
Average paid in share capital Resources generated

K  (times) Resources generated
Financial expenses

Self-financing capacity
Comprises net profit, depreciation and amortization (except deferred expenses), exchange loss and other |
provisions. '
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VALUE ADDED IN THE LAST FIVE YEARS

(Millions of Pesetas)
1981 1982 1983 1984 1985

Total income (1)......ovevevereneniriiiriveiiians +262,677 | +310,829 | +368,542 | +428,865 | +481,08!
Outside work, supplies and services.................. 19,090 25,443 30,540 35,375 41,240
Other operating charges............ccccevcvnreiennen. 848 1,006 1,075 1,744 2,165
Total external costs and charges..................... —19,938 | —26449 | 31,615 | —37,119 | —43405
Value added..........covvvverecciiiiiiiiian 242,739 | 284,380 | 336,927 | 391,746 | 437,676
Salaries and related €OSts ..........cccovverriinninen. 99,134 | 117,439 | 132,765 | 144,686 | 159,572
Remuneration and interest ..............ccococrreen. 69,917 79,142 90,885 | 108,031 | 115859
— Remuneration to shareholders (dividend) ....... 23,497 26,434 27,095 32214 38,649
— Financial expenses (on l0ans)....................... 46,420 52,708 63,790 75817 77,210
State levy and taxes..........ccovvvvviiiiiniiiinennn, 12,269 14,845 17,958 20,117 23,710
Upkeep of production facilities

(depreciation charges, provisions,

PESAIVES IBTE] o i e r s 61,419 72,954 95,319 | 117,912 | 138535

(1) Includes work carried out by the Company on its fixed assets.

ACCRUALS TO THE TREASURY, AUTONOMOUS GOVERNMENT
TREASURY DEPARTMENTS AND SOCIAL SECURITY.

(Millions of Pesetas)
Variation
1985 1984 Absolute  Relative

. PAYMENTS TO THE TREASURY AND AUTONOMOUS

GOVERNMENT TREASURY DEPARTMENTS.............. 122,328 112,222 10,106 9

AS.OBLIGOR ...coviocinisnsmimmmnmississvisersn (14,111 105,181 8,930 8.5

TAXPAYER

ey 23,435 20,846 2,589 124

WITHHELD AS INTERMEDIARY

— Tax on telephone use ... ......iviveerecvmnines 64,233 58,533 5,700 9.7

=NCOME LI ot ovs e s 18,036 16,472 1,564 9.5

= CapItAlEaR ..o it i 8,084 9,153 (1,069) (1.7)

— Non-resident cOrporation tax...............ccoe..... 323 177 146 82.5

PAID BY OBLIGORS ACTING AS

INTERMEDIARY FOR Telefénica................... 8,217 7,041 1,176 16.7

AS TAXPAYER

= TUNOVEr TaX e iiiiecivi i savsainesswanuians 7,489 6,770 719 10.6

=Capital T s 728 27| 457 168.6
IIl. PAYMENTS TO SOCIAL SECURITY.......c0cvveee 19,307 17,159 2,148 12.5

— Net payments..........coovvviriiesiniiiennns 19,307 17,159 2,148 12.5

TOTAL PAYMENTS......ooviiniiiireeei e 141,635 129,381 12,254 9.5
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Mr. Fernando Pérez-Olivares Hinojosa and Mr. Isidoro Jiménez Gémez designated
Auditors of the Accounts for 1985 by the Annual General Meeting of Shareholders
of Telefénica, held on June 17, 1985, have examined the independent auditors’ re-
port, issued by the firms Price Waterhouse and Audiberia, S. A, and the report of
the Spanish Statutoty Auditors and propose that the Annual General Meeting ap-
prove the Annual Report, Balance Sheet, Statement of Profit & Loss, Statement of
Changes in Financial Position and Statement of Movements and Direct Applications
to Reserves for 1985 of the Compania Telefonica Nacional de Espana, S. A.

And in testimony thereof, we sign this Report in Madrid, on the
twenty-eighth of May nineteen eighty-six.

4 Crosg.

Fernando Pérez-Olivares Hinojosa Isidoro Jimenez Gomez




Spanish Statutory
Auditors’ Report

Mr. Pedro RODRIGUEZ SAN
ROMAN and Mr. Enrigue FER-
NANDEZ PENA, full members
of the Institute of Spanish Statu-
tory Auditors, in compliance
with the mandate from the Ma-
nagement Committee of Com-
pania Telefonica Nacional de Es-
pafna, S. A. in accordance with
Article 47 of the Stock Exchange
Regulations in force (Decree
1506/67 of June 30) have exam-
ined the Balance Sheet of the
Company at December 31, 1985
together with the Statement of
Profit and Loss corresponding to
that year and the corresponding
Notes thereto. In the examina-
tion carried out, we have jointly
taken into account the working
reports prepared by the firms
Price Waterhouse and Audiberia,
S. A., which have audited the
Company's accounts during
1985, all in accordance with
Telefonica.

The said review has given rise
to this report 14/86, which is is-
sued with the remarks and ob-
servations given below.

|. General Remarks

I.I The figures contained in
the Balance Sheet and
Statement of Profit and
Loss audited, come from
the Company’s general
ledger and auxiliary
books, in accordance with
general account groupings
shown in detail in the an-
nual accounts.

}.2 The Company’s Balance
Book numger 3, legalised
on May 30, 1973 under
the number 8,756, shows
the trial Balances for
the year.

1.3 The Company's Day Book
number 23, legalised on
August 5, 1977 under the
number | 1,882, shows
the summary of the en-
tries made each month, in
accordance with the ac-
count groupings men-
tioned in 1.1.

2. Remarks on the Balance
Sheet

2.! Fixed Assets.
This item has increased
by 187,881 million pesetas
in 1985, fundamentally co-
rresponding to purchases,
works contracted with
third parties and direct
imputations amounting to
163,156 million pesetas
and, on the other hand,
to indirect investment
costs of 18,273 million pe-
setas and interest charged
to the works of 6,452 mil-
lion pesetas. Interest has
been calculated at 9% by
applying a rate of 0.75%
per month on the balance
of the work in progress
at the end of the pre-
vious month, without in-
cluding interest already
charged.
Fixed assets have been
revalued in accordance
with Article 3 of the Law
of December 31, 1945 by
123,808 million pesetas,
credited to Accumulated
Depreciation in 48,534
million pesetas and char-
ged to the Revaluation
urplus in 75,274 million
pesetas. This revaluation,
which the Company ca-
rried out after obtaining

E/]rior approval from the
inistry of Finance, has
been applied to the fixed
asset inventory at Decem-
ber 31, 1984,

2.2 Accumulated Depre-

25

ciation and amortiza-
tion of Assets.

The relevant credit items
charged to the 1985 re-
sults amount to 114,103
million pesetas (111,083
million pesetas of depre-
ciation of fixed assets and
3,020 million pesetas of
amortization of intangible
assets).

The overall percentage of
the average value of de-
preciable plant (without
including the revaluation
mentioned above) was
5.3%.

Net Shareholdings in
Companies

Investments in the Telefd-
nica Group have been va-
lued on the basis of the
corresponding Company
Balance Sheets at Decem-
ber 31, 1984 and repre-
sent a reduction of 409
million pesetas that have
been charged to the vol-
untary reserves.

As explained in detail in
Note 4.3, it is estimated
that there will be a posi-
tive revaluation in 1985 as
a function of the net
equitg value at December
31, 1985.

The income received as
dividends from these
shareholdings in 1985 was
466 million pesetas.
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24 Deffered Exchange

Losses

The revaluation of foreign
currency borrowings at
the year end amounted
to 66,132 million pesetas.
Of this amount, I1,840
million pesetas corres-
pond to deferred charges,
and the remainder is the
future potential loss that
the Company must bear
in the coming years if
present exchange rates
are maintained. These
concepts differ on the ba-
sis of Telefonica's particu-
lar situation as a regulated
company, the repercus-
sion of which is incorpo-
rated into its tariff struc-
ture.

As in previous years, in
1985, the Company ab-
sorbed and charged to re-
sults all exchange losses
attributable to the year, in
accordance with para-
graph 2.2.f of Note 2,
amounting to 9,277 mil-
lion pesetas together with
660 million pesetas com-
pensated by positive ex-
change rate differences,
corresponding to the col-
lection of payment for
services in foreign curren-
cies.

At the year end, the Seff-
Insurance Provision for
exchange losses had a ba-
lance o§2l 598 million pe-
setas, the purpose of
which is explained in
Note 1.

2.5 Accounts Receivable

The caption “Subscribers’
includes ex-subscribers
where debt collection is
doubtful, where the total
balance amounts to 3,485
million pesetas, pending
revaluation. There are
3,827 million pesetas in
the “Provision for Bad
Debt" Account to cover
this amount, with the sur-
plus covering other ac-
counts receivable pending

classification.

26 Share Capital

The Company, as author-
ised by the General Meet-
ings of Shareholders, in-
creased the share capital
by 40,052 million pesetas
on the basis of one new
share for every eight
held, with 20% of the no-
minal value charged to re-
serves (8,010 million pe-

setas).

In November 1985, the
Board of Directors ap-
proved a new capital in-
crease on the basis of
agreements made at the
General Meeting of Share-
holders held on June |7,
1985. The subscription
period was December 15,
1985 to January 15, 1986
and was accounted for on

completion.

2.7 Statutory Reserve

The balance in this ac-
count increased by 400
million pesetas due to the
distribution of profits for
1984, with a balance of
7,305 million pesetas at

December 31, 1985.

28 Voluntary Reserve

and Revaluation Sur-.

lus

hese have increased by
75,274 million pesetas as
a result of net plant reval-
uation, and reduced by
8,010 million pesetas due
to the part charged to re-
serves of the capital in-
crease, and in 409 million
pesetas as a consequence
of the reduction in the
valuation in Group Com-
pany shareholdings.

2.9 Technological Deve-

lopment Reserve

The balance in this ac-
count has been increased
by 3,560 million pesetas
due to the difference bet-
ween material recovered
and dismantling costs.

2.10 Debentures and

2.1

bonds

Debentures amounting
to 40,000 million pesetas
have been issued in
1985 of which payment
of 245 million pesetas is
pending. Furthermore,
19,919 million pesetas
have been paid on con-
vertible bonds and de-
bentures issued during
P9e8c5ember 1984/january

Unused Credit Facili-
ties

The accounting proce-
dure for credit facilities
was favourably modified



in 1985, adopting the cri-
terion of including unu-
sed credit in the memo-
randum accounts. The
loans and credit facilities
caption in the liabilities
therefore only reflects
the drawn down
amount of credit facilities
obtained.

2.12 Pensions

Telefénica employees be-
nefit from a social ser-
vice system with substi-
tutory and complemen-
tary pensions to those
grovided in Spain bzg the
ocial Security. These
pensions are covered by
the “Institucion Telefoni-
ca de Previsiéon (ITP)", a
mutual pension fund
that has an independent
legal status created un-
der the Law of Decem-
ber 6, 1941 and the Re-
gulations pertaining the-
reto of May 26, 1943 on
Social Service Mutual
Funds.
The circumstances and
explanations relating to
this matter are described
in Note 18 to the Finan-
cial Statements.
On the basis of indepen-
dent legal opinion issued
in 1985 and recently up-
dated, demonstrating
compliance by Telefonica
with all of its contractual
obligations to ITP and
the non-existence of le-
al responsibility for Te-
efénica, we consider
that the situation exist-
ing up to the date of our
previous report remains
unchanged.

3.2 Costs and Expenses
The costs and expenses
attributed by the Com-

3.1 Income Eany are considered to
The estimates of income ave been reasonably
at the end of 1984 and settled and are correctly
1985 are correct. accounted for in the fiscal

year.

3. Remarks on the State-
ment of Profit and Loss

As a consequence of the above and on the basis of the verifica-
tions made jointly with the work and report of the firms Price Wa-
terhouse and Audiberia, S. A., we hereby issue the following.

REPORT

As a result of the review carried out it is our professional opinion
that the Balance Sheet and Statement of Profit and Loss of the Com-
pania Telefonica Nacional de Espafa, S. A. and the Notes thereto, at-
tached, present a true and fair view of the financial situation of Tele-
fonica at December 31, 1985 and the results of its operations, in ac-
cordance with generally accepted accounting principles in Spain, with-
out substantial variations in their application with those of the prece-
ding year, in accordance with the contracts and agreements in
force with the Spanish Authorities and subject to the considerations
that we have indicated.

We sign this document, with one original and six copies, issued in
six numbered pages on official paper from the Institute of Spanish
Statutory Auditors, to which appendices are attached, num-
bered and sealed, in Madrid, on May twenty-two, nineteen hundred
and eighty-six. -

Pedro RODRIGUEZ SAN ROMAN

Enrique FERNANDEZ PENA
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To the Board of Directors
Compaiiia Telefonica Nacional de Espafia, S. A.
Madrid

L.
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We have examined the balance sheet of Compania Telefonica Nacional de Es-
pana, S. A. (Telefénica) at December 31, 1985, the statements of profit and loss,
of movements and direct applications to reserves and of changes in financial po-
sition for the year then ended together with the explanatory notes, as set out
on pages /0 to 87 Our examination was made in accordance with generally ac-
cepted auditing standards.

As indicated in Note | to the financial statements, tariffs corresponding to the
services provided by Telefénica are submitted to the Spanish government for
approval, with the prior intervention of the Government Delegate in the Com-
pany and agreement of the Prices Commission. Consequently, Telefénica falls
within the group of regulated entities whose peculiarities permit that income
and expenses may be attributable to each period not only on the accrual basis
but also when the related specific concepts of revenue and cost are computed
as part of the approved tariffs. On this basis, the recovery of the amounts in-
vested or deferred in the assets of the Company, particularly deferred exchange
losses, will depend upon the adequate future consideration, in tariffs, of these
concepts.

Notes 18 and |9 to the financial statements include a detailed explanation on
the characteristics of the social benefit scheme by which the emp!o_Fees of Tele-
fonica are covered through the mutal pension fund ‘Institucion Telefdnica de
Prevision” (ITP), as well as the current going concern problems, the negotiations
held and the Company’s position in this respect.

Based upon the opinion of qualified independent legal counsel, recently updated
in view of the events occurred in 1985 and up to date, which confirms Teleféni-
ca's compliance with all its contractual obligations to, as well as its legal inde-
pendence from ITP, we understand that the situation as explained in our inde-
pendent report on the financial statements as at December 31, 1984 remains
unchanged, as no secondary responsibility of Telefénica to ITP exists other than
that expressed in the above-mentioned Note 18.
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In our opinion, the financial statements referred to in paragraph | present fairly
the financial position of Comparia Telefonica NacionaFde Espana, S. A. at De-
cember 31, 1985, and the results of its operations, movements in reserves and
changes in financial position for the year then ended, in conformity with ac-
counting principles generally accepted in Spain and, as explained in paragraph 2,
those required or permitted by the specific regulations governing Telefonica's
activities, applied on a basis consistent with that of the preceding year, except
for the change, with which we concur, in the presentation of unused credit faci-
lities, as detailed in Note [3. Accounting principles which are of significance in
the preparation of the financial statements are described in Note 2.

These financial statements and related notes were originally issued in the Span-
ish language; the translation into English is solely for the convenience of interna-
tional readers. See additional note for international purposes.

%}, Aleterdioesr WW SA.

/

Price Waterhouse Audiberia, S. A. *

Madrid, May 5, 1986

* Member of Fox Moore Internationat

69



70

(before distribution of profits)

(In millions of pesetas)

ASSETS 1985 1984
RCED ASSERS (Note 3) 1,556,264 1,403,392
Land: ooz sision et oo i e ien 30,989 30914
Buildings and power equipment .................... 173,265 141,170
Telephone installations ..............ccccoocovevnnnn. 2,209,192 1,997,616
(O TIRUP CUETITN  comodanomssenonio s osonmas 16,074 12,444
2,429,520 2,182,144
Accumulated depreciation ..................o.ll ( 982,606) ( 868,250)
1,446,914 1,313,894
Fixed assets under construction:
Work in progress ............ccooceiiiiiiiininnn.. 95,794 76,742
Advances to suppliers ................... 13,556 12,756
INFANGIBEE ASSETS it oo 5,042 4,803
Research and development and others ............ 8,581 5,882
Accumulated amortization ..................ooeeen. (  3,539) (  1,079)
INVESTMENT S (N te ) s s alens 32,987 33,895
Net investments in other companies .............. 25,869 22,238
Loans to Group companies ......................... 4,164 9,162
Loans to employees ..............oooiiiiiiiiiinnn, 2,462 2,205
Guarantees and deposits ..................c.ooeenne. 492 290
DEFERRED CHARGES (Note 5) ................... 12,898 13,461
DEFERRED EXCHANGE LOSSES (Note 6) 66,132 58,164
INVENTORIES (Note 7) ....cooovvieniiiiininnnnn, 33,641 29,434
Inventories on hand ...............ccooiiiiinn. 36,505 30,267
Obsolescence reserve ..............cocoeeveeneennnn. ( 2.864) ( 833)
ACCOUNES RECEIVABLE . 0u et e et es 86,078 78,038
Subscribers (Note 8) 79,686 68,779
Provision for bad debts (Note 8) .................. ( 3,827) ( 2884)
Miscellaneous receivables ....................co..en. 12,549 12,810
Provision for bad debts ...............cocoviiiinin. (2,330 ( 667)
CASH AND BANKS ..., 7,981 34,297
Cash andibanks s el e e oy s e 1,034 529
Short term investments ................cccoeeenenn. 2,168 31171
Funds in transit and others ......................... 4,779 2,597
OTHER CURRENT ASSETS AND PREPAYMENTS . 5,364 23,761
Prepayments .........cooeveviiiiiniiiiiiiiiiiaans 5,364 8,873
[nterimicividend T — 14,419
Debentures pending subscription .................. — 469
o e e ten e o nan s R A E e St e 1,806,387 1,679,245
MEMORANDUM ACCOUNTS (Note 20)
Unusedicredit-facilitiesis s s e s 121,300 88,680
O th e 55,004 64,406
176,304 153,086

Notes | to 21 form an integral part of this statement.




LIABILITIES 1985 1984
SHAREHOLDERS’ EQUITY . ....coviiiviiinnnn. 890,920 780,047
Share capitali(Note 3)i st s 360,468 320,416
Reserves: (Note 10)
STAtULOrY FESETVE it oot st 7,305 6,905
Voluntary reserve and revaluation surplus ..... 489,141 422,286
Technological development reserve ............ 33,932 30,372
Unappropriated profit .................ocoeienn. 74 68
530,452 459,631
DEFERRED INCOME
Non-reimbursable contributions for rights of use and others . 2,577 2,768
PROVISIONS (N orel i) B s 53,807 49,322
Risk and exchange loss self-insurance .............. 33,698 29,198
OthEr DROVISIONS: <tlive i ahaininy it o s oo 20,109 20,124
LONG TERM DEBT ....covviiniiiiiiiiiiiineiinnns 654,669 633,266
Debentures and bonds (Note 12) ................. 325,702 297,657
Loans and credit facilities (Note 13) .............. 270,317 296,960
Loans from the Institucion Telefonica de
Previsioni(FTFR) S ssens e i 35,623 18,289
Notes payable to suppliers (Note 14) ............. 12,082 13818
Collective insurance for employees (Note 19) ... 10,945 6,542
SHORTFTERM DEB T s s 129,522 147,586
Loans and credit facilities (Note 13) .............. 13,534 35,169
Suppliers (Note 14) .......ccococniiiiiiiieniviion 25,681 12,709
Notes payable to supliers (Note 14) .............. 4,707 21,891
Taxes payable (Note 15) ..................ooo.e. 46,448 43,797
Social Security payable .............................. 5,243 4,242
Other creditors (Note 16) .............c..cceeen. 25,559 21,947
Dividend payable’ .ootoiiin e 8,350 7,831
ACCRUALS (Note 17) .....oeviiniiiiiniiannen. 35,743 33,636
Accrued expenses and deferred income ........... 31,442 30,412
Interest payable-ITP .......cccociimemviniinanionnnnn 4,301 3,224
PROFIT AND LOSS ...oiiiieiieiiiiiiiiiiciine 39,149 32,620
BrofifoTth e’y o e 39,149 32,620
Total Lo, 1,806,387 1,679,245
MEMORANDUM ACCOUNTS (Note 20)
Unused credit facilities ............................. 121,300 88,680
Other ..o 55,004 64,406
176,304 153,086

Notes | to 2] form an integral part of this statement.
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STATEMENT OF PROFIT AND LOSS FOR THE YEARS
ENDED DECEMBER 31

(In millions of pesetas)

INCOME ..
Revenue from services ...............ccoocvveinennn.
Connection fees ............ocoiiiiiiiiiiiiiinnnnn.
Suburban connection fees and others .............
S A S ot o e e e e
Private exchange maintenance and other .........

COSTS AND EXPENSES ...t
Salaries and related costs ...........cociciiioiiinnn
Outside work, supplies and services ...............
TRAXES ) coertiis s i enen b i s o R e e A e b e
Provision for bad debts (subscribers) ..............
Other chargess o)t e v bt hs e
EXchangellOSses e i e seies o e e
Financial expenses ..............ccccoviiiiiiiiiinnnn.
Sundry eXpenses ...........o.iiieiiiiiiiieians
Depreciation of fixed assets .......................
Amortization of intangible assets ............... :
Amortization of deferred charges .................
Internal expenditure capitalized in fixed assets:
Labour, materials and overhead .................
Notional interest allocated to construction in progress

@R ERATIIN G PR @ BT e

Ol E R N G ) P B e
IR oo tae e o e D A SRR B0
OthEE s i s s e SR

PROEIT BEFORE STATE LEVY ...ooioiiii
S AT B B e e e R e i

NET PROFIT
| (Beforeidistribution) 2o.ic i i i s

1985 1984

411,689 365,779
393,506 349,226
13,922 12,118
1,632 1,966
2,274 1,842
355 627

357,090 320,340
159,572 144,686
38,148 34279
275 271
3,870 3,206
7.925 2,204
9,277 14,230
77,209 75817
2,165 1,744
111,083 95,427
3,020 601
2,861 1,838
( 51.863) ( 47.634)
( 6452) ( 6329)

54,599 45,439

7,985 8,027
4419 4,955
3,566 3,072

62,584 53.466

( 23,435) ( 20,846)

39,149 32,620

Notes | to 21 form an integral part of this statement.




STATEMENT OF CHANGES IN FINANCIAL POSITION
FOR THE YEARS ENDED DECEMBER 31
(BEFORE DISTRIBUTION OF PROFITS) (*)

(In millions of pesetas)

1985 1984

SOURCES
Net profit forithe year oo s 39,149 32,620
Depreciation and amortization ..................... 116,964 97,866
Net movements in reserves and irrevocable

FIZ TSRO fI11S C ISR 3,369 4769
Self-insurance, exchange differences and other ... 17,841 19,034
Funds provided by operations ...................... 177,323 154,289
Capital INCrease ...........ccoeveeeeeiuiieaeennn.. 32,084 22,387
Investments in affiliates ....................... 4,599 5,548
Db TR S S U da eeety 60,143 47,069
Eoreign currency loans i i i s e e 14,897 54,101
Other loans, credit facilities and notes payable ... 70,553 46,665
A S O R R S e S et 359,599 330,059
APPLICATIONS
DivIdends .....vveveiineiiieiiiie 32,214 27,095
Additions to fixed assets ....................coe 187,881 175,417
Other additions: 9,523 8,175

Advances to suppliers of fixed assets ........... 800 (1,775)

Intangible ASsets) - uiiisisnhe seins s s s s 1,778 1,607

Investments in affiliates ................... 4,647 2,230

Deferred chargesi oo oiaciininnntinsioes 2,298 6,113
Debentures redeemed ...............c.iiin 34,662 25,364
Amortization of foreign currency loans ........... 60,687 25,610
Amortization of other loans, credit facilities 52,140 27,668

and notesipayablel L i e s
TOTAIAPPE EATIONS e 377,107 289,329
VARIATIONS .. e ( 17,508) 40,730
Variation in unused credit facilities (**) ........... 29,271 22,839
NET VARIATIONS .ooooviiiiiiiiiiiiiiiiin, 11,763 63,569
COMPOSITION OF NET VARIATIONS:
INVENTONIES ..ouvviiiiiiiiiiiiiiee e 4,208 4,660
RECEIVADIES: 1 uaeminonssimmimssmsnm el sty 8,081 2816
Cash andbanlcs ( 26,316) 21,909
PrepaymMents i oot ot das s s s ( 2,012) 858
Shart termide bt 18,596 11,196
ACCIURIS: s i e s e e e 5,127) ( 8.180)
Bividendiaccounts ot uir e e e ( 14,938) 7,471
A e ( 17,508) 40,730

Notes | to 2| form an integral part of this statement.

(*) This statement has been prepared in accordance with the classification of short and long term debts, described in Note 2.2 j)

(**) Corresponds to a lower utilization of medium and long-term credit facilities.
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STATEMENT OF MOVEMENTS AND DIRECT APPLICATIONS
TO RESERVES FOR THE YEARS
ENDED DECEMBER 31
(Millions of pesetas)
1985 1984
Balance at the beginnINgIOf the VAT o riiiitims s aniseredsnniamsasin ey s st s be 459,631 379,901
Profit from preceding year s i 32,620 27,536
Dividend declaned e i e ( 32,214) ( 27,095)
Portion of capital increase charged
to reserves (Note [0) ...t ( 8010} ( 9.612)
Asset revaluation (devaluation):
Fixed assets (Note 3) .isvoiiiviin ainimsinsss it iusissssnihtons snisossstis smsiit 75,274 85,558
IIVESEMENES .t e e e e iee e e e s e et e e ee e s e b s e ae e e s e e e ene ( 409) ( 949)
Direct operational applications:
Technological development reserve (Note 2.2 b) ........cccvvevrviiivveiniiiniiiininnne 3,560 4,292
Balance at the end ofithe y e ar et et s 530,452 459,631
Notes | ta 21 form an integral part of this statement.
NOTES TO THE FINANCIAL this reason, and by virtue of the national scope of the Com-
pany's services, it is exempt from all other taxes or contribu-
STATEMENTS AT tions, excise taxes or duties of any kind, it being understood that
DECEMBER 31, 1985 AND 1984 the exemptions and exceptions from taxes, excise taxes and dut-

ies established in this Condition will be fully effective, even if
this is not specifically stated in the Law and Stipulations regulat-

NOTE | — ACTIVITY AND CONTRACT ing the levying of such taxes (Condition 26).
WITH THE STATE

1.3. Tariff situation

Condition |9 of the contract and additional regulations describe
the tariff authorization system, according to which tariffs will be
reviewed at- Telefénica’s request when, for two consecutive
years. they do not give a sufficiently high yield to cover all operat-
ing expenses, allocate the required amount for depreciation of

o . Company installations and properties, accumulate and maintain
et ot the Decree of Deceper 71, 1970 fhe statliton/liescare e EMEd o NIE mdition Tio! the contict
and the Ministry Order of 'October %, 1978 ldefine thé oo or any other required by law and obtain a surplus in each fiscal

: . : 9 year of not less that 5% of the paid-in share capital plus re-
phone and other services that the Company operates as a mono e e ) o G e 2

|.I Conditions of the Concession Agreement

The law of December 31, 1945 authorized the Government to
execute a contract with the Compania Telefonica Nacional de
Espana, S. A. (Telefénica). The contract regulating the condi-
tions of the concession was approved by Decree of October 31,
1946. For this reason Telefénica is a fimited company regulated

poly.
NOTE 2 — BASES OF PRESENTATION
1.2 Fiscal status AND SIGNIFICANT ACCOUNTING
The fiscal status of Telefénica is established in Condition 7 of PRINCIPLES

the contract with the State, by which the State participates in
the Company's revenue and, consequently, as the most signifi-

cant factor, has the right to receive annually a levy of 15% of 2.1 Bases of presentation

the Company's net profits which, under no circumstances, will a) The financial statements have been prepared on the basis of
be less that 6% of the Company's gross revenue from services the accounting records of Telefénica for each year prior to
(Condition 24). the distribution of profits. The distribution of 1985 profits is
The amounts to be received by the State under the terms of therefore subject to approval by the Shareholders” General

Condition 7 are considered for all legal purposes as a tax. For Meeting.



PROPOSAL FOR DISTRIBUTION OF THE PROFIT
FOR THE YEAR 1985
(Millions of pesetas)
Unappropriated profit brought forward from previous year ...............cccoooiiiiiiiiiiiiiiiiiiiniee. 74
N et DO 6 O T e Sy 8 g R e 39,149
Total available for distribution .............c..oi 39,223

PROPOSED DISTRIBUTION
5% Interim dividend on shares No | to 640,831,193 payable as from

Jantaey 5 YR O 16,021
5% Interim dividend on shares No 640,831,194 to 720,935,091 (proportional to the

period paid-in) payable as from January 15, 1986 ..............ocoiiiiiiiii 1,547
6% Final dividend on shares No | to 640,831,193

PEMEHTE EEEIEVE] cosomncutorensonsnssacemnoononne s000ma60609H00 ABERHAO G HIAIDIRI0IEEAIRAAANRIIEIDAIRITARETR 19,225
6% Final dividend on shares No 640,831,194 to 720,935,091 (Proportional to the

period paid-in) pending ap POVl s s s on sa e e e s 1,856
QTR iyl S O 38,649
10 SEMTIEETHESIRTS 0000000000000 000000 saeas SSRGS A0 S OBCnC AR ORI C PSSR CAECEOEoRARE 500
WUnappropriated pro it calmi e d o R ard B e S 74
T0ta D10 DOS e IS D ULl O e e e e 39,223

b) In order to present a statement of profit and loss that re-
sponds to service operation as far as possible, certain items,
such as those corresponding to the results of plant dismantl-
ing and trade investment valuation, are applied directly to the
Company's reserves; consequently, they do not form part of
the distributable profit. These items and their meaning are
presented in the attached statement of movements and di-
rect applications to reserves.

¢) As mentioned in Note 134, the 1985 balance sheet shows
the credit facilities as the amount drawn down at December
31. The 1984 figures have been modified for comparability.

d) All amounts shown in the Notes to the financial statements
are expressed in millions of pesetas,

22 Significant accounting principles

a) Accounting standards

The accounting standards adopted in drawing up the financial
statements are in accordance with generally accepted ac-
counting principles in Spain, together with others required or
allowed under the Conditions of Concession and by virtue of
being a regulated enterprise, especially those referring to the
revaluation of fixed assets and investments, treatment of ex-
change differences, the self-insurance fund and plant dis-
mantling,

b) Fixed assets and their method of depreciation

Telefénica, in accordance with Article 3 of the Law of De-
cember 31, 1945 and with the approval of the Ministerio de
Hacienda (Finance Ministry), can revalue its assets in order to
bring them into line with the real value of its properties and
installations. Should this revaluation give rise to an increase in

asset values, such increase will not be included in the basis
for the calculation of the State levy.

Consequently, fixed assets are valued at replacement cost, as
explained in Note 3. The net revaluation is accounted for by
crediting the revaluation surplus. Additions are accounted for
at their respective purchase price and installation cost, includ-
ing direct labour and materials used, together with an allocat-
able share of overheads and interest accrued up to the time
of start-up of the asset concerned.

The annual depreciation charge is calculated using the
straight line method as a function of the useful life of the as-
sets.

The gross book value of elements removed from plant is de-
ducted from the corresponding fixed asset account and, si-
multaneously, the equivalent amount is deducted from the
accumulated depreciation on the assumption, reviewable on
occasions, that dismantied plant is the oldest and is therefore
fully depreciated. On the other hand, the residual value of
dismantled plant is charged to the corresponding inventory
account and credited to the Technological Development Re-
serve and this account. where applicable, is charged with the
inherent costs of dismantling the plant.

Fixed asset maintenance and repair costs, when they do not
relate to an increase or improvements, are charged in the
year in which they are incurred.

¢) Intangible assets and their method of amortization

Intangible assets include the costs incurred in developing new
product lines and the value of rights acquired for the use of
equipment and installations owned by others as a conse-
quence of official concessions or irrevocable rights of use and
are amortised by the straight line method over periods not
exceeding the estimated term of recovery, of 5 and 25 years,
respectively.

Intangible assets, when fully amortised, are cancelled.
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d) Investments - net investments in other companies

The financial statements do not present the consolidated fi-
nancial position of Telefénica and its affiliates. Consolidation
exercises have been carried out, the results of which show
no significant impact on the Company’s financial statements.
The valuations of the Company's investments in other com-
panies are adjusted against the revaluation surplus, on the
basis of the theoretical equity value of these companies. using
the balance sheets as at December 31 of the previous fiscal
year, as approved by the Shareholders at their Annual Gen-
eral Meeting. Dividends are recorded as revenue when re-
ceived.

e) Deferred charges

Debenture issue expenses are amortised as a function of the
respective capital outstanding at the year end. Capital in-
crease expenses are amortised on a straight-line basis over
ten years, from the date of each capital increase.

f) Valuation of foreign currency accounts

Foreign currency accounts are valued at the end of the year
at the official exchange rate ruling in the Madrid Foreign Ex-
change Market. The differences are recorded each year in the
“‘Deferred Exchange Losses” account. These are charged to
expenses each year, as realised, in accordance with the repay-
ment of the foreign currency debt to which they relate, or,
when early repayment exists, at the time at which exchange
losses should have been charged to expenses in accordance
with the initial maturity schedule. In the latter case the
procedure is congruent with the former, given the nature

and characteristics of Telefénica as a regulated price and
services company and the tariff review mechanisms described
in Note 1.3. The fixing of tariffs each year takes into consid-
eration the recovery of these deferred expenses.

&) Inventories

Inventories are generally valued at their weighted average
purchase cost. Provisions are made each year to reduce the
value of these assets, in order to cover technical obsoles-
cence for some materials.

h) Revenue from services

Revenue from services is accounted for on the accrual basis.
For this reason, at the end of each year adjustments are re-
corder to recognise prepayments with respect to services in-
voiced bimonthly in advance and to accrue for unbilled ser-
vices provided.

i) Pensions and other employee benefits

Retirement pensions of Telefénica employees are covered
by the Institucién Telefonica de Prevision (ITP), whose rela-
tionship with the Company is described in Note 8.

/) Short and long-term debts

For the purposes of the balance sheet, debts are classified ac-
cording to their maturity dates, from the time they are con-
tracted and up to settlement, as follows:

Short-term - Maturity up to |8 months

Long-term - Maturity over 18 months.

Nevertheless, the corresponding notes disclose the maturities
within the 12 months from the balance sheet dates, and
those subsequent to |2 months.

NOTE 3 — FIXED ASSETS

3.1 The composition by type of fixed asset and movements during 1985 are as follows:
Gross book Additions Gross book
value at Revaluation for the Dls;nlgmled value at
Items 31-12-1984 year 31-12-1985
Land..ooeeeceie e 30914 (266) 341 — 30,989
Buildings and power equipment ......... 141,170 24,972 7,398 (275) 173,265
Exchange equipment...................... 670,751 74,197 34,257 (7,962) 771,243
Wire and cable transmission equipment.. 176,387 6,339 13,139 (1,358) 194,507
Radio and satellite communication
transmission equipment................ 37,050 16,208 2,387 (134) 55,511
Local and trunk networks................ 848,307 2,358 53,514 (8,586) 895,593
Subscriber sets and other
related installations .................... 265,121 = 54,081 (26.864) 292,338
Furniture, office and other equipment.. 10,065 = 3,401 (82) 13,384
Other installations............cccc.ooe.e. 2,379 = 311 = 2,690
Fixed assets in service.................... 2,182,144 123,808 168,829 (45,261) 2,429,520
WY orke NI PR Ogress ol s 76,742 = 19,052 - 95,794
Gross additions............cc.coeiin.n. 187,88
Advances to suppliers for fixed assets .. 12,756 = 800 o 13,556
FIXEdiaSsets s i E e 2,271,642 123,808 188,681 (45.261) 2,538,870




3.2 Service and operating conditions and the obligations of the
Concession Agreement require Telefénica to maintain a
permanent investment programme to ensure a service with
the most up-to-date and efficient equipment.

The investment budget for 1986 amounts to Ptas. 212,078 mil-
lion. of which Ptas. 209,228 million is to be invested in fixed as-

sets and the remainder largely in companies. The continous
and long-term nature of Telefénica’s investments mean that a
part of this budget is related to the completion of projects in-
itiated in previous years.

The gross fixed additions comprise the following:

1985 1984

D U oo o s 27,296 | 25,145
Material from stock................ 43,463 | 35324
Suppliers.......coccoeeiiiiiiiiinni. 51,039 49,583
Contractors and other direct charges| 41,358 41,374
Overhead and others.............. 18,273 17,662
Interest allocation ................. 6,452 6,329

Fotal Lot 187,881 | 175417

33 Telefénica’s fixed assets related to telephone services cannot
be mortgaged (Condition 9). In accordance with this, these as-
sets at December 31, 1985 are not pledged under loan con-
tracts. At the same date, assets amounting to Ptas. 253,942 mil-
lion are subject to legal regulations (mainly inspection by the
relevant authorities) derived from Decree Law 19/1961 and
Law 61/1978. which regulate the benefits obtained for the re-
duction of withholding tax on interest on the loans and bor-
rowings indicated in Notes 12 and 13.

34 Insurance policies contracted by Telefénica cover all assets
owned by the Company, with the exception of the local and
trunk networks and the subscriber sets, to which the corre-
sponding self-insurance provisions are applied.

49,

36

37

A physical inventory of fixed assets at December 31, 1984 has
been taken in 1985, except part of the local and trunk net-
works, that will be completed in 1986. This inventory has dem-
onstrated the existence of equipment not connected to the
network, most of it fully depreciated, amounting to Ptas. 35,568
million, that, when applicable, will enter into the plant dis-
mantling processes scheduled by the Company.

The revaluation figure shown in paragraph 3.1 has been calcu-
lated on the basis of replacement costs at December 31, 1984
for the assets inventoried referred to in the previous para-
graph. It is estimated that the amount corresponding to revalu-
ation of elements still in process of inventory will not signifi-
cantly affect the asset situation of Telefénica.

The revaluations made to date, in accordance with the require-
ments of ‘the conditions of the Concession Agreement men-
tioned in Note 22 b) have resulted in the following move-
ments:

Accumu- | Revalua-
Year oo lated tion
depreciation reserve
From 1946 to
1978 ............ 338,895 162,674 176,221
L9 9 174,682 | 105,840 68,842
1980 o 188,544 | 120,647 67,897
1982 S 109,053 68,796 40,257
J983 s 134,420 54,076 80,344
1984 e 143,342 57,784 85,558
1985 ............ 123,808 48,534 75.274
Total e 1,212,744 | 618,351 594,393

With respect to dismantled plant, during 1985 the fixed assets
and accumulated depreciation accounts were reduced by Ptas.
45,261 million, crediting the Technological Development Re-
serve with Ptas. 3.560 million, being the net effect of costs and
revenue arising from dismantling (see Note 2.2 b).

38 The accumulated depreciation breakdown and movements in 1985 are as follows:

Accumulated Accumulated
depreciation Revaluation DB"::::M ?:mate':: depreciation
Group at 31-12-84 P Y at 31-12-8§
Buildings and power equipment .......... 42,170 5436 (275) 4,740 52,071
Exchange equipment.................cc..n 251,918 31,010 (7,962) 29,733 304,699
Wire and cable transmission equipment 98,220 3,030 (1,358) 11,519 111,411
Radio and satellite communication
transmission equipment................. 21,124 9,361 (134) 1,914 32,265
Local and trunk networks................. 333,529 (303) (8,586) 38,957 363,597
Subscriber sets and other related
(NS LA AT O S e e 114,803 = (26,864) 22,979 110918
Furniture, office and other equipment... 6,257 = (82) 1,213 7,388
Other installations............ccocooinnnes 229 = = 28 257
R | o o S A SR 868,250 48,534 (45.261) 111,083 982,606
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3.9 The useful lives of the different elements of Telefénica fixed
assets are calculated in line with technical studies carried out by
the Company, periodicail reviewed on the basis of technologi-
cal progress and the dismantling rate. These useful lives are dis-
tributed as follow:

Group Years of
_useful life |

Buildings ....c.oevvvveieiiiiiiiin, 40-50
Power equipment.................... 19-24
Exchange equipment................. 23-24

Radio and transmission equipment . I5-16
Externaliplant. et ae 20-24
Subscriber sets...........ccoouinnen. 8- 9
Subscriber sets installation.......... 9-16
Booths, furniture, equipment,

workshops, etc. 7- 8
Other fixed assets ................... 12
Finished projects not grouped...... 22-23

78 The depreciation rate applied to the average depreciable plant

was 5.3% in 1985 (5.2% in 1984).

NOTE 4 — INVESTMENTS

4.1 The details of net shareholdings in companies at December 31
are as follows:

1985 1984

Associated companies .......... 20,578 16,637
Other investments............ 5,291 5,601
Total s SR 25,869 22,238

42 The information presented in the following table under the ti-
tles “Equity value at December 31, 1985" and ‘Income before
tax" have been prepared on the basis of Group Companies fi-
nancial statements at December 31, 1985. The equity value cal-
culation takes into account audit adjustments required to pre-
sent the best estimate of the share of net worth at the end of
1985. The accounting principles are described in Note 2.2 d).

Share
Company name capital
Comercial de Servicios

Electrénicos, S. A, (COSESA) ............ 700
o N o B e i 350
Compaiiia Publicitaria de Exclusivas

Telefonicas (CETESA) .......ooovvvinninis 434
Hispano Radio Maritima, S. A................ 500
Graficas de Burgos, S. A. (GRAFIBUR) ..... 325
Electronica Aragonesa (ELASA)............. 300
Telefonia y Finanzas, S. A. (TELFISA) ...... 500
Sociedad Espanola de Telecomunicaciones

(SECOINSA) +1vviiieiiiciiiiniiiiiennen 3,125
Sistemas e Instalaciones de Telecomu-

nicacion(SINTEL) o e 1,100
AmpEEES T AN e 2,400
UrbanallbericaiiS oAt i 330
Telefonica Internacional de Espana, S. A. ... 200
Control Electronico Integrado .............. 200
Telefonica Sistemas, S. A, ... 100
Telefonia y Datos, S. A...ooooeiiiiiiinns 225
Telecomunicaciones Marinas, S. A.

(TR M S A e e 600
T.P. Servicios Integrales de Proteccion

GV AT ot e e 100
Total affiliates .......c.c.oevevininviniannans
Telettra Espafiola, S. A. ...l 2,800
Cables de Comunicaciones, S. A. (CCSA).. 782
Industrias de Telecomunicacion, S. A.

(NS A s e s et 2,600
Standard Eléctrica, S. A. (SESA)............. 17,604
INDELEC & e s s 300
Total as50CIates .vvverniveririerieernrisennas
Total 0thers ......cceevivreereeniiasieiinones

Total Group ....euvveeeernreasioniniiocencins




43 Relevant data for Telefénica Group Companies are as follows:

1985 income
Tolefénica | Telefdnica | EQUIY VAR | Cpetore ta Action
holding % book value profit Y
31-1985 (loss)

99.14 1,585 1,068 (442) Marketing of electronic equipment and services for telecommuni-
cation.

100.00 473 722 157 Development and implementation of projects in data processing.

97.33 647 706 6l Promotion of advertising services for directories, telephone
booths and others.

100.00 649 679 3t Marketing and maintenance of electronics marine communication
equipment and navigation aids.

100.00 362 364 (6) Printing telephone directories.

100.00 395 442 87 Manufacture and repair of telephones.

100.00 196 2,660 2,178 Investment management.

23.75 575 937 307 Data transmission and data processing equipment.

100.00 2,606 2,954 457 Telecommunication cable and line laying and equipment installa-
tion.

84.38 2,478 2,845 391 Development, manufacture and repair of telephone and telematic
terminals. Manufacture of components (hybrid and flexible cir-
cuits).

100.00 8l ] (33) Real estate activities.

100.00 120 121 1 Export of telecommunication equipment and resources.

51.50 42 8 (68) Security systems engineering

100.00 100 57 (5) Systems engineering.

100.00 225 178 (78) Telephone sets repair.

100.00 300 300 0 Surveying, laying and repairing submarine cables.

63.00 56 45 (18) Education and training in fire, safety and civil protection tech-

10,890 14,087 piques.

51.00 2,061 1,742 30 Development, manufacture and installation of electronic telecom-
munication equipment, especially in transmission and radio.

49.00 1,172 1,087 (109) Installation and sale of cables for telecommunications and electri-
cal applications.

49.00 1,828 2,360 685 Manufacture and installation of telecommunication equipment, es-
pecially public and private switchboards and defence systems.

20.99 4,302 3,438 138 Manufacture of telephone and telegraph transmission and ex-
change systems

30.00 8| 44 (86) Manufacture of portable and mobile communication equipment.

9,444 8,671
244 230
20,578 22,988
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The total Telefénica shareholding in SECOINSA at December 44 Group Companies have increased capital by Ptas. 4,590 million
31, 1985 amounted to 92.86% as Telefonia y Finanzas, SA held in 1985. SECOINSA reduced its share capital by Ptas. 5.556 mil-
69.11% of its share capital at that date. Agreements exist with lion by charging accumulated losses.

Fujitsu Limited under which its Spanish affiliate, Fujitsu Espana,

SA, will take over SECOINSA, leaving Fujitsu Limited and Telef- 2 . ‘

énica with 60 and 40 percent, respectively, of the share capital 45 The most relevant operations recorded during the year bet-
in the new company. ween Telefénica and the Group Companies were as follows:

Purchase of goods
Dividends and services
received by Telefénica
1985 1984 1985 1984
ARfliates s e e e e e 275 217 37,771 22,601
ASSOCIATES A it bt e s e o 194 178 54,531 64,072
O o 466 395 92,302 86,673
Financial advances granted by Telefénica, mainly to its affil-
iates, are included under the heading “Loans to Group Com-
panies”,
NOTE 5 — DEFERRED CHARGES
The balances at December 31 comprise the following:
1985 1984
Debenture and bond issue
EXPENSES...vneninieenienininnns 11,375 12,500
Capital increase expenses....... LSH 895
Otherse it s o 12 66 NOTE 6 — DEFERRED EXCHANGE
Motal e e 12,898 13,461 LOSSES

The accounting principles applicable are described in Note 2.2 f).

s s i The balance breakdown and amortization schedule are as follows:
Amortization criteria are described in Note 2.2 e).

Maturities

1986 1987 1988 | Subsecuent| 3iovaras

Unrealised exchange losses
(subject to exchange rate fluctuation) ........... 5,009 6,514 8,570 34,199 54,292

Deferred exchange losses -
(corresponding to loans repaid ahead
atischedule) . e e 4,077 2,858 2,525 2,380 11,840

TOtale s e e R e 9.086 9,372 11,095 36,579 66,132

The amount of exchange losses realised in the year corresponding
to repayment of loans and other debts was Ptas. 9,937 million (1984-
15,624 million). of which Ptas. 9,277 million (1984 - 14,230 million)
were absorbed by charges against the year's profit and Ptas. 660 mil-
lion (1984 - 1.394 million) compensated by exchange gains generated
by service charges in foreign currency.




NOTE 7 — INVENTORIES

Inventories are valued in accordance with the criteria described in
Note 2.2 g). At December 31, the value of inventories in Telefénica
warehouses or belonging to the Company and deposited in third
parties’ stores are as follows:

1985 1984
Installation materials................... 32,807 25,557
Maintenance materials and
Spare parts i R 2,803 3,571
Gonslimablesrs 895 1,139

36,505 30,267

Obsolescence reserve.................. ( 2.864) | ( 833)
O o e e R S e 33,641 29,434

The purpose of this account is principally to mamntain a controf
procedure for warehouse telephone service materials, mainly appliec
to fixed-assets and. residually, to the maintenance expense accounts,

NOTE 8 — SUBSCRIBERS

The balances at December 31, comprise:

1985 1984

Services billed:
Private subscribers ................... 7,809 8,293
Public entity subscribers............. 15,622 11,277
Ex-subscribers ...............ooiinnl 3,485 3,961
Uncollectible and pending classification 130 84
27,046 23,615
Unbilled services...........cccooonenn. 52,640 45,164
79,686 68,779
Provision for bad debts ............... ( 3,827) | ( 2,884)
Total .o 75,859 65,895

During 1985 the movement of the provision for bad debts ac-
count was as follows:

Balance of provision at beginning of 1985......... 2,884
Provision for 1985 charged to income............. 3,870
Cancellation of bad debts, net of Telephone
Usage TaX.....ooooveiiioiiiiiiiiiieeeeien, (2,927)
Balance of provision at close of 1985 3,827
NOTE 9 — SHARE CAPITAL
All of the shares of the Company on issue at December 31, 1985
have been fully subscribed and paid in, and are bearer shares of
Ptas. 500 par value each.
Telefonica shares are listed on the four Spanish Stock Exchanges
and, since 1985, also on the Stock Exchanges of Frankfurt, London,
Paris and Tokyo.
The State has an approximate 32% direct sharehclding, together
with a further interest estimated at 15% through official institutions;
the total number of shareholders is estimated to be approximately
700.000. Under the Spanish legislation, foreign shareholdings, in totai,
cannot exceed 25% of the share capital.
The table below reflects the movements of share capital:
Number of Face
shares value Ratio Price | Paid-in
Balance December 31, 1984........................ 640,831,193 320416
jssueiofiMarch 2510 65 NN 80,103,898 40,052 I X8 80% 32,042
Balance December 31, 1985............ccoeeunnnn. 720,935,091 360,468
Issuetof Januacy RIS Hlli986 S 80,103,899 40,052 I X9 90% 36,047

The shares corresponding to the January 15, 1986 capital increase
enjoy the same rights as those afready in circulation and will partici-
pate in dividends charged to 1986 profits from fanuary |, 1986 on-

Wvaras.

81



NOTE 10 — RESERVES AND The availability of the voluntary, technological development

reserve and revaluation surplus is not regulated by especific

UNAPPROPRIATED PROFIT legislation for the Company, it being understood that Telef-

10.1 The reserves and unappropriated profit of Telefénica are reg- énica may employ them on the same basis as regulated for
ulated by the State contract (Condition 24), so the Company the statutory reserve.

may make free use of the statutory reserve, whenever op-
erating or financial requirements make this necessary. Said

Condition 24 prohibits transfers thereto charged to other re- 102 The table below shows the movement on the reserve ac-
serves. counts during 1985:
Movements during 1985
December December
31, 1984 Allocation Application 31, 1985
STALUEOFYTOSEIVE oo s o shin s i thihio st 6,905 400 = 7,305
Voluntary reserve............ccovvveeunieenienaennn. 422,286 75,274 (8,419) 489,141
Revaluationisurplus i e 519,119 75,274 — 594,393
Share increase (discount) ............coocooeeiniens. ( 62,471) — (8,010) ( 70,481)
Sharelpremiuny s s e 1,733 —- — 1,733
82 Allocations to extraordinary provisions ........... ( 39,196) — — ( 39,196)
Revaluations of investments ........................ 4,832 — ( 409) 4,423
OTRErs., .. one smleiii e, Sodrncs oo o ( 1,731) — — ( 1,731)
Technological development reserve ............... 30,372 3,560 — 33,932
Unappropriated profit...............ocoeeiveinnnn. 68 74 ( 68) 74
T O tal e e e e e e e S e 459,631 79,308 (8,487) 530,452

NOTE Il — PROVISIONS

The composition of balances at December 31, is as follows:

The provisions for exchange losses and for secondary responsibi-

1985 1984 lity, created in 1982, do not correspond to conventional accounting
Exchange losses .........ccccociennen. 21,598 | 21,598 practices and were motivated by criteria of exceptional prudence,
Self=iNSUrancel i v 7,428 5,928 thus linking free reserves with possible but not probable contingen-
Contingencies .......................... 4,672 1,672 cies, such as:

33,698 [ 29,198

— With respect to exchange losses, revenues (tariffs) in future pe-

Secondary responsibility for riods will not allow the usual practice of absorbing the realized

complementary pensions of ITP...... 18,829 18,829 losses in each year.
OFhers e e 1,280 1,295
20,109 | 20,124

e — With respect to secondary responsibility with [TP, this provision

Total ... 53,807 49,322 was set up unilaterally on considering the possibility that it could
become necessary, in the future, to cover eventual shortages in
the complementary pension benefits (see Note 18).

NOTE 12 — DEBENTURES AND BONDS

12.1 Composition and movements:

Revaluations
Balance New and other Balance
31-12-84 Issues Repayments | movements 31-12-85
Debentures and bonds:
Non-convertible ...................... 277,833 35,000 (34,662) 477 278,648
Convertible and/or exchangeable ... 20,000 5,000 — — 25,000
Debentures and bonds
in foreign currency .................... 19,743 — — 2,556 22,299
317,576 40,000 (34,662) 3,033 325,947
Bonds pending subscription ........... (19919) (  245)
Total 297,657 325,702




12.2 Redemption

Maturities

1986 1987

1988 Subsequent Total 31-12-85

Amount i G s 38,467 48,772

36,767 201,696 325,702

Maturities in 1987 include Ptas. 14,455 million corresponding to
debentures and bonds whose year of redemption will be 1991, al-
though they are also redeemable by option in {987.

123 Additional information:

1985 1984
Interest expense ................. 37,648 | 33,097
Accrued interest at
December 3| .......c.ocooeevennee 13,327 | 12,474
Issues subject to fiscal benefits:
Debentures oo et e 170,505 | 205,047
Debentures in foreign
CUTTenCY R s e 21,086 | 18,669

124 Foreign currency debentures were issued for US dollars 50
million and Deutsche Marks 200 million. The US dollars 50 mi-

12,5

126

127

llion have been subjected to a swap operation for financial
Belgian Francs 3,183 million.

These obligations were revalued at the official closing ex-
change rate of each currency at year end. The revaluation
charged in 1985 to the unrealised exchange losses account
amounted to Ptas. 2,556 million (1984-387 million).

Issues have been subscribed at par value and interest due is
paid periodically with the exception of Zero Coupon Bonds is-
sued in 1984 for Ptas. 3,000 million, which are optionally re-
deemable in the years 1989, 1991 or 1994 at 200%. 264% or
400%, respectively, of their par value.

In the last quarter of 1985, Ptas. 35,000 million of bonds were
issued. At December 31, Ptas. 245 million were pending subs-
cription (see |2.1).

These bonds will be redeemed at the subscriber’s option in
1990 or 1992 and, finally, in 1995.

Of the debenture issue convertible on December 31, 1984,
conversion options have been exercised in January, 1986 for
an amount of Ptas. 1,463 million.

NOTE I3 — LOANS AND CREDIT FACILITIES

13.1' As mentioned in Note 2.2 j), these accounts are classified in
the balance sheet according to maturity dates at the time they
are contracted. The balances at December 31 are as follows:

1985 1984
Long | Short Long Short
term term | Total | term term | Total
Loans in foreign CUrrencies .......c...ovuveimssvmuicnnuiieneinsins 180,975 — 180,975 |213,697 1,219 [214916
Loansandicredit facilities; wu-qs i ciausesomininssanesesibn s s 58,859 41 58,900 | 57,171 590 57,761
Ohers IOANS: i st e e s s s s, 3,393 | 3,394 3,125 | 3,126
Promissory notes (face value) ..........c.ccooceiviiivinniiiiinnn. 40,257 | 13,841 54,098 | 40,257 | 35,632 75,889
283,484 | 13,883 |297,367 |314,250 | 37,442 |351,692
Less:
Deferred interest on promissory NOtes ..................ccoeuvees 13,167 349 13,516 | 17,290 2,273 19,563
oAl s e e e s 270,317 | 13,534 283,851 (296,960 | 35,169 (332,129
132 The maturities are as follows:
Maturities
Balances
1986 1987 1988 |Subsequent 31-12-85
Loans in foreign currencies ............cocoveiiiiiiiiiniiiininn.., 9,870 | 15,305 | 25,168 130,632 180,975
Loans:and/credit facilities: o o aaic aas i o 4,352 | 19,340 | 19,208 16,000 58,900
Otherloans .coioo oot i s ennm o 3,394 3,394
Promissory NOTES ..........c.ovieniiuneunirnenieiiieeiaineiiannne, 16,956 | 13,817 82 23,243 54,098
TOtal e 31,178 | 48,462 | 44,458 173,269 297,367
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Telefénica made early repayments of foreign currency

loans in 1985 amounting to Ptas. 29,397 million.

{3.3 Additional information:

Financial Interest accrual Interest
charges (deferral) rates
1985 1984 1985 1984 1985 1984
Loans in foreign Currency ............ccceeevvoveerneeenniennne 16,415 15,556 2,928 3,226 | 45-13% | 4.5-13%
Loans and credit facilities .............ccooiiniiiiniiinninnn. 6,629 9,084 1,465 1,979 | 11-18% | 14-17%
PromiSSOry NOTES: s crmios s s st st sraies o e 7,470 7,482 10-17% | 14-17%
LONZEErMI i s some s ma oo e e et (13,167) | (17,290)
SROTT LEMM w..eeiiiieiii et e e et it e e v e { 349) | (2.273)
134 In 1985, Telefénica modified the accounting procedure for these loans in 1985 resulted in a credit to the account of un-

84
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credit facilities. adopting the criterion of including unused faci-
lities in the memorandum accounts. The loans and credit faci-
lities accounts, therefore. reflect only the drawn down part
of the credit facilities obtained.

1985 1984
Loans and credit facilities-long term | 70,941 41,670
Loans and credit facilities-short term 1,459 2,010
72,400 | 43,680

The disclosure of unused credit facilities at December 31, is as
follows:

At December 31, 1985, there exist other credit facilities
amounting to Ptas. 48,900 million (1984 - 45,000 million) rep-
resented by new loans not drawn down and by floating credit
facifities (see Note 20).

At December 31, 1985, of the total foreign currency loans,
Ptas. 125,418 miflion are covered by the fiscal benefits of De-
cree Law 19/1961 and Law 61/1978.

In accordance with the accounting criteria mentioned in Note
22 f), the amount of exchange differences arising from

13.6

realized exchange losses of Ptas. 13,068 million (in 1984 there
was a credit of Ptas, 1,457 million).

The composition of foreign currency debt is shown below al-
though, as a function of the multicurrency clause, their com-
position may undergo changes throughout their life in accord-
ance with expectations at any given time:

Millions

1985 1984
US Dollars (USS) ©.vvevvevvnsinnn. 5305 242.5
Deutsche Marks (DM) ............. 2738 1014.1
Swiss Francs (SF) ..oooviiiiiiinl, 652.7 1305.9
Canadian Dollars (Can S) .......... 100 100
Swedish Crowns (SKR) ............ 232 344
BitenitlonnsiiDED) R 500 500
BotndsSter]ing () e 500 740
ECUIG s s 750 750
Yensi e e 10,000.0 0.0

Promissory notes are accounted for as liabilities, at their face
value, less interest deferred at December, 31. Interest costs
are accounted for over the period during which the notes are
in force, with the charge to results being calcufated using fi-
nancial methods. The charges attributable to expenses in fu-
ture periods are as follows:

1986 1987 1988 Subsequent, Total

Interest on promissory notes - long term .................. 4,607 3,409 3,381 1,770 13,167

Interest on promissory notes - short term ................ 349 — — — 349
NOTE 14 — SUPPLIERS AND NOTES PAYABLE TO SUPPLIERS

The balances at December 31 are as follows:
Short term Long term Total

1985 1984 1985 1984 1985 1984

SUPPIIErS oot 25,681 12,709 — — 25,681 12,709

Notes payable to suppliers ..............c.ccooiiiiviiiiiiininnn. 4,707 | 21,891 12,082 | 13,818 | 16,789 | 35,709

O e o e e e e ke S e e et 30,388 | 34,600 | 12,082 | 13,818 | 42,470 | 48418

These balances at December 31, 1985 include Ptas. 13,715 million
corresponding to transactions with affiliated and associated companies,

Ptas. 7495 million relating to transactions with suppliers in foreign cur-
rencies, and the remainder to Spanish suppliers and contractors.

Repayment schedule of notes payable

1986
9,099

1987 1988 Subsequent Total

3,265 1,967 2,458 16,789




NOTE I5 — TAXES PAYABLE

The balances at December, 31 comprise the following:

1985 1984

State levy .....oooiiiiiiiiiiiiiin, 23435 | 20,846

Telephone Usage Tax and other ...... 17,142 | 14,798

Payroll withholding tax ................ 4,753 4,468
Tax withholdings on dividends

andinterests ool i s 1,118 3,685

Total 46,448 | 43,797

NOTE 16 — OHER CREDITORS

These comprise the following groups of accounts:

1985 1984
Staff bonus provision ................... 8,630 7,807
Telephone service interchange ........ 3,992 3,301
Guarantees and deposits ............... 1,408 1,353
Imports on the Company's account .. 1,278 1,383
©thers creditors s R 10,251 8,103
TN croamatones o A Ao 25,559 | 21.947

NOTE 17 — ACCRUALS

17.1  Accrued expenses and deferred income,
This items cover the foliowing accounts:
1985 1984
Accrued interest ............ooceeiiiin. 17,720 | 17,679
Services billed in advance .............. 9,496 7,737
Other ..ot 4,226 4,996
Y| o s e o R RET 31,442 | 30,412

172 Interest payable. ITP:

This figure includes the interest correspending to tne ITP
loans In accordance with the existing agreement, the year's
interest is payabie on January | * of the following year.

NOTE 18 — PENSIONS

18.1

Telefénica employees benefit from a social service system
with substitutory and complementary pensions to those pro-
vided in Spain by the Social Security, and from a Group En-
dowment Insurance scheme (the latter as explained in Note
19).

All benefits, other than the Group Endowment Insurance, are
covered by the ‘Institucion Telefonica de Prevision™ (ITP), a
mutual pension fund created under the “Ley de Montepios y
Mutualidades de Previsién Social” (Soaal Service Mutual Fund
Law) of December 6, 1941 and the regulations pertaining
thereto of May 26, 1943. In accordance with the above legal
framework, ITP (s an entity with a compietely independent le-
gal status, and as such is governed by its own Regulations as

182

183

184

3pproved by the Sub-secretary of Social Security on [anuary
8, 1977.

Benefits provided by ITP to its members are of various types,
and are detailed in Article 4 of the ITP’s Revised Text of Re-
gulations, and mainly include retirement pensions, permanent
disability, widowhood and pensions bonus payment. Pension
benefits are calculated in relation to length of service, applying
a percentage scale to the pension-base salary, up to a fimit of
90% of such base salary; the maximum current pension is 4.2
million pesetas per annum.

The members covered by this plan comprise approximately
9,050 retired persons (pensioners) and 61,530 members cur-
rently on the payroll, whose actual contributions represent
4.3% of their total gross salary (pension-base salary).

To meet the abovementioned combination of benefits ITP re-
lies principally on the profits earned on its assets. and the
contributions of Telefénica and those of its members. During
1985 the contributions of Telefénica amounted to 9,902 milli-
on pesetas and those of its employees to 4,731 million
pesetas.

As mentioned in previous years, the financial policy of TP is
governed by regulations in force and requires the establishe-
ment reserve tunds in order to meet the benefits of its re-
tired members. Studies carried out show a shortfall in re-
serves and the insufficiency of income to cover medium and
long-term commitments.

Telefénica’s commitments to the TP comprise the obligation
to make the annual payments determined in the ITP regula-
tion, together with a guarantee of up to 8,000 miltion pesetas,
included under memorandum accounts. This guarantee was
granted in 1977 for the purposes indicated by Transitory
Stipufation 4 of the ITP Regulations, which read; “Telefénica
guarantees the effectivenes of the benefits to be satisfied
by the TP during the period of ten years..."

For its part, as principal respondent, 1P is obliged, should the
guarantee not be renewed or whensoever it considers neces-
sary, to readjust its revenue or the benefits granted or to be
granted (Article {9 and Transitory Stipulation 4 of the ITP Re-
gulations).

Independently of the above, Telefénica has a provision of
18,829 million pesetas charged in 1982 against the revaluation
surplus and which, as indicated in Note [, was set up unila-
terally on considering the possibility that it could become ne-
cessary, in the future, to cover eventual shortages in the com-
plementary pension benefits.

Telefénica had shown its willingness to collaborate in the
configuration of a future scheme that would make its work-
ers’ social service system viable. Consequently, negotiations
have been held in 1985 and in the first quarter of 1986, that
resulted 1n an agreement for future viability of the Company’s
workers' complementary social service system being reached,
with a majority of the workers' representatives, who made
implementation conditional on express conformity being given
by the workers. As this has not occurred, said agreement has
not been signed.

The agreement, that would have become effective from fanu-
ary |, 1986, included a new survival assurance substituting the
Group Endowment Insurance referred to in Note |9 below,
which contemplated splitting the ITP. in accordance with the
provisions of Law 33/84 Regulating Private [nsurance into two
entities: substitutory and complementary. The former would
be integrated into the general Social Security system, and the
latter would grant a series of new complementary services,
for which the necessary contributions from Telefénica and its
workers were established on a balanced actuarial model based
on a capitalization system.,

The comm:tments undertaken by Telefénica as a result of
this agreement did not invoive modification to its financial si-
tuation at December 31, 1985 or a significant impact on its
prospective future profitability.
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185 As the new system covered by this agreement has not been
put into practice, the commitments of Telefénica are those
described in part 18.2 of this note, and there are no alter-
ations with respect to previous years. Should a new future vi-
ability agreement be reached, Telefénica will not accept as a
consequence thereof and also considering the contributions
that it may have to make as compensation for integrating its
workers in the Social Security, obligations that involve a signifi-
cant modification to its financial situation for the years closed
to December 31, 1985 or that compromise its prospective fu-
ture profitability.

NOTE 19 — ENDOWMENT INSURANCE

Telefénica's employees have the right on reaching 65 years of
age, whether still at work or retired, to receive a single payment for
endowment insurance, which depends on the personal situation of
each employee.

To cover payment of these benefits, funds have been constituted
in a insurance company and in Telefénica that, at December 31,
1985, amounted to Ptas. 7,421 million and Ptas. 13,142 million, re-
spectively; of the latter, 2,197 are shown in short-term balance sheet
liabilities. The company has charged Ptas. 5251 million (4,473 million
in 1984) of additional provisions against profits in 1985.

As a result of the actuarial calculations that have been carried out
on the basis of integrally absorbing these benefits throughout the
working life of the employees, the conclusion is that:

a) The annual charge for the year 1985, being approximately 4.2%
of the overall payroll cost, is sufficient to cover this objective, and
b) At December 31, 1985, the present value of the future commit-
ments, calculated at an interest rate of 6% applied on actual sala-
ries amounts to approximately Ptas. 88,926 million (76,000 million

in 1984).

NOTE 20 — MEMORANDUM ACCOUNTS

The detail of balances at December 31, is as follows:

1985 1984

Unused credit facilities:
(Note 13.4)

Available credit - long-term .......... 70,941 41,670
Other long-term credit facilities ..... 48,900 | 45,000
Available credit - short-term ......... 1,459 2,010

121,300 | 88,680
Guarantee of financial operations .... 4419 2,975
Guarantee to ITP ........ccocvvenennnn. 8,000 8,000
Guarantees granted to employees ... 5,137 4,906
IGTE (Turnover tax) .................. 29,240 | 21,752
Promissory notes ...................... 20,740
DTS e et 8,208 6,033

55,004 | 64,406
Total oo 176,304 | 153,086

The heading "Guarantees of financial operations” refers mainly to
guarantees given by the Company involving bank guarantees to
cover financial operations of affiliate and associate companies.

The heading “Turnover Tax" relates to the taxes paid by Telefé-
nica to its suppliers for this concept as from October |, 1979.

NOTE 21 — VALUE ADDED TAX

Implementation of this tax from January |, 1986 has modified the
indirect taxation applicable to the services provided by Telefénica.
From this date onwards, the old Telephone and surcharges have
been revoked, applying Value Added Tax at the general rate of 12%
to all services provided by Telefénica.

The Company, in accordance with Section IX of the Value Added
Tax Law and its regulation and as a result of the investments made
to purchase goods for its fixed assets in 1985 and inventoried at De-
cember 31, 1985, has applied to the Ministry of Finance for an over-
all deduction amounting to 6,844 million pesetas under the transito-
ry rules.




ADDITIONAL NOTE FOR INTERNATIONAL PURPOSES

Certain accounting practices applied by Telefénica in its financial statements prepared for use in Spain, together with other required or allo-
wed under the Conditions of Concession of Telefénica as a regulated entity (Note 2.2. a), may not conform with International Accounting
Standards (IAS).

The most significant of these accounting practices are summarized below:

Present practice for local Spanish purposes Treatment for |AS purposes

I Intangible assets (See Note 2.2. ¢). Research and development costs are expensed as incurred. The
effect is shown below.

2. Technological development reserve (See Note 2.2. b). Net effect of costs and revenue arising from dismantling should be
taken into the profit and loss account. The effect is shown below.

3. Short and fong term debt (See Note 2.2. j) Short and long term debt is classified on the basis of twelve
months from the balance sheet date. Notes 12 to 14, show the
classification on this basis.

4. Foreign currency accounts (See Notes 2.2. f) and 6) IAS No. 21 establishes a different treatment. However in view of
Telefénica’s special position as a regulated entity, the treatment in
the accounts is considered appropiate. 87

The total effect on the profit and loss account and on the statement of movements in reserves is as follows:

Millions of pesetas

Net profit for the year as reported in the Spanish statutory accounts at December 31, 1985 ...... 39,149

Adjustments for IAS purposes:
Research and development expenses -

Net effect between prior write-offs and current aMOrtIZAtION ...........eveiviiiieeiieeeiiee e e ees |, 164
Release of technological deVEIOPMENT MESEIVE .........c..ivuiirieiiiieie ettt sttt s 3,561
SElf-INSUIANCE AN OTNET. ...t et b bbb {,484
Profit for the year in accordance with FAS ... 45,358

Millions of pesetas

Reserves as reported in the Spanish statutory accounts at December 31, 1985.................... 530,452
N DO T O S B e e e e R e 39,149
569,601
DIIVIGENAS .. 11ttt et e84 0s bR 4880103 e (38,649)
530,952
Adjustments for IAS purposes:
A S P Y e e e e S e ek e s e W S U e (4.423)
Researchiand eV el oD e M W e O e e o BT L o n e oS e e SN Ao a SV ke (4,398)
Release of provisions set up in prior years not required under IAS 46,624
Reserves in accordance With FAS ...t ettt 568,755

Shareholders' rights and all dividend distributions are based on the financial statements as drawn up for local Spanish statutory purposes.
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OBJECTIVES

he main human resource ma-
nagement objective in 1985 has
been adaptation to the new
technological, organizational and
service environment in the
Company. In this sense, on the
basis of a more solid organiza-
tion and information policy, pri-
ority was given to optimum hu-
man resource assignment as a function of Com-
pany objectives and increasing staff motivation and
Integration.

Progress was made in this context for planning
the improvement, expansion and systematization
of the information bases. The 1986-1990 Human
Resource Plan articulates a set of ambitious ac-
tions and a guideline framework for staff trends on
the basis of strategic objectives for the five-year
period, to face up to the challenges that the imme-
diate future holds.

PRODUCTIVITY TREND

Within the framework of the Social and Econ-
omic Agreement (AES), the XIII Collective Wage
Agreement was signed on March I, 1985, covering
two years and constituting a major step in moder-
nizing labour relations, technifying evaluation
procedures and selecting and reducing ri%idity in
contracting mechanisms and the functional adjust-
ment of labour groups.

The most outstanding aspects of this XIIl Collec-
tive Wage Agreement are summarised below:

Economic Aspects

— 7.5% increase in overall wages and salaries
in 1985, with a review clause for possible
deviations in the RP.I. forecast which, at the
end, of the year, was translated into an ad-
ditional increase of 1.18%. A proportional in-
crease was established for 1986 for all staff
levels as a function of the forecast R.P.l. for
that year. The character of these salary in-
creases will impede the gradual closing of
the salary range and facilitate adaptation to
market conditions.

— Freezing of the accumulated seniority bo-
nus, applying the amount that would have
been assigned to increase this item to the
basic salaries, in order to H)romote a profes-
sional approach among staff.

— Rationalization of expenses and implement-
ations of a single level for all staff categories.

Employment

— Maintenance of the level of employment, in-
volving the creation of as many permanent
jobs as retirements.

— Introduction of new “training” and “industrial
experience’ contract modes, as established
in the Social and Economic Agreement
(AES). To this end an Agreement with the
Ministry of Work and the National Employ-
ment Institute (INEM) was signed, in which
the company undertook to accept 5,103
people applying for their first job, in the con-



tract modes mentioned. In the first phase,
covered in 1985, 2,512 contracts have been
signed for different staff categories through-
out the company's area of operations.

Increased flexibility in high level staff con-
tracts by including a clause to this effect in
the Agreement.

Collaboration commitment on searching for
solutions to the employment problem in
the sector. This commitment was instru-
mented with the [TT-Telefénica-
Government-UGT Agreement by which a
number of employees from the ITT Group
of Companies were provided with a means
of access to Telefénica.

Labour Groups

The need to adapt human resources to new
service and technology requirements and to pro-
mote commercial management, made it recom-
mendable to create new labour categories with
better qualifications and wider ranging characteris-
tics. The new labour categories established are:
Commercial Promoter, Sales Agent, Auxiliary Plant
and Network Technician.

STAFF EXPENSES TREND
% of Revenue
YEAR from
Services
1981 ; 480

As a summary of our staff characteristics and of
human resource management in general, the fol-
lowing headings could be mentioned:

— At the beginning of the year, the Company's

staff comprised 62,817 employees in ser-
vice. Throughout the year, 1,005 direct
permanent jobs were created to cover re-
tirements that took Place, giving a final num-
ber of employees of 62,790, basically similar
to the initial figure. Temporary job contracts
under the Social and Economic Agreement
(AES) modes mentioned above are not in-
cluded in this figure.

The staff increased its level of qualification
with the substitution of retirements and
promotions in some relatively unqualified
groups by people with medium and high le-
vel qualifications. At the year end, the Uni-
versity-Qualified Staff and the Auxiliary and
Technically-Qualified Staff represented 8.3%
of total employees, as opposed to 7.4% the
year before.

Average staff age is 38.9 years old with a
seniority of 6.6 years, which guarantees us
a young staff with experience arising from
their stability in the Company.

There was a 37.5 hour working week for
all labour groups and categories.

Absenteeism fell again in 1985 to |1.8
working days lost per employee and year;
the lowest figure for the last five years.

Productivity, expressed as gross revenue
from services per employee, was 6.27 milli-
on pesetas, a considerable increase over
1984.

The ratio of staff expenses to revenue from
services continued to fall, at 39.9%.




The main activities of the Training Department
in 1985 are as follows, expressed in figures in the
corresponding table.

a) Diagnosis and Selection Activities

The following selection processes have been
carried out:
- Hotices under the Annual Employement
an.
— Telefénica-INEM (National Institute of
Employment) Agreement.
— Telefénica-ITT Agreement.
— Temporary Contracts.
— Functional Scale of experts.
— 4th Clause (XIII Collective Wage Agree-
ment).

\
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Furthermore, a collaboration project has been
implemented with the Complutense University
for Selection model design and validation.

b) Training Activities

An effort has been made to cover priority re-
quirements with the resources available, em-
phasizing the following aspects within a general
Increase in activity compared to the previous
year:

|.° The systematization initiated in 1985 for
Management training.

2° The development of basic levels that al-
low evaluation of different training acti-
vities to be instrumented.

3° The increase in courses given and pupils
trained by Telefénica for Advanced
Technologies, when compared to other
companies.

4.° The development of education technol-
ogy with respect to Computer-Assisted
Training and Audiovisual Facilities.

Furthermore, a collaboration project has been
implemented with the University to validate and
implement a home study metho olog{. developing
the concept in preparatory courses for access to

the Auxiliary Plant and Network Technician La-
bour GrouE.
Under the heading of Social Affairs, in 1985 the
Eolicy of rationalizing auxiliary staff services has
een intensified, on the basis of profitability and
equality criteria.
The following services have been negotiated:

— Social, cultural and sports activities.
— Holiday plans.

— Company shops and membership of con-
sumer organizations.

— Study Aids and Assistance.
— Guarantees and assistance for housing pur-
chase.
ABSENTEEISM INDEX
Working Days Losts
YEAR per Employee
1981 132
1982 129
1983 135
122
1.8




TELEFONICA STAFF DISTRIBUTION

No. of No. of | Average Basic
By Departments 1985 By Labour Categories/Groups Employees| Employees,  Salary in
Dec./1984 | Dec./1985 | 1985 (Pesetas)
Basic Equipment 13428 | Office managers 478 576 2,023,786
Special Equipment 1,157  Unyversity-Qualified Staff 1,695 1,945 2,525,033
Manual Services and Cont. C. 3,560 |  Auxiliary and Technically-Qualified Staff 2,959 3,241 1,979,005
External Plant 5,608 | Draughtsmen and photographers 232 254 1,477,936
Internal Switching Plant 8,285 | Technical Operators and Plant Supervisors 7,331 7,278 1,609,437
Construction 4,801 | Mechanical Fitters 4,616 4329 1,407,623 93
Real Estate 2,199 |  Network Group and Gang Foremen 2,515 2,656 1,606,828
Subscriber management 4,741 | Linesmen, Splicers and Drivers 19,971 19,399 1,404,745
User Information 1,640 |  Administrative Supervisors 1,091 1,102 1,686,778
External Plant Engineering 1,293 | Subscriber Ser. Represent. and Supervisors 2,566 2,656 1,487,460
Billing 1,512 |  Administrative Staff 8,680 8,677 1,407,271
Internal Transmission Plant 3,366 | Operation Supervisors and Managers 730 686 1,499,074
Procurement and Supplies 1,320 Operators 5,488 5337 1,391,126
Labour Relations 1,130  Warehouses, Trades and Vehicle Maintenance [,185 1,252 1,329,956
Operations (1. T.) 1,443 |  Auxiliary Staff 1,219 1,219 1,267,690
Other Departments Radiotelegr., Radioteleph., Telegraph Operators 52 45 1,455,004
707 rAFF Categories being phased out 20 19 1,657,020
M e e Systems Analysists and Engineers 122 141 2,365,127
(s;:ffl;';smﬁaﬂ?';?_r i Programmer-Analysts and Programmers 257 264 1,897,457
: YEE I. T. Operators and Assistants 1,610 1,714 1,505,261

Training Activities
TYPE OF COURSE No. OF COURSES No. OF PUPILS
Recycling and Perfectioning 4074 (l) 43326 (I)
Initial Training and Promotion 104 3572
Management 22 326
Languages - 242
Advanced Technologies:

o Switching Area 85 784

o External Plant and Transmission Area 13 194

¢ Telematics Area 13 176
TOTAL 4311 (2 47,620

(1) Two staff training compaigns have been carried out in 1985 for Technical Assistance on Basic equipment
with 20,897 pupils.
(2) Including courses given by Consultancy Companies.



NERAL INFORMATION
N THE COMPANY

|. Compania Telefénica Nacional de Espana has its
registered offices in Madrid, Gran Via, 28.

G
O

2. The Company was incorporated by a public do-
cument authorised by the Notary Public of the
llustrious College of Madrid, Mr. Alejandro Ro-
sellé y Pastors, on April 19, 1924, entered with
number 141 in his official records and inscribed
in the Madrid Register of Companies in Vol-
ume 152, page 122, sheet 5083, inscription |.

By public document authorised in Madrid on
April 28, 1953 by the Norary Public of Madrid,
Mr. Alejandro Bérgamo Llabrés, entered with
number 1333 in his official records, the Articles
of Association of Comparia Telefénica Nacio-
nal, S. A. were adapted to the Law on S. A
Companies (Spanish Companies Act) of July |7,
1951. This public document was inscribed in the
Madrid Register of companies in Volume 818,
book 368 of the 3rd section of the Book of
IC_;)Smpanies, page 102, sheet 5083, inscription

3. In accordance with the provisions of Article 4 of
the Articles of Association in force, “the object
of this Company is the installation, repair, im-
provement, purchase, sale, operation and ad-
ministration of all classes of telephone services,
lines and networks and of any other telecom-
munications procedure used at present or that
may be discovered in the future; the provision
of other auxiliary telecommunications services;
the purchase, sale and mortgaging of all classes
of goods and chattels, buildings and real estate,
rights and concessions and the manufacture,
agreement, purchase or sale, negotiation, im-
portation and operation of suitable materials,
machines and tools, with no exception whatso-
ever, that may be useful for carrying out the
functions described”.

In accordance with the stipulations of Condition |
| of the Contract of Concession approved by
the Decree of October 31, 1946, Compania Te-

In compliance with the lefénica Nacional de Espafia, S. A, is committed

requirements of to establish, develop and operate a comprehen-

Ministty Orders dated sive and homogenous local and trunk telephone

November 17, 1981 and i 2 !
February 26, 1982. system throughout the Peninsula, adjacent is-




lands and areas of Spanish sovereignty, with the
appropriate complementary and auxiliary ser-
vices. The Company is also committed, in ac-
cordance with Condition 15 of the Contract of
Concession and to the extent that service re-
quirements make this necessary, to succesively
installl the most up-to-date equipment and ma-
terials.

. Interested persons may consult the Articles of
Association and the accounting and financial
statements in the Shareholders’ Offices that this
Comcfany has opened to the public in its regis-
tered offices. In the same office, anybody may
request the brochures on the increases in capi-
tal and debentures issued over the last three
years.

. Article 16 of the Articles of Association estab-
lishes that the Annual General Meetings shall
be held every year prior to June 30 in the place
and on the day and hour fixed by the Board of
Directors. Extraordinary General Meetings shall
be held after giving prior notice that describes
the cause thereof, and includes the agenda,
either on the initiative of the Board of Directors
itself or when the Board of Directors is so re-
guested, in accordance with the relevant proce-

ures and clearly expressing the objective
thereof, by shareholders that can demonstrate a
minimum holding of 1/10 of the paid-in share
capital.

Information on Share Capital

|. As at January |5 the share capital is
400,519,495,000 pesetas, being fully paid in and
subscribed.

. The General meeting of shareholders held in
Madrid on June 17, 1985, authorized the Board
of Directors in the most wide-ranging and effec-
tive way and to the extent that business re-
quirements in their opinion made this neces-
sary, to increase the share capital without re-
guiring the holding or later agreement of the

eneral Meeting, issuing new shares for this
purpose once the amount of previous issues

has been completely paid in, until the share
capital of the Company reaches the amount of
540,701,318,000 pesetas.

Similarly, the General Meeting of Shareholders
authorized the Board of Directors to issue deb-
entures of any kind, including convertible deb-
entures, up to the maximum authorized by the
legislation in force at the time of issue, said au-
thorization being in turn transferrable to the
Executive Committee.

. All of the shares forming the share capital of

Compania Telefénica Nacional de Espana are
500 pesetas nominal value bearer shares.

. Article 6 of the Articles of Association requires

that, if the new share issues were to exceed
the maximum authorized for the Board of Di-
rectors in order to carry out new capital in-
creases without the need of agreement from a
General Meeting, the limit of which is at pres-
ent that the share capital of the Company may
reach the sum of five hundred and forty thou-
sand seven hundred and one million three hun-
dred and eighteen thousand pesetas, agreement
to this shall be by the General Meeting and by
the majority of the share capital, determined in
accordance with the applicable legislation in
force.

. The share capital at December 31, 1983 was

288,374,036,500 pesetas and at December 31,
1985 amounted to 360,467,545,500 pesetas.

Since 1983 the following capital increases have
taken place:

Nominal
Year Ratio Type Paymentby ~ Amount
Shareholder in Millions of

Pesetas

1983 | X5 At par 70% 480623
[984 | X9 At par 70% 320416
1985 | X8 At par 80% 400519
198586 1X9  Atpar 0% 400519
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Compania Telefonica Nacional de Espana is the
arent Company of the Group of 18 Companies
ﬁsted earlier in the Annual Report with a 100%
shareholding.

The Spanish State holds a 31.51% interest in the
share capital of the Company.

The associate and affiliate companies hold a total
interest of 0.77% in the capital of the Company.

As the shares in the Company are not regis-
tered, it is impossible to find out the number of
shares held by the members of the Board of Di-
rectors or Managers of both the company and the
affiliate and associate Companies.

We would not like to finish without paying our
respects to the memory of our companions who
lost their lives in accidents at work:

— Mr. Andrés Aparicio Marazuela.
— Mr. Balbino Borreguero Labajos.
— Mr. Rafael Castro Cascén.

— Mr. Eugenio Cubero Ruiz.

— Mr. Enrique Parra Arteaga.

— Mrs. M. Angeles Ribas Budios.
— Mr. Marino del Rio de Blas.

And to whose familes we reiterate our condo-
lences.

COMPANY POLICY ON STAFF BENEFITS AND PARTI-
CULARLY ON ALL CLASSES
OF PENSIONS

On March [, 1985 the XlIl Collective Wage
AEreement was signed, the basic contents of
which are as follows:

The basic salaries agreed are given in the Tele-
fonica Staff Table on page 96.

Bonus payments were increased by 6.5%.

Payments for child and school assistance were
increased by 6%.

Other extra and compensation payments were
increased by 5.5%.

A single level of expenses was established for all
labour categories and groups, set at 2,150 and
3,200 pesetas for travel within and between pro-
vinces, respectively.

Social welfare funds were established at a total
of 587 million pesetas.

Furthermore, Telefénica contributed 5251 mi-
llion pesetas to the Collective Endowment Insuran-
ce Scheme and 9,902 million pesetas to the ITP.

All of the expenses from the above items in
1985 are included in the Statement of Profit and
Loss under the corresponding heading.

During 1985 the Company also granted advan-
ces of the following month's salary and advances
of three monts’ salary, to be paid back over 24
months. These advances are interest-free and figu-
re in the Company’s Balance Sheet under the cap-
tion of Investments, in the “Loans to Employees”
item.
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