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Established in 1924, today Telefénica is Spain’s leading corporation in terms
of total assets, market capitalisation and net income. Our core business is to supply
a wide variety of telecommunications services, ranging from domestic and
international telephone services to integrated business communications; from mobile
land and maritime services to high-speed data transmission.

The Spanish telephone network is the ninth largest in the world with 15.4 million
telephones linked through 0.2 million lines in service. In addition, Iberpac —our
public packet switching data network— is one of the most advanced in Europe. We
are also involved, through a number of subsidiaries and joint ventures, in designing,
manufacturing and marketing a wide array of Information Age services and
products.
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¢ Demand for new lines

® % Average growth in line usage

® Lines per 100 inhabitants

® Capital expenditure per year in fixed assets
® Employees

® Lines in service per employee

® Gross cash-flow

® Net income

® Earnings per share (ptas.)

® Operating revenue

® Debt ratio (%)

Amounts expressed in millions of pesetas, unless otherwise stated.

EARNINGS PER SHARE (Ptas.)
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Letter to Shareholders

Dear Shareholder,

1987 will be remembered as a turning-
point in the history of our industry,
brought about by the enactment of the
Telecommunications Bill (LOT) which
heralds the start of a new era for
Telefénica.

The telecommunications industry world-
wide is undergoing a far-reaching
transformation of its institutions and
technologies. If we are to protect the
interests of shareholders and employees it
is essential that the legal framework within
which we operate keep pace with this
transformation. Therefore, far from
decrying this new legislation, we welcome
the fact that the government has
introduced a new Law, passed by
Parliament, which clearly defines the
regulatory environment for our industry.
This in turn will ensure that the efforts of
management and workers, aided by new
technologies and financial resources, wil
continue to bear fruit.

The new Bill and its consequences for
Spain and for Telefénica itseff,
clearly reflect the changes that are
currently taking place throughout the
industrial world. By the year 1992, when
Spain finally becomes a full member of the
European Economic Community, a freely
competitive market will be a harsh reality
and those companies which are ill-prepared
to compete in it will be hard hit.

Fortunately, the new legislation ensures
that by that date Telefénica wil be
ready and waiting to meet the challenge
from our European neighbours head-on.

Naturally, we are not just sitting back and
letting things happen. In fact, even before
the new legislation came into force,
Telefonica’s management was
aready planning to give the Company a
corporate facelift to meet the new era.
Enhancing marketing and selling techniques,
decentralising operations, encouraging
technological innovations, expanding
globally, redefining industrial group activities
and, above all, significantly increasing capital
expenditures; these are the main features
of Telefonica's new corporate
strategy.

Perhaps the two concepts which best sum
up Telefonica’s situation today are
consolidation and expansion. A solid
financial base, a regularized fiscal
framework, an explosive surge in demand
and especially, the benefits we are reaping
from our forward-looking strategy, all bear
witness to this definition.

A sweeping transformation is also taking
hold of our traditional industrial policy. We
are gradually breaking old ties by selling off
our shareholdings in telecommunications
equipment manufacturing companies and
starting to use our purchasing.power as a
basic tool to create new enterprises and
support technological innovation and

research. These steps are evidence of our
whole-hearted commitment to a national
industrial policy, which in no way detracts
from our active participation at the
forefront of the major European
telecommunications groups.

It wil come as no surprise that an integral
part of the consolidation process is to
expand Telefénica's global presence
as a network administrator in line with the
new international focus of the
telecommunications sector. We have
already made significant inroads on the
international front and will continue to
extend our global horizons.

In conclusion and as a final indication of the
extent to which the new era has made its
presence felt, Telefonica is keeping
up with the times even in name: we are
no longer the old Compaia Telefonica
Nacional de Espafia but are now the new
Telefénica de Espaina, S. A

| trust that as shareholders you wil
continue to support and follow with
interest the joint efforts of us all to lead
our Company successfuly into the future.

Luis Solana
Chairman of the Board of
Telefénica de Espaiia.






1987: The year
in focus

1987 was a record year for Telefénica, which
produced excellent results. The rise in growth rate
over previous successful years was reflected both in
demand for lines and in the increased usage per line
of telephone and datacom services.

The positive trend in demand for services led to equally
positive financial results for the company. Net income
rose to 53,247 million pesetas, a 7.7 % increase over
1986. Allin all, funds generated from operations grew
by 23 %, from 218,416 million pesetas the previous
year to 268,684 million in 1987. These healthy results
were dearly reflected in the significant 15 % rise in ear-
nings per share, which in fiscal 1987 stood at 64.16
pesetas per share, compared to 55.76 pesetas in (986,
1987 represented a landmark in the history of Spains's
telecommunications. On September 12th, the [5th
million telephone was connected at the same time as
the |0th million line went into operation.
Applications for new lines rose to 1,135,406, an in-
crease of 18 % over 1986 demand. There was also
a significant increase in telephone usage, with average
usage per line rising by 8.2 %, compared to 5 % in
1986.

Our Public Telephone Service which represents 2.6 %
of total plant, accounted for 12.7 % of revenue, 24 %
up over the previous year. By the end of fiscal 1967,
there were over 270,000 Public Telephones in opera-
tion, with |5,000 of them serving the rural community.
The upward trend in demand was likewise recorded
in the area of advanced communications services.

There were 10,587 new applications for connection
to the Iberpac data transmission network, which
representsa 75 % increase over 1986. Demand for
the Ibercom Integrated Business Communications ser-
vice also grew by 182 %, with 42,243 applications. In
addition, there were major increases during the year
in demand for other services, such as Automatic Moblle
Telephony and Telefax.

n 1987
we achieved many
of our goals. At the
same time fresh
challenges sprung
up, which we are
set to meet at
Teleféonica with
firm determination.



Telefénica met this outstanding boost in de-
mand with a record number of installations. 601,643
new lines were installed during 1987, that is 33.8 %
more than the year before. For the first time in our
history, almost half of these lines were digital, thus
enabling us to offer customers a much broader range

of top quality communication services.

elefénica is continually
striving to enhance the
quality of public
telephone equipment
and diversify methods
of payment. Card
phones are becoming an
increasingly wide-spread
feature of the service.

Firm evidence of our achievements throughout the
year can be seen in the figure of 26.1 lines per 100
inhabitants at year end, representing 0,236,408 lines
and 15.4 million telephones in service.

These accomplishments, which were witnessed in all
areas of the Company, would not have taken place
without the major transformation in Telefo-
nica’s corporate culture and the extensive decen-
tralisation measures, which greatly enhanced manage-
ment efficiency. Other contributing factors were the
substantial increases in productivity and the rigorous
cost containment policy implemented by the
Company.

During 1987 our progress was further encouraged by
expanding Telefénica’s presence globally. As
well as signing agreements with various leading telecom-
munications companies abroad, we continued our
revolving holding company policy, bringing new com-
panies into the group.

One of the highlights of the year on the international
front, was the listing of Telefénica's sharesin
the New York Stock Exchange. In addition, the agen-
cies Standard & Poor’s and Moody's awarded our
maximum

Company  the ratings  for

Telefonica’s European and U.S. commercil
paper program.
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Ready to meet the
commercial challenge

he recent
introduction of the

Tel nmunications Bill
(LOT), hails the start of
a new competitive era,
which Telefénica’s
management and
workers are ready to
meet. In the
photograph are general
managers German
Ramajo, Enrique Used,
Carlos Viada and
Francisco Javier Monzén
(left to right).

In 1987 the Spanish Parliament passed the new
Telecommunications Bill (LOT) and hence announc-
ed the start of a new era for Telefénica.
Henceforward our task is both to meet the fresh
challenges brought about by the new legilation and
also to make the necessary preparations for the year
1992 —a year of vital significance for Spain and Europe.
This s a crucial time for Telefonica and we are
facing it fully aware of the key role we play in Spain’s
economic arena. Our Company is wholly committed
to supplying a wide array of top quality services to
satisfy our customers demands.

With a vibrant economy and a healthy growth
potential, Spain is in her prime. Following suit,
Telefonica is ready to face the challenge set
by both the new legislation and by the ever-increasing
demand for telecommunications services.

We are moving away from a monopoly towards a free
market, no longer supplying the subscriber but rather
serving the customers and these changes wil affect the
company through and through. We are finely tuning
our new market-focused corporate organisation which
will enable us to satisfy the diverse needs of the various
market segments.

Our ambitious capital expenditure program is an ap-

propriate response both to the new commercial

challenges facing us and to the surge in the demand
for lines, together with the rapidly growing use of the
' telephone and other telecommunications services.






M e eti n g A rapidly expanding market such as Spain’s demands

a dual purpose major capital expenditure program,
d eman d aimed at upgrading and expanding traditional telephone
services as well as keeping up with the latest
technologies.
During 1987, we stepped up investment in the
telecommunications infrastructure and networks.
Capital expenditure in fixed assets rose by 23 % over
the previous year to 260,183 milion pesetas, compared
toa9.5 % average annual growth during the 1982-85
period and 12.1 % in 1986.
These expenditures went primarily towards meeting

the increasing demand for new lines but also con-
tributed to strengthening our infrastructure and enhan-
cng the qualty, convenience and versatiity of

Telefénica’s products and services.

he rising
demand in the Spanish
telecommunications
market is being met by
Telefénica with a
major capital e j AL
it GRS Telefonica wil undertake an extensive invest-
which will provide the
country with an
advanced
telecommunications
network. Fibre optics
cables are a vital part of
the new
telecommunications
infrastructure.

During the next four years, with our sights set on
meeting the challenge of the year [992,

ment program, designed to tackle four fundamental
areas:

—Meet customer demand.

—Launch new telecommunications services.
—Enhance and upgrade the quality of the service.
—Modernize and digitize the network.

According to our capital expenditure program
estimates, by 1992 telephone penetration will have
doubled since 1982 to 86 lines per 100 households.
There will also be 6.2 million local digital lines, that
is 40 % local network digitization, compared to 43,000
lines in 1982; By the same year we plan to have laid
13,308 kms of fibre optics cable, a huge increase over
the 1,504 kms existing in 1987. Finally, by 1992 our
trunk network will have 1.6 milion digital links
representing 72 % of the total installed.

Our current program foresees that by 1992 we shall
have |5 milion lines in service and shall have passed
the 20 million mark before the year 2000. This surge
in network expansion will go hand in hand with an ex-
tensive changeover from analog to digital networks
and together will bring about record levels in installa-
tions, with |0 million equivalent telephone lines to be
installed in the period [988-1992.
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A new market
in terminals

Competition is now the name of the game; market
orientation is Telefénica’s way to win.

The lengthy parliamentary debate, prior to the pass-
ing of the Telecommunications Bill, gave
Telefénica ample opportunity to get ready for

eleféni-

the new competitive environment. On December 2nd,

1987, a new commercial strategy was unvelled for sup-

plementary, complementary and extension terminal

equipment, the main features of which are outiined

below:

|.°—The main telephone will continue to be rented
out to the subscriber.

2.°—Additional telephones, extensions and com-
plementary equipment will be offered for purchase.

3.°—Subscribers already renting this equipment will
have the option of purchasing them.

4,°—A Network Connection Point will be installed to
separate the public network and the subscriber's
premises internal network.

Anintensive sales and advertising campaign is already

underway to stimulate subscriber purchases of addi-

tional phones and complementary equipment. Quali-

ty is our key selling point. By supplying top quality pro-

ducts we aim to become the leaders in the telephone

ca’s subscribers now have terminals market,

the chance to purchase
certain telephone
terminals equipment.
This includes
supplementary
equipment which could
previously only be
rented.







Advanced
telecommunications
services

Iberpac

1987 was a decisive year in the life of our data com-
munications product, the [berpac network. Demand
for the X-25 protocol rose by 75.2 % over the
previous year with 10,587 applications for connection.
Last year Iberpac X-25 was connected up to 36 public
packet switching data networks. We plan to expand
the Iberpac network from around 30,000 ports install-
ed in 1987 to 300,000 by 1992. One of the latest
features of the X-25 network is the SITO project which

Exchange is just one of
the many institutions
and associations

enjoying the benefits of

the Ilbercom Integrated
Business
Communications
service. Likewise, in
1987 the Iberpac
network had over
30,000 ports and by
1992 we hope to have
increased this figure to
300,000.

facilitates interbank clearing operations.

Of the datacom services transmitted over the Iber-
pac X-25 network, 1987 witnessed a great leap for-
ward in our videotex service, Ibertex. In addition, the
X-28 service was finally launched on the market and
by the end of the year held a network capacity of 2,150
terminals, spread over 32 provinces.

Electronic funds transfer
There are excellent growth prospects for our
Dataphone Electronic Funds Transfer service which en-
joyed a healthy boost in sales throughout the year,
from 7,857 to 10,154 connections.

Ibercom - integrated business
communications service
In 1987 we achieved our sales target for the Ibercom

service, designed for the corporate customers market.
The launching of the Ibercom VOICE + DATA ser-
vice has made important inroads towards consolidating
the integration of communications services. By the end
of fiscal 1987, 20,924 lines had been installed and 62, 195
contracted, which is clear evidence of the warm
welcome the product has received in the market.
Last year 55 corporate customers joined the Ibercom
network and Telefénica remains whole-
heartedly committed to further expansion of the
service.

Plans are in the pipeline to connect the Ibercom net-
work to Iberpac, which will bring us nearer to our goal
of an Integrated Services Digital Network (ISDN).

he Madrid Stock



Ibermic, high speed data
transmission

In 1987 the first Ibermic infrastructures were installed.
In the near future we aim to be providing a digital net-
work which will give access to a host of high speed
carrier and final services.

The Ibermic infrastructure will also include earth sta-
tions to carry satelite data communications with the
rest of Europe (SMS) and with other continents (|BS).
These single user or multiuser earth stations will be
housed either in the Teleports or, where necessary,
in the customer’s own building.

Satellite communications

By year end we had three Satellite Communications
Complexes in operation supplying telegraph,
telephone, television and data transmission services.

To meet the demands of 1992, Telefénica
plans to increase the number of earth stations and build
three new Satellite Communications Complexes, set-
ting in motion a new communications structure for
business and mobile services.

Towards an Integrated
Services Digital Network (ISDN)

In 1987 T elefénica began extensive testing of
the new Integrated Services Digital Network, thus set:
ting in motion an ambitious plan to incorporate the
system into the Spanish telecomunications netwaork.
We aim to have the first experimental ISDN lines on
the road by the beginning of 1989.

Furthermore, in 1988 we shall be piloting a new sup-
plementary telephone services project, which by 1990
will be offering the following services:

—Integrated voice-data communications via the
telephone line.

—Call waiting.

—Pre-programmed dialling.

—Billing information.

—Call re-routing.

elefénica’s policy of both
modernising the earth
stations network and
building new installations
will enable us to offer our

customers a wide array of
advanced satellite
communications services. In
1987, on behalf of the SER
radio broadcasting company,
we installed the first
permanent, nationwide hi-fi
satellite link.









Mobile communications

Our Automatic Mobile Telephony service (TMA) made
significant advances throughout the year. The TMA
network was extended to || provinces with a 10,500
user capacity. In 1988 our target is to provide the ser-
vice to 3| provinces with a network capacity of 31,000
users.

To ensure that future demand continues to be met,
Telefonica signed an agreement with most of
the European countries to install a new cellular mobile
system to cover the whole continent. This will enable
a vehicle to keep in touch via the telephone while
travelling throughout Europe. The coming years will
also see substantial developments in our radiopaging
and maritime satellite services.

Intelligent network services
We have recently begun marketing the automatic
reverse charge 900 service (Freephone), which will

shortly be providing an international service. The 500
line is specially tailored for companies to facilitate calls
from potential customers.

Those advanced services which cannot be supplied by
Telefonica's network, will be transmitted via
a superimposed intelligent system capable of dynamic
management of real-time communications.

Below are some of the services which will be on offer
by the year 19%0:

—Advanced multiaddress credit calling.
—Advanced automatic reverse charge calling.
—Personal telephony.

—Digital centrex.

—Supplementary centralised services.

ne of the aims of our
Automatic Mobile
Telephone service is to
enable vehicles on the
move to keep in touch
with any part of Spain.
Our Automatic reverse
charge 900 Service
recently hit the market.
This service provides
companies with a first-class
tool to facilitate calls from
potential customers.
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A key role in
1992

£ o e

he year 1992 is an
important milestone for
all Spain. Telefénica
will be making a vital
contribution to the
success of the Olympic
Games in Barcelona,
and the World EXPO in
Seville. Thanks to our
telecommunications
network, millions of
people from all around
the globe will have the
chance to follow these
two major events.

Telefonica is devoting special attention to the
important events of 1992, a year of key significance
for Spain with the Olympic Games in Barcelona coin-
ciding with the World Expo in Seville and the Fifth Cen-
tenary of the Discovery of America. In the same year
Spain faces the challenge of full membership in the
newly European Single Market.

Preparations for these events are already in progress,
with studies currently underway to assess the forthco-
ming demands of the market.

The following are some of the major steps we will be

taking:




—The first commercial ISDN lines will be installed in
19%0.

—The first Broadband infrastructure as part of the
RACE project, will be in service in 1992.

—Tesys B, the new generation of our packet switching
system, will be incorporated into the Iberpac network
by the early 90's.

Ona final note, by 1992 there will be three new sate-
lite communications complexes and two teleports to-
gether with a major videocommunications carrier
system.

-
¥
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Research and
innovation

A new subsidiary company — T elefénica IN-
VESTIGACION Y DESARROLLO S. A.— has taken
over responsibility for Research and Development. Its
aim s to encourage innovation in services and net-
works, applying high-quality, advanced technologies and
thus ensure T'elefénica’s strong position n the
increasingly competitive marketplace.

The main objectives of Telefonica |+D are the
following:

—To define new network services, architectures and
applications, including telecommunications systems
engineering solutions.

—To develop products and systems of key strategic
value.

—Toprovide Telefénica with the latest hard-
ware and software development technologies.
During 1987 there was further collaboration with EEC
R&D projects, particularly the COST and RACE pro-
grams, with six new projects, and the ESPRIT program.
We also continued our involvement in European Space
Agency programs.

Optimizing network management and maintenance is
still the chief objective of R&D activites. During the
year, work continued on development of the Opera-
tions and Maintenance Structure (EOC), with a first
prototype of the Operating and Maintenance System
(SOC) already completed.

Development continued of a new packet switching
system known as Tesys B. This will take over from
Tesys A and Tesys AX as leaders in this field.

The results of research in terminals and adaptors for
the ISDN and of the milimetric waveband radiolink,
have been transferred to the industry. Work is also
in progress on the first broadband ISDN, as part of
the SABADO project (Broadband Optical Distribu-
tion User System). The aim of the project is to pro-
vide solutions to future user optical loops and to swit-
ching and local distribution.
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elefénica
Investigaciéon y
Desarrollo, our
Research and
Development
subsidiary,

is striving to
supply new,
high-tech
services
and

networks of the finest

quality. Current developments
include a 50 GHz millimetric
waveband communications
system (top left), integrated
circuits design work stations
(left) and the integration of
software of the Operations
and Maintenance Structure
(E.O.C.) (top right).
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Management
decentralisation

Enhancement of Telefénica’s management
operations s vital if we are to succeed in the new com-
petitive enviroment. Further decentralisation measures
are an essential part of this enhancement process.
The setting up of Provincial Units, which began in
autumn |986, was finally completed. From now on
each province is responsible for meeting customers’
needs and responding with greater efficiency to market
demands.

The provincial budgeting process, together with the
creation of Provincial Controller Reports, have enabled
us to keep careful track of provincial management per-
formance. Each province is regarded as a fully-fledged
management body strengthening Telefénica’s
capacity to meet the demands of the new competitive
environment.

In 1988 we will reach our goal of full decentralisation.

Management at local level will be the responsibili-
ty of the market-focused provincial units, directly an-
swerable to the Company's Executive Committee.

YEnil  Parallel to this market-
oriented strategy and

in order to optimize
management perfor-

mance, we aim to fur-
ther increase efficiency
| by fully computerising
provincial management

i con ol O

elefénica’s
decentralisation
program involves the
setting up of provincial
management units. We
are continuing to work
in close collaboration
with various local
authorities to expand
the telephone service
throughout the rural
communities.

26



Rural
communications

QOur ongoing commitment to meeting the telecom-
munications needs of the rural community stands firm.
The Royal Decree 2248/84, which defines the participa-
tion of public and private bodies, has proved to be

an efficient tool in ex-
panding basic tele-
phony to remote, spar-
sely populated regions.
This policy has enabled
us to set up 220 new
local zones in 1987,
13% more than the
previous year. We also
installed 711 public service telephones, 18 % more than
in 1986. Public service was expanded to a further | 18
hamlets of under 50 inhabitants and telephone service
was extended to 10,786 new subscribers outside local
Zones.

The healthy progress made in this field is largely due
to the |6 cooperation agreements signed with Regional
and Provincial Authorities and to the 386 smaller con-
tracts drawn up with city councils and private bodies.
Further steps were taken to convert outlying areas
to an automatic service. By 1987 year end there were
no more than 16,000 manually operated lines still in
service and these will be replaced during 1988 by
automatic equipment. Hence the completion of full
network automatization will take place at the same
time as the ISDN enters the arena.

2
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Optimising
human resources

A careful strategy of promotion, training and recycing
of human resources is essential if we are to keep up
with the ever-changing technological developments of
the industry.

By 1987 year-end Telefénica had 63311 em-
ployees, with graduates and technically qualified staff
accounting for 16 % of the workforce.

with the future means
constently upgrading
our human resources
pool. Telefénica’s
personnel policy is
therefore a combination
of training, promotion
and highly qualified new
recruitment.

In 1987, after negotiation, management and workers
reached an agreement on pay levels for the next two
years. In the first financial year salaries went up 5.48 %
plus two productivity bonuses totaling |1 %, while
3.9 % pay rise was agreed upon for 1988,

Our staffing policy s a combination of in-service training
and recruitment of highly qualified personnel. Last year
091 graduates joined the company, representing an
increase of 16 %.

The company has continued to expand its ambitious
training program, which involves constant replacement
of certain posts. Last year over 3,800 employees took
partininitial training and promotion courses and 63,109
in refresher courses. In all, our training programs ac-
counted for 1.65 % of total personnel costs.

In 1987 the Internal Communication Plan went into
operation. The Plan is an important contributing fac-
tor towards our becoming a streamlined, market-
focused, competitive enterprise.

QOur efforts to create a highly-trained, specialised work-
force have bore fruit. Productivity increased by 7 %
and major improvements in operating efficiency have
enabled us to deal promptly with the rapid growth
in the company’s activities.

The number of lines in service per employee rose by
24.3 % during the 1982-87 period. At the same time
the number of lines installed per employee went from
149.3 to I75.1 and revenue per employee grew from
4.2 to 8.54 million pesetas.

A factor which contributes to profitability growth is
the downward trend in the ratio of personnel costs
to revenue from services. This has fallen by 3.6 %,
dropping from 0.48 in 1981 to 0.371 in 1987. Finally,
absentee rates resembled those of the previous year.
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Global
perspectives

1987 saw a steady expansion in Telefénica’s
presence globally. This was due in part to our strong
position as one of the nation’s leading companies but
akso to the overall growth in Spain’s economy and to
our membership of the European Economic Communi-
ty. International operations took place on several
fronts.

The company's shares have spread further afield and
are currently present in the major world stock markets.
In 1987 we secured our share base by placing 54 million
shares on the New York Stock Exchange.

Our activities in South America, USA, Europe, Africa
and Asia bear witness to our global commitment. In
anincreasingly inter-dependent world, keeping up with
the constant evolution of the global telecommunica-
tions market is central to our strategy. One way to
ensure this s to participate in joint ventures with other
major telecommunications companies.

In line with this policy, at the end of the year, the joint
venture between Telefénicaand AT & T, nam-
ed AT&T Microelectronica de Esparia, started opera-
tions. The company, situated in the Tres Cantos suburb
of Madrid, designs and manufactures |.25 micron high-
tech, custom integrated circuits and brings to Spain
a wealth of technological expertise. In 1991, annual
revenue will reach the figure of 20,000 milion pesetas.
Throughout the year Telefénica was involv-
ed in promoting a new joint venture, APT-ESPANA,
consisting of Amper and the European telecommunica-
tions consortium APT. The activities of this concern
will cover the research, design, manufacture and in-
stallation of switching equipment and intelligent net-
works, together with digital transmission equipment
and systems for the Integrated Services Digtal
Network.

Telefénica also signed an agreement in 987
with the American company Electronic Data Systems
(EDS) to set up a joint enterprise called TDS. This firm
will operate worldwide, marketing and installing data
transmission networks based on Telefénica’s
own Tesys packet switching system. The Tesys system
is either already functioning or is on order throughout
Spain, Canada, Argentina, Greece, Tunisia and
Thaland. Over the next five years, we will strive to
meet our sales target of 18,000 million pesetas spread
across the five continents.

Having competed with the major companies in the sec-
tor, Telefénica Internacional won the contract
with the Greek Telecommunications Administration
to provide and install Hellaspac, the public packet

switching data transmission network.

On January |8th, the first Spanish-Soviet enterprise
was set up. This was also the first telecommunications
joint venture ever undertaken in the USSR, The

Spanish partners, Telefénica and Amper, hold
o WA

43 % of the share capital,
The factory will begin
production of 500,000
Spanish designed “Tarsis" &
telephones and will even-
tually increase manufactur-
ing capacity to one million

units.

elefénica’s activities
on the international
front are constantly
spreading. A recent
example is the
manufacture of micro-
chips by our joint
venture ATT
Microelectrénica de
Espaiia.

,
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A revolving
holding company

Telefonica's revolving holding policy remains
central to its group strategy. In 1987 further measures
were taken to reorganise, rationalise and simplify our
participation in subsidiary and affiiated concerns, while
still maintaining an energetic and flexible holding policy.
Outlined below are some of the main objectives of
our holding group program:

—Bring together under one umbrella all those com-
panies involved in similar types of activities, in order
to optimize exploitation of resources, technologies,
markets and distribution channeks.

—Sell off certain companies in order to make available
resources with which to finance new business ventures,
—Draw up a strategy for future activities and new pro-
jects in order to strengthen Telefénica's
position as a keen competitor

and technological leader in
the world marketplace.
The following are a summary
of the recent operations car-
ried out in this field:
—Manufacturing is now the
chief responsibility of Amper.

elefénica’s revolving
holding policy involves
selling off our stake in
some companies in order
to take on new ventures.
This strategy helps to
sharpen our competitive
edge in the market and
provides a constant
source of new business
opportunities.

In the photograph,
SINTEL technicians
discuss a project for the
new joint venture
“TDS".

This company underwent a complete overhaul the
previous year and today heads a widespread group
of concerns involved both in electronics and terminal
equipment and in the public telecommunications sec-
tor, following agreements with APT via Marconi.
—Sintel is the core company of both installations and
systems engineering group, following the purchase of
Telefénica Systemas. Particularly signficant is
the agreement reached with Electronic Data Systems
(EDS) to market data networks.

—Computer and software activities centre around
ENTEL, who are also preparing to compete in the
Value Added Services market.

—Research and Development has now been handed
over to the recently formed Telefénica In-
vestigacion y Desarrollo (TIDSA).

—fFinally, there is the Services group which operates
in areas dlosely related to marketing and financing. This
group includes commercial concerns such as TELYCO
(Terminal Equipment Sales), CETESA (Yellow Pages)
and CABITEL (Telephone Booths). Financial enterprises
include the newly formed Telefénica North
America and notably two new subsidiary companies:
Life insurance and pensions ANTARES, S. A. and
CASIOPEA RE, 5. A. The former is concerned with
personal risk while the latter is a Risk Management
tool, whose role is o protect risks which were hitherto
self-insured by Telefénica.

Other recent enterprises of interest include the for-
mation of COMET, concerned with venture capital
projects in high profit, high technology business under-
takings. And finally SEVA, formed in association with
[BM and other Spanish firms, whose purpose is to
eveluate the market potential of Value Added Services.
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TELEFONICA 83-87: SELECTED OPERATING DATA
TELEPHONE SERVICE

Service parameters 31-12:87 311286 31-12:85 311284 3112483
Local lines in Service (thousands) 10,236.4 9,780.0 9,304.5 8,881.7 8,453.7
Degree of automation (%) 99.9 99.7 99.5 99.2 98.9
Automatic trunk circuits (thousands) 257.0 2443 2288 217.1 205.8
International service automation (%) 88.5 86 84 80 79
Plant
Telephones (thousands) 15,476 14,782.2 14,258.9- 13,825.5 13,345.3
Local lines installed (thousands) 11,085 10,645 10,313 9,990 9,630
Automatic 11,069 10,616 10,263 9,912 9,526
(% of those installed) (99.9) (99.7) (99.5) (99.2) (98.9)
Digital 635 345 184 127 78
(% of automatic) (5.7) (3.3) (1.8) (1.3) (0.8)
Conventional and semi-electronic 10,434 10,271 10,079 9,785 9,448
(% of automatic) (94.3) (96.7) (98.2) (98.7) (99.2)
Manual 16 29 50 78 105
(% of those installed) (0.1) (0.3) (0.5) (0.8) (1.1)

BASIC INFRASTRUCTURE

311281 31-12:86 311285 31-12:84 311283
Coaxial cable (Km.) 10,454 10,379 10,112 9,933 9,514.2
Fibre-optics cable (Km.) 1,159 227 93 - —
Trunk pair cable (Km.) 49,040 46,095 44,979 44,086 43,085
Subscriber networks (pair Km., thousands) 38,295 35,465 33,626 32,067 30,450

TRENDS IN USAGE PER LINE AND DEMAND FOR NEW LINES

311287 311286 311285 311284 311283
AVERAGE GROWTH IN USAGE PER LINE 8.2 5.0 34 1.8 25
DEMAND FOR NEW LINES 1,135,406 963,037 756,164 773,812 783,867
(% Annual growth rate) 17.9 27.4 (2.3) (1.3) 32.6

TRENDS IN DATA TRANSMISSION SERVICES

311281 311286 311285 311284 3112483

DATA TRANSMISSION CIRCUITS 32,715 31,152 28,950 26,651 24,001

Year-on-year growth (%) 5.0 7.6 8.6 1.0 1.2
TELEPHONE NETWORK CONNECTIONS

FOR DATA TRANSMISSION 77,090 58,175 45,080 24,792 19,451

Year-on-year growth (%) 325 29.0 81.8 274 28.4
IBERPAC NETWORK CONNECTIONS 34,059 27,632 23,810 20,056 14,302

Year-on-year growth (%) 23.3 16.0 18.7 40.2 14.0
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FUNDS GENERATED FROM OPERATIONS
(Millions of pesetas)

RESULT. NETO

53.247

45.252

21.536
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1986

1983

AMORT + PROVIS

215.437

173.164
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SELECTED FINANCIAL DATA

(In millions of Ptas., unless otherwise stated)

Operating revenue

Operating expenses

Financial expenses
Depreciation and amortization
Net income

Gross cash flow

Share capital

Shareholders” equity

Medium and long term debt
Capital expenditures

1987 (5) 1987 1986 1985 1984 1983
4954.6 540,727 468,011 409,415 363,937 311,469
1,673.0 182,580 162,837 148,601 133,143 120,897
770.5 84,094 77,781 77,209 75,817 63,790
1,506.8 164,442 138,204 116,964 97,866 83,682
487.9 53,247 45,252 39,149 32,620 27,536
2461.9 268,684 218,416 177,580 149,518 121,026
3,806.0 415368 411,793 360,468 320,416 288,374
I1,185.4 1,220,727 1,090,016 947,804 832,543 719,023
6,260.0 683,186 632,056 659,545 636,528 562,994
2,3840 260,183 211,514 188,681 173,642 164,404

Exchange rate (31-12-87): 1 § = 109.136 pts.
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Telefonica
and the Spanish economy

1987 was another prosperous year for Spain's
economy with performance notably exceeding EEC
and OECD averages. Of particular significance, was
the 5.2 % growth in real terms in GDP and the 5.9 %
real increase in investment. In addition, there was a
promising decline in the rate of inflation to 4.6 % and
a reduction in public sector deficit to 3.8 % of GDP.
On the exterior front, foreign reserves had risen by
year end to 30,000 millon dollars. There was a relative
rise in the value of the peseta against the major world
currencies and Spain became one of the world's
creditor nations.

On the whole, the financial performance of Spanish
companies showed a strong improvement. There was
arise in the ratio of internally generated funds to capital
expenditures and a strengthening of their financial pos-
tion, both enhanced by productivity gains and labour
cost control.

In line with the rise in domestic markets,
Telefonica regstered an 82 % boost in
average usage per line and a 17.9 % rise in demand
for new lines. There was a real increase in
Telefonica’s value added of |1 %, represen-
ting |.57 % of the national total. The substantial 10.7 %
rise in labour productivity helped improve
Telefonica’s participation in Spain's gross
operating profits from 1.89 % in 1986 to 2.07 %.
Finally, the 33.1 % increase in the Company's gross
savings enabled us to cover the 23.2 % expansion in
capital expenditures over the year, with no significant
rise in borrowing.

Telefonica AND THE SPANISH ECCNOMY
(as a % of the national total)

1987 1986 1985 1984 1983
Gross value added 1,57 1.50 1,51 |.47 1,46
Wages and related benefits 18 .21 1,23 1.22 1,19
Gross operating profit 2,07 .89 1,85 .78 1,79
Gross savings 2,72 2.29 2,38 2.19 2,11
Gross capital formation 3,45 3.34 3,47 3.50 3,47




Management’s
discussion

TELEPHONE USAGE
(% Increase in average usage per line)

Fiscal 1987 was a higly successful year for the Compa-
ny asa whole. The boost in productivity together with
enhanced management efficiency brought about a
healthy increase in gross cash flow and earnings per
share, which in turn has encouraged a vigourous capi-
tal expenditure program.

Once again there was an outstanding growth in de-
mand. Over |, 135,000 applications for new lines had
been recorded by the end of the fiscal year, represent-
inga 7.9 % increase over (986, when in turn there
was a 27.4 % rise over 1985.

Particularly noteworthy was the sharp 8.2 % rise in
average usage per line and the impressive | 1.2 % leap
in international service usage.

MED. 82-85

OPERATING REVENUE (n millions of Ptas., unless otherwise stated)

% Increase

1987 §
Description in millions 1987 1986 1985 1984 1983 over 8 8387 cum. av.

Subscriber Service Charges 1,439.2 157,073 141,894 126,834 111,086 74916 10.7 20.3

Data and facsimile transmission ~ 394.5 43,052 35,859 32,252 24,568 21,245 20.1 19.3
Domestic Automatic Service 2,166.9 236,491 196,526 163,063 149,646 148,023 20.3 12.4
Trunk calls through operator ~ 14.6 1,597 1,882 2,186 2217 2201 (IS.1) (7.7)
International Service 668.4 72948 61,787 57,505 51,149 40299 8.1 16.0
Mobile land and maritime

services 15.1 646 1,634 1,595 1437 1,087 0.7 10.9

Directories and yearbooks  69.6 7,598 10,216 10,071 9,123 9,112 (25.6) (4.4)

REVENUE FROM SERVICES 4,768.3 520,405 449,798 393,506 349,226 296,883 15.7 15.1

Connection fees and other
items 186.3 20,322 18,213 15909 14711 14,586 1.6 8.6

OPERATING REVENUE ~ 4,954.6 540,727 468,011 409,415 363,937 311,469 15.5 14.8

Exchange rate (31-12-87): 1 § = 109.136 ptas. 39




LINES IN SERVICE PER EMPLOYEE

1982 1983

The upward trend in demand for data transmission
services continued, witha 47.2 % increase over [986.
There was an especially heavy demand for the [ber-
pac network (75.2 %), and for the Telefax and Ibertex
data transmission services through the switched
telephone network (130.1 %).

Operating revenue grew by 15.5 % against an average
3.99 % increase in service charges. These figures pro-
vide firm evidence of the boost in real demand for
telephone and datacom services.

The 1987 positive results were reinforced by improved
management efficiency to cope with the increase in
demand and by a strict cost containment policy.
Although workforce numbers remained stable, there
was a notable improvement in productivity. The
number of lines in service per employee reached the
figure of [61.7, compared to [55.2 the previous year.
The relatively moderate increase in operating expenses
led to a rise in the operating margin to 66.2 %, which
is a clear reflection of the excellent progress achieved

40

1984 1986

in productivity and operating efficiency during fiscal
1987.

A prudent financial policy was responsible for keep-
ing down financial costs and further cementing
Telefénica’s solid financial structure.
Consequently, the rate of increase in net financial ex-
penses continued to fall with only a 3.3 % rise
registered in 1987, compared to 3.9 % in 1986 and
6.3 % between 983-85.

There was also a reduction in the ratio of net finan-
cial expenses to operating revenue, which fell by 1.5
points against the previous fiscal year,

We should also mention that during fiscal 1987 finan-
clal management strategies led to adjustments and
greater flexibility in domestic and foreign debt and
general improvements in the Company's term financing
structure.

The following are some of the most significant features
of fiscal 1987 results:

—Transfer to provisions, in line witha provident poli-



OPERATING MARGIN

1982 1983

cy of maximum prudence, representing 9.4 % of fis-
cal year revenue. This figure was in spite of the reduic-
tion in transfer to exchange losses resulting from the
strength of the peseta and the current low level of
foreign currency debt.

—Increase in the average annual depreciation rate,
which was set at 5.5 % the fast financial year, apply-
Ing replacement cost accounting principles. If the histor-
ic cost value of assets is considered, the 153,501 nnil-
lion pesetas represent an |1.25 % average annual rate
of depreciation of fixed assets. This figure compares
favourably to that of the international telecommuini-
cations sector.

—Income before tax rose to 84,322 million pesetas.
It is the last time that the 6 % state levy will be ap-
plied to gross operating revene.

From January Ist 1988, the special tax regulations laid
down in the State Contract, will cease to exist. Uin-
der the new fiscal regulations (Ley de Tributacion dde
Telefonica) Telefonica wil be subect

1984 1985 1986 1987

to general Corporate Tax law and Real Estate local
taxation. All other local taxes will be replaced by an
annual 2 % levy of gross operating revenue.

The change in fiscal regulations together with the en-
forcement of the new Telecommunications Bill (LOT)
as from January Ist | 988, have encouraged the Com-
pany to take certain measures. These in no way affect
the income statement but rather aim to anticipate the
whole write down of customer premises equipment,
thus preparing ourselves to meet the ongoing termi-
nals deregulation process.

These adjustments are reflected in the reconciliation
of net income and shareholders' equity to international
(IAS) and United States (US GAAP) accounting sys-
tems. (See pages 68 and 69).

Further evidence of the positive trend within the Com-
pany can be found in the [7.7 % rise in net income
t0 53,247 million pesetas. Earnings per share grew by
15.1 % over the previous year'to 64.2 pesetas.
This successful figure enabled us to meet our target
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of offering an |1 % dividend over par value to
shareholders, with the rest going to the Company's

FINANCIAL RATIOS

c I level was 857 % 1987 1986 1983
reserves. onsequgnty, pay-out level was 85.7 % as e
opposed to 99 %-in past years. operating
Our strategy, designed to boost productivity and revenue (%) 66.2 65.2 61.2
o aff B NE Net financial expenses/
enhan\-e efficiency; t(.)geth»r with the steps to control operating revente (%) 126 4] 18.0
operating and financial expenses, have led to further Transfer to provisions/
upgrading in the quality: of our assets and a 23 % in- operating revenue (%) 9.4 1.5 3.1
, Operating margin/Av.
crease in ’gross cash flow. net plnt (%) 196 18.4 162
Telefonica’s excellent 1987 financial resuits are Fixed assets coverage (%) 604 59.4 51.8
recorded in the balance sheet ratios where the ac- Guarantee ratio (%) 64.1 63.3 56.1
0
complishments of our active financial managerial ap- (FAGHS) . L 7 2k
. Debt repayment capacity
proach are faithfully reflected. (years) 27 3 5.
There were improvements in the fixed assets coverage Gross Cf1$h flow/net
ratio (from 53,45 n 138620 604 %) and i the ) ) hanca expensesyeas) ¢ SR (75 2 Ll
RESULTS - PROFIT MARGINS
1987 1986 1985
Description 1987 §
In millions Amount % Struct, Amount % Struct, Amount % Struct. Amount
+ Revenue from operations 4954.6 540,727 100.0 468,011 100.0 409,415 100.0 363,937
— Operating expenses 1,673.0 182,580 (339 162,837 (348) 148,601 (36.3) 133,143
= Operating margin 3,281.6 358,147 66.2 305,174 65.2 260,814 63.7 230,794
— Net financial expenses 624.2 68,123 (12.6) 65,973 (14.1) 63,474 (15.5) 63,600
— Exchange losses 94.3 10,294 (1.9 11,050 (24) 9,217 (2.2) 14,230
— Depreciation and amortization 1,506.8 164,442 (30.4) 138,204 - (29.9) 116,964 (28.6) 97,866
= Gross operating income 1,056.3 115,288 213 89,947 19.2 71,099 17.4 55,098
— Other provisions and charges 3729 40,701 (7.5 23910 (5.1 12,190 (3.0) 4,802
+ Net extraordinary items 89.2 9,735 1.8 6,071 1.3 3,675 0.9 3,170
= Income before state levy 7726 84,322 15.6 72,108 15.4 62,584 5.3 53,466
— State levy 284.7 31,075 (5.7) 26,856 (5.7) 23,435 (5.7) 20,846
= Net income 487.9 53,47 9.9 45,252 9.7 39,149 9.6 32,620
+ Net income 487.9 53,247 9.9 45,252 9.7 39,149 9.6 32,620
+ Depreciation and amortization ,506.8 164,442 304 138,204 29.5 116,964 28.6 97,866
+ Provisions and charges 467.2 50,995 94 34,960 1.5 21,467 5.2 19,032
= Gross cash flow (funds generated
from operations) 2461.9 268,684 4.7 218416 46.7 177,580 434 149,518

Exchange rate (31-12:87): 1§ = 109.136 pas.
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TOTAL DEBT (%)

983/1987 (In millions of Ptas.)

1983 Increase
% Struct. Amount % Struct. Over 86 83-87 cum. av.

100.0 311,469 100.0 5.5 14.8
(366) 120897 (388) 121 109
634 190,.572 61.2 174 17.1
(175) 56,216 (180) 33 49
39) 5,330 (17) 68) 179
(26.8) 83,682 (269) 19.0 184
5.2 45,344 14.6 282 26.3
(13) 4478 (1) 702 736
08 4348 1.4 60.4 223
14.7 45214 14.5 [6.9 169
(57) 17.678 (57) 15.7 15.1
9.0 27,536 8.8 17.7 179
9.0 27,536 8.8 17.7 179
268 83,682 269 19.0 184
5.2 9,808 32 459 510
41.0 121,026 389 230 221

guarantee ratio —the relation between shareholders'
equity and net capital employed— which reached
64.1 %, an 0.8 % increase over the previous year.
Debt ratios also experienced a positive development.
Total Debt ratio was down from 44.1 % in 1986 to
43.1 %.

On a final note, the fact that gross cash flow was 3.9
times greater than net financial expenses (3.3 in 1986),
and total debt only 2.7 times gross cash flow, is a clear
indication of the healthy expansion capacity achieved
in 1987, which overtook that of the year before.
Two important events accompanied these outstanding
financial results:

On 12th June 1987, the international diversification of
Telefonica’s investor base reached a highpoint,
marked by the start of the listing of our shares on the
New York Stock Exchange.

Almost simultaneously, the U.S. agencies, Standard
& Poor's and Moody's, awarded the Company
“A-1+" and "P-1" ratings respectively, for our U.S.
and European commercial paper program.

These two events provide firm confirmation interna-
tionally of both Telefénica’s performance and
future prospects. Furthermore, they clearly show the
solid foundations of the Company's financial position
and the strong fundamentals of our stock in the eyes
of the discerning international investor.
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BALANCE SHEETS 1983/1987

(After profit distribution, in millions of Ptas., unless otherwise stated)

1987 $
ITEMS in millions 1987 1986 1985 1984 1983

Fixed assets 18,5147 2,020,623 1,835,197 1,703,265 1,540,156 1,388,5/4
Property, plant and equipment 28976.6 3,162,385 2,828,586 2,568,812 2,298,083 2,016,193
Depreciation of fixed assets 11,307.4 (1,234,045) (1,097,404) (982,606) (868,250) (754,311)
Property, plant and equipment - net 17,669.2 1928340 1,731,182 1,586,206 1,429,833 1,261,882
Net intangible assets 6.6 718 3,997 5,042 4,803 3,797
Investments 475.2 51,859 38,755 32,987 33,895 37,677
Deferred charges 98.2 10,722 12,424 12,898 13,461 9,186
Unrealised exchange losses 265.5 28,984 48,839 66,132 58,164 75,972
Current assets [,155.1 126,059 113,596 103,122 124,201 98,081
Consumable inventories 38.0 4,146 5,692 3,699 2,993 2,523
Accounts receivable 1,052.6 114,882 100,010 86,078 78,038 75,155
Cash and banks 25.4 2,772 2,332 7,981 34,297 12,388
Other current assets and prepayments 39.1 4,259 5,562 5,364 8,873 8,015
Assets = Liabilities and shareholders’ equity 19,669.8 2,146,682 1,948,793 1,806,387 |,644,357 1,486,595
Shareholders’ equity (1) 11,1854 1,220,727 1,090,016 947,804 832,543 719,023
Paid-in share capital 3,806.0 415368 411,793 360,468 320,416 288,374
Reserves and provisions 7,379.4 805,359 678,223 587,336 512,127 430,649
Medium and long term debt (2) 6,260.0 683,186 632,056 659,545 636,528 562,994
Debt in pesetas 5531.6 603,694 532,927 450,717 400,374 369,393
Debt in foreign currencies 728.4 79,492 99,129 208,828 236,154 193,601
Net capital employed (I + 2) 17,4454 1903913 1,722,072 1,607,349 1,469,071 1,282,017
Current liabilities 22244 242,769 226,721 199,038 195,286 204,578
Short term debt 1,890.5 206,32l 187,585 168,171 165,381 180,929
Accruals 3339 36,448 39,136 30,867 29,905 23,649

Unused credit facilities
(In memorandum accounts) 850.2 92,789 97,965 121,300 88,680 53,607

Exchange Rate 31-12-87: 1 § = 109.136 Ptas.
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STATEMENT OF CHANGES IN FINANCIAL POSITION

(After profit distribution, in millions of Ptas., unless otherwise stated)

1987 § en millions 1987 1986 1985 1984 1983

Gross cash flow 2,461.9 268,684 218,416 177,580 149,518 121,026
Reserves 40.7 4,444 2,157 3,369 4,769 4,563
Share capital increases - - 36,047 32,084 22,387 33,644
M & L.T. Debt 1,622.1 177,028 204,803 154,267 151,510 105,714

— Domestic 1,518.4 165,710 (a) 168,827 139,370 97,409 72,151

— Foreign 103.7 11,318 35,976 14,897 54,101 33,563
Total sources and applications

of funds 4,124.7 450,156 461,423 367,300 328,184 264,947
Capital expenditures and

investments 2,609.3 284,773 218,458 195,726 175,549 185,797

— Capital expenditures in

fixed assets 2,384.0 260,183 211,514 188,681 173,642 164,404

— Intangible assets 40.3 4,398 1,866 1,778 1,607 ,658

— Investments in affiliates 135.7 14,808 5,051 48 (3,318) 15,386

— Stocks for fixed assets 49.3 5,384 27 5219 3,618 4,349
Deferred charges (72.9) (7,959) (7,307) (5,882) (9,511) (4,628)
Applications of provisions 611.6 66,752 61,774 55,056 50,770 36,851
Repayment and redemption of

M. & L.T. debt 1,011.0 110,335 205,534 147,587 78,642 51,518

— Domestic 822.4 89,758 67,014 86,900 53,032 41,107

— Foreign 188.6 20,577 138,520 60,687 25,610 10,411
Variation in working capital (34.3) (3,745) (17,036) (25,187) (32,734) (4,591)
Variation in unused credit facilities (50.7) (5,533) (16,976) 29,271 22,839 8,760

Exchange rate 31-12-87: | § = 109.136 ptas.

NOTES

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

TOtal TV AMAtION Tne e e e el s o1 e e (3,745)
Increase in 1987 dividends ............c..cocuuee. 1,005
O [ e e T A P e e e (2,740)

(a) This amount includes time period adjustments for Promissory Notes and Zero
Coupon Bonds, that figure in the audited statement of changes in financial position
as self-financing, in accordance with the following breakdown:

Debenture INEEreSt ..........c.eeeerereuireuerenuerenieerenaresesnenins 632
Promissory NOte interest ..........ccovuiieevereieniiciniineneieneis 3,447
JOT AL e S e e o e 4,079
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Auditing Shareholders” Report

Mr. Fernando Pérez-Olivares Hinojosa and Mr. José Quintana Callejon, designated Auditors of the 1987 accounts by the Annual General Meeting of Shareholders held
on May 22, 1987, have examined the independent auditors’ report issued by the firms Price Waterhouse and Audiberia, S. A. and the report of the Spanish
Statutory Auditors, and propose that the Annual General Meeting approve the Annual Report, Balance Sheet, Statement of Income, Statement of Changes in
Financial Position and Statement of Movement and Direct Applications to Reserves for 1987 of the Compaiiia Telefonica Nacional de Espania, S. A.

And in testimony thereof, we sign this Report in Madrid on the twenty-eighth of April, nineteen ejghty-eight.

\ A0

Fernando Pérez Olivares José Quintana Callejon
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Spanish Statutory Auditors’ Report

Mr. Pedro Rodriguez San Roman and Mr, Enrique Fernéndez Pefia, full members of the Institute of Spanish Statutory Auditors, in compliance with the mandate
received from the Management Committee of the Compaila Telefonica de Espania, S. A. in accordance with article 47 of the Stock Exchange Regulations in force
(Decree 1506/67 of June 30), have examined the Balance Sheet of the Company at December 31, 1986 and the Statement of Income for that year and the
corresponding notes thereto.

In the examination 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 1987, all in accordance with Telefénica.

The said review has given rise to this Report 8/88, which is issued with the remarks and observations given below.

I. General remarks

1.2,
1.3,

The figures contained in the Balance Sheet and Statement of Income audited, come from the general ledger and auxiliary bocks of Telefénica, in
accordance with the general account groupings shown in detail in the annual accounts.
The Comany's Balance Book number 3, legalised on May 30, 1973, under the number 8,756, shows the trial Balances for the year.

The Company's Day Book, number 24, legalised on November 17, 1983 under the number 28,608, shows the summary of the entries made each month, in
accordance with the account groupings mentioned in |.|.

2. Comments on the balance Sheet

2:0%

22

23

24

2.5.

Fixed assets

This item increased by 265,567 million pesetas in |987. This figure includes charges for work carried out on the Comapny's own fixed assets (labour,
materials and other) amounting to 57,571 million pesetas plus interest charged to the works of 8,373 million pesetas. Interest has been calculated at 9 % by
appliying a rate of 0.75 % per month on the balance of the work in progress at the end of the previous month, without including interest already charged.

Fixed assets have been revalued in accordance with the Telefénica Tax Law of [uly 30, 1987 and in application of article 3 of the Law of October 31,
1945, by 133,135 million pesetas, with 47,804 million pesetas credited to Accumulated Depreciation and 85,331 million pesetas charged to the Revaluation
Surplus. This revaluation was applied to the Fixed Asset inventory at December 31, 1986.

Acumufated depreciation and amortisation of assets.

The relevant credit items charged to the 1987 results amount to 161,178 million pesetas (153,501 milion pesetas for depreciation of fixed assets and 7,677
million pesetas for amortisation of intangible assets). The overall percentage of the average value of depreciable plant (without including the revaluation
mentioned above) was 5.8 %.

Net shareholdings in companies.
Investments in the Telefénica group have been valued on the basis of the balance sheets of the companies concerned at December 31, 1986, and
represent a reduction of |,278 milion pesetas, that has been charged to the voluntary Reserves.

Income received as dividends from these shareholdings in 1987 amounted to 393 millon pesetas.

Deferred exchange losses.

The revaluation of foreign currency borrowings at the year end amounted to 28,984 million pesetas. Of this amount 27,237 million pesetas correspond to
deferred realised exchange losses; the remainder is the future potential net loss that the Company must bear in the years to come if current exchange rates
remain constant. These concepts differ on the basis of Telefénica’s particular situation as 2 regulated company, the repercussion of which is
incorporated into its tariff structure.

As in previous years, in [987 the Company absorbed and charged to results all exchange losses attributable to the year in accordance with paragraph 2.2 f
of Note 2 and as specified in Note 6, which amounted to 9,404 million pesetas for the repayment of loans and 890 million pesetas differences relating to
services charged in foreign currencies.

As the risk had been substantially reduced, at the year end the total balance of the exchange loss selfinsurance provision had also been reduced by 20,367
million pesetas and was credited to the revaluation surplus, to which it had been charged in 1982,

Accounts receivable.

The caption "*Subscribers” includes ex-subscribers where debt collection is doubtful, where the total balance amounts to 4,222 million pesetas, pending
revaluation. There are 6,258 million pesetas in the "Provision for bad debt™ account to cover this amount, with the surplus covering other accounts
receivable pending dassification.
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2.6. Share capital.

Telefénica, as authorised by the General Meetings of Shareholders, increased share capital by 3,575 million pesetas of face value, for an effective
amount of 5,41 | million pesetas, to cover bond conversions.

2.7 Statutory reserve,
The balance on this account increased by 600 million pesetas to 8,405 million pesetas at December 31, 1987, due to the distribution of 1986 profits.

2.8 Voluntary reserve and revaluation surplus.

These increased by 84,053 million pesetas as a result of net plant revaluations and by (1,278) millon pesetas due to the valuation placed on shareholdings in
group companies. There was a further 20,367 million pesetas increase due to cancellation of this amount in the exchange loss self-insurance provision set up
in 1982, as this risk has fallen considerably.

The share issue premium was increased by |,836 millon pesetas due to the capital increase caused by conversion of bonds to shares. The Voluntary Reserve
was increased by 40,766 million pesetas, because of the transfer to this reserve of the account previously denominated the technological development
reserve.

2.9 Debentures and bonds.

Debentures amounting to 35,000 million pesetas were issued in 1987. Payment of 28,539 million pesetas was also received in the year for the last issue of
1986, for which the payment period for subscriptions ended on January 10.

2.10. Pensions.

Telefénica employees benefit from a social welfare system with pensions substitutory for and complementary to those provided in Spain by the Social
Security. These pensions are covered by the “Institucion Telefénica de Prevision (ITP)", a mutual pension fund with independent legal status created under
the Law of December 6, 194! and the regulations pertaining thereto of May 26, 1943 on Social Service Mutual Funds.

The drcumstances and explanations relating to this matter are described in Note 16 to the financial statements.

Opinions exist of independent legal counsel which reconfirm T-elefénica’s compliance with all of its contractual obligations to ITP and confirm the non-
existence of any legal responsability for Telefénica other than that stated in Note 16.

3. Comments on the Statement of Income

3.1, Income.
The estimates of income at the end of 1986 and 1987 are correct.

3.2. Costs and expenses.
The costs and expenses attributed by the Company are those accounted for.

As a consequence of the above and on the basis of the verifications made, together with the work and report of the firms Price Waterhouse 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 the Statement of Income of the Compaia Telefénica Nacional de
Esparia, S. A. (Telefénica) and the Notes thereto, attached, present fairly the finandial position of Telefénica at December 31, 1987 and the resuits of its
operations, in accordance with accounting principles generally accepted in Spain, applied on a basis consistent with that of the preceding year, in conformity with the

contracts and agreements in force with the Spanish Authorities and laws specific to the company.
Mr. Enrique Ferndndez Peria

Mr. Pedro Rodriguez San Romdn

It

Madrid, March 22, 1988
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Independent Auditors’ Report

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

We have examined the balance sheet of Compaiila Telefonica Nacional de Espafia, S. A. (Telefénica) at December 3, 1987, the statements of profit
and loss, of movements and direct applications to reserves and of changes in finandial position for the year then ended together with the explanatory notes
thereto, as set out on pages 52 to é7. Our examination was made in accordance with generally accepted auditing standards.

As indicated in Note | to the financil 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 Company and agreement of the Price Control Board. 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 invested 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 16 and |7 to the financial statements include a detailed explanation of the characteristics of the pension scheme by which the employees of
Telefénica are covered through the mutual pension fund *'Institucion Telefénica de Prevision™ (ITP), as well as the current going concern problems,
negotiations held and the Comany's position in respect of these.

There exist opinions of independent legal counsel which reconfirm Telefénica’s complance with al its contractual obligations to ITP, as well as the legal
independence of the latter as regards Telefénica and the nonexistence of any other subsidiary responsabiity for Telefénica than that stated in Note
16.

In our opinion, the financial statements referred to in paragraph | present fairly the financial position of Compariia Telefnica Nacional de Espana, S. A. at
December 31, 1987, and the results of its operations, movements in reserves and changes in financial position for the year then ended, in conformity with
accounting prindples generally accepted in Spain, and as explained in paragraph 2, those required or permitted by the specific regulations governing
Telefénica’s activities, applied on a basis consistent with that of the preceding year. 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 orignally issued in the Spanish Language; the translation into Engsh is solely for the convenience of

international readers.
Yy Whtdoar e
/ -

Price Waterhouse Audiberia, S. A.

Madrid, March 22, 1988
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COMPANIA TELEFONICA NACIONAL DE ESPANA, S. A.
BALANCE SHEETS AT DECEMBER 31,
(before distribution of profits)

(In millions of pesetas)

ASSETS 1987 1986
FIXED ASSETS (Note 3) 1,928,340 [,731,182
Land 38.336 31.387
Buildings and power equipment 85477 187,290
Telephone installations 2,653,012 2,449,411
Other fixed assets 24,039 18,697
2.950.864 2.686.785
Accumulated depreciation 1,234,045 1,097,404
|.716.819 1.589.38!
Fixed assets under construction:
Construction in progress 159,088 92,353
Advances to suppliers 17,079 19.478
Stocks for fixed assets 35,354 29,970
INTANGIBLE ASSETS (Note 4) 718 3,997
Research and development and others 14,760 10,447
Accumulated amortization 14,042 (6450
INVESTMENTS 51,859 38,755
Net shareholdings in companies (Note 5) 27,000 27,553
Loans to Group companies 20,997 7,894
Loans to employees 3,087 2,578
Guarantees and deposits 775 730
DEFERRED CHARGES 10,722 12,424
DEFERRED EXCHANGE LOSSES (Note 6) 18984 48,839
INVENTORIES 4146 5,692
ACCOUNTS RECEIVABLE [ 14,882 100,010
Subsaribers (Note 7) 99,308 85,219
Provision for bad debts (Note 7) (6,258) (5.245)
Miscellaneous recevables 23,873 22,678
Provision for bad debts (204 I (25}
CASH AND BANKS 2,772 2,332
Cash and banks 550 m
Funds in transit and others 2,202 |,610
OTHER CURRENT ASSETS AND PREPAYMENTS 4,259 5,562
Prepayments 4,259 5,562
Total 2,146,682 [,948,793
MEMORANDUM ACCOUNTS (Note 18)
Unused credit facilities 92,789 97,965
Others 26,051 26,994
18,840 124,959

Notes | to 19 form an integral part of these statements.
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COMPANIA TELEFONICA NACIONAL DE ESPANA, S.A.
BALANCE SHEETS AT DECEMBER 31,

(before distribution of profits)
(In millions of pesetas)

LIABILITIES

SHAREHOLDERS' EQUITY
Share capital (Note 8)

Reserves: (Note 9)
Statutory reserve
Revaluation surplus and other voluntary reserves
Technological development reserve
Unapropriated profit

DEFERRED INCOME
Non-reimbursable contributions for rignts of use and others

PROVISIONS (Note 10)

Risk and exchange loss self-insurance
Other provisions

LONG TERM DEBT

Debentures and bonds (Note 11)

Loans and credit facilities (Note 12)

Loans from the Institucion Telefonica de Prevision (ITP)
Notes payable to suppliers

Collective insurance for employees (Note 17)

SHORT TERM DEBT

Loans and credit facilities (Note 12)
Suppliers

Notes payable to suppliers

Taxes payable (Note 13)

Social Security payable

Other creditors (Note 14)
Dividend payable

ACCRUALS (Note 15)
Accrued expenses and deferred income

NET INCOME
Net income for the year

Total

MEMORANDUM ACCOUNTS (Note 18)

Unused credit fadilities
Other

Notes | to |9 form an integral part of these statements.

1987 1986
1,130,558 1,015,5%
415,368 411,73
8.405 7,805
706,697 559,675
0 36,249
88 74
715,190 603,803
2,339 2412
2339 2412
80,226 71,39
61,397 50,876
18,829 20518
683,186 632,056
331,651 320,808
27239 238554
50,744 48516
4,304 5719
24088 18,459
160,678 142,947
41,543 367
43,005 20717
1,966 2,948
37,770 36,54
5,168 4,640
25,080 24432
6,126 4
36,448 39,13
36,448 39,136
53,247 45,252
53,047 45,050
L4688 — 104875
92,789 97,965
26051 26994
118,840 124,959
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COMPANIA TELEFONICA NACIONAL DE ESPANA, S.A.
STATEMENTS OF INCOME FOR THE YEARS ENDED

DECEMBER 31
(In millions of pesetas)

INCOME

Revenue from services
Connection fees and other

COSTS AND EXPENSES

Salariers and related costs
Subcontractors, supplies and services
Taxes
Provision for doubtful accounts (subscribers)
Provision for contingencies
Other charges
Exchange losses (Note 6)
Financial expenses
Sundry expenses
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

PROFIT BEFORE OTHER INCOME
OTHER INCOME
Financial

Other
INCOME BEFORE STATE LEVY
STATE LEVY

NET INCOME (before distribution)

Notes | to 19 form an integral part of these statements.

STATEMENT OF MOVEMENTS AND DIRECT APPLICATIONS TO RESERVES
FOR THE YEAR ENDED DECEMBER 31, 1986

(In millions of pesetas)

Statutory reserve
Revaluation reserve

Revaluation of fixed assets

lssuance of share capital

Allocations to extraordinary provisions
Revaluation of investments

Other

Other voluntary reserves

Share premium
Voluntary reserve

Technological development reserve (Notes 2.1 b and 9)
Unappropriated profit
Total

Notes | to I9 form an integral part of these statemehts.
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1987 1986
540,727 468,011

520,405 449,798

2030 18213
476,175 409,342

192,687 176,095

47,082 39,930

382 34

3,500 3,624

26,702 15,180

10,499 5,106

10,294 11,050

84,094 77.781

2,437 2,140

153,501 131,987

7,677 2910

3,264 3307

(57.571) (53512)

(8.373) (6,580)
64,552 58,669
19,770 13,439

7.598 5228

12,172 8.2l
84,322 72,108
(31,075) (26,856)
53,247 45,252
December 3, Movements during (987 December 31,
of 1986 Allocation Application Transfers of 1987
7,805 600 = = 8,405
549,360 84,053 = 20,367 653.780
659,872 85,331 = = 745,203
(74,486) - = = (74,486)
(39,19) - = 20,367 (18,829)
5,735 (1,278) - L 4,457
(2,565) = = = (2.565)
10315 1,836 = 40,766 52917
9,481 1,836 = — 11,317
834 = = 40,766 41,600
36,249 13,081 (8,564) (40.766) =
74 88 {74) = 88
603,803 99,658 (8.638) 20,367 715,190




COMPANIA TELEFONICA NACIONAL DE ESPANA, S. A.

STATEMENTS OF CHANGES IN FINANCIAL POSITION FOR THE YEARS

ENDED DECEMBER 3|
(Before distribution of profits) (*)
(In millions of pesetas)

SOURCES

Net income for the year

Depreciation and amortization

Net movements in reserves and deferred income
Seff-insurance, exchange differences and other

Funds provided by operations

Issuance of share capital

Investments in affiliates

Debentures issued

Foreign currency loans

Other loans, credit facilities and notes payable

TOTAL SOURCES

APPLICATIONS

Dividends
Additions to fixed assets
Other additions:
Advances to suppliers of fixed assets
Intangible assets
Investments in affiliates
Stocks for fixed assets
Deferred charges

Debentures redeemed
Repayment of foreign currency loans
Repayment of other loans, credit facilities and notes payable

TOTAL APPLICATIONS

NET VARIATION

COMPRISING:

Inventories
Accounts receivable
Cash and banks
Prepayments

Short term liabilities
Accruals

Dividend accounts

TOTAL

1987 1986

53247 45,25

164,442 138,204

4444 2,157

43,404 3081

265,537 218,694

— 36,047

5,168 2,986

63,394 51,704

10,795 35,976

98,760 112,006

443,654 457413

44,638 38,649

262,58 205,59

28,839 18,685
2.3%) 597
4,39 1,866
19,976 8,037
5,384 7
|,480 2833

43,988 39,849

13377 138,520

52,970 27,165

446394 468,460

0.740) (11.047)

(1,546) 1,994

14872 13,567

440 (5,449)

(1,424) i76

(11,684) @013)

2,688 (7.432)

(6.086) 8310

2,740 (11,047)

(*) These statements have been prepared in accordance with the dassification of short and long term debts as described in (Note 2.2 j)

Notes | to 19 form an integral part of these statements.

55



COMPANIA TELEFONICA NACIONAL DE ESPANA, S. A.
PROPOSAL FOR DISTRIBUTION
OF THE NET INCOME FOR THE YEAR 1987

Unappropriated profit brought forward from PrevioUS YEar .......... uuesiesessssssismusismsentissessisssssssnssnmsisssmasssssss s s s s
INEE INCOME O th. YEAI ... issiseseeeestesieriass 14481454858 AR AR R SRR SRR

TOtal QVAHRLIE fOr GISTIDULION «.vxvvveeseeusenserssen sesssensrasesssessesssesnsserssesesssssnssnssmsssssens e sssssnesaesassssaE s dnasssensss snsRsaEsse bR SRRR SRR SE SIS R 04 RS S P00 HSERERRRRR SR RIS URASH

PROPOSED DISTRIBUTION
5 % Interim dividend on shares No | to 823,585,478 payable as from January 8, 1988 .........ccccouermirimmimrimrissismmsminmimiainisssssismismssismesmnasesssssesssnnienes
5% Interim dividend on shares No 823,585,479 to 823,947,787, rights to dividend as from January 10, 1987, payable as

from Janary 8, 1988 <. s riomststiassiavhs s SRR
5% Interim dividend on shares No. 823,947,788 to 823,531,329, rights to dividend as from January |5, 1987, payable as

FTOM JGNUAEY 8, 1988 1..vvvveeeeoveveressssesssssase s as e 488888448 BB
5 % Interim dividend on shares No. 829,531,330 to 830,735,713, rights to dividend as from July 5, 1987, payable as

FTOM JANUANY B, 1988 ..vvvvescseeveresveeresssessassoss s esss e sssesssssee 145818 b1 AL AR AR
6 % Final dividend on shares No | to 823,585,478, pending approval ............
6 % Final dividend on shares No. 823,585,479 to 823,947,787, rights to dividend as from January 10, 1987,

DENGING ADPTOVE w.vvvveersesessessssses s 1828848 A 88803838 AR
6 % Final dividend on shares No. 823,947,788 to 829,531,329, rights to dividend as from January 15, 1987,

PENAING BPPTOVE w.vvvveeeeeeiaseesses i858 41 BR300
6 % Final dividend on shares No. 829,531,330 to 830,735,713, rights to dividend as from July [5, 1987,

pending approval

T VIS a1 e et ees sy sav T v e
To statutory reserve
Unappropriated Profit CArTied fOMWAIG .........ccc.cuiereeresuussssssesssssss s sss et st R8RSR B

TOtA] PrOPOSEA GISLFIDULION w.v...vvvvveeessssvevress s sesse s bR 3R R0

Millions of
pesetas
88

53,247

53,335
20,59
9

134

14
24,707

NOTES TO THE FINANCIAL STATEMENTS AT DECEMBER 31, 1987 AND 1986

NOTE | - ACTIVITY AND CONTRACT WITH THE STATE

|| Conditions of the State Contract

The Law of December 31, 1945 authorized the Government to execute a contract with the Comparia Telefdnica Nacional de Espana, S. A.

(Telefénica) The contract regulating the conditions of the concession was approved by Decree of October 31, 1946. For this reason Telefénica 5

a limited company regulated by the specific rules of this contract.

Condition 2 of the State Contract, the Decree of December 21, 1970 and the Ministry Order of October 26, 1978 define the telephone and other

telecommunications services that the Company operates as a monopoly.

|2 Fiscal status

The fiscal status of Telefénica i estabiished in Condition 7 of the State Contract by which the State particpates in the Company’s income and,

consequently, has the right to receive annually a Levy of 15 % of the Company's net profit which, under no circumstances, will be fess than 6 % of the
Comany's gross revenue from services. For the purposes of calculating the State Levy, revaluations which give rise to an increase in assets value, are excluded

from the basis for such calcuation.

The amounts to be received by the State under the terms of Condition 7 are considered for all legal purposes as tax. For this reason, and by virtue of the

national scope of the Company's services, it is exempt from all other taxes or contributions, excise taxes or duties of any kind.

|3 Regulation of tariffs

According to the State Contract, tariffs will be reviewed at Telefénica’s, request when, for two consecutive years, they do not give a sufficiently high
yield to cover al operating expenses including depredition of Company installations and properties, to accumuate and maintain the statutory reserve referred
to in Condition 7 of the State Contract or any required by law and obtain an amount of net income in each fiscal year of not fess than 5 % of the paid-in

share capital plus reserves as defined in the State Contract.

1.4 New legal and fiscal regimes

The Telecommunications Law, dated December 18, 1967, stipulates that Telefénica will continue to provide the basic communication services (final and
transmission) on & monapoly basis during an initial concession of 30 years. A new contract with the State will be signed before the end of fiscal year 1968, the

actual contract continuing in force until such time.
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On July 30, 1967 the Telefénica taxation Law was enacted, abolishing, as from January 1, 1988, the spedial regime estabiished under the State Contract
and subject the Company as from that date to the general Spanish taxation law as imposed by the central Government. The law also provides that
Telefonica wil be subject to certain specific local property taxes (*Contribucion Territorial Ristica y Urbana") substituting &l other local taxes by 2
yearly cash compensation equivalent to two per cent of gross revenues from invoicing.

NOTE 2 - BASES OF PRESENTATION AND SIGNIFICANT ACCOUNTING PRINCIPLES

2.1

22

Bases of presentation

a) The financial statements have been prepared on the basis of the accounting records of Telefénica for each year, prior to the distribution of profits.
The distribution of 1987 profits is therefore subject to approval by the Sharehoiders’ at the Annual General Meeting.

b) In order to present a statement of profit and foss that reflects service operation as closely as possible, certain items of income and expense, such as those
resulting from plent dismanting and property and investment revaluations, are applied directly to the Company's reserves; consequently, they do not form
part of net income. These items and their significance are presented in the Statement of Movements and Direct Applications to Reserves.

¢) All amounts shown in the Notes to the financial statements are expressed in miflions of pesetas.

Significant accounting principles

3) Accounting standards

The accounting standards utifized in drawing up the finandial statements are in accordance with generally accepted accounting principles in Spain, together
with others required or allowed under the current State Contract for Telefénica as a regulated enterprise, especially those referring to the
revaluation of fixed assets and investment, treatment of exchange differences, the self-insurance fund and plant dismantiing.

b) fixed assets and method of depreciation
Telefonica, in accordance with Article 3 of the Law of December 31, 1945 and with the approval of the Finance Ministry, can revalve its assets to
current values. Consequently, and as explained in Note 3, property, plant and equipment are valued at replacement cost. The net revaluation 5s accounted
for by crediting the revaluation surplus. Property additions are accounted for at cost including installation cost, direct labour and materials used, together
with an allocable share of overheads and interest accrued up to the time when the assets are placed in service.

The annuel depreciation charge is calculated using the straight-fine method based on the useful lives of the assets.

At the time equipment is retired from service the gross book value is removed from plant and equipment and from accumulated depreciation on the
assumption that dismantled equipment is the oldest and is therefore fully depreciated. The net recovered value of dismantled plant and equipment is
charged to the corresponding stock for fixed assets account and credited to the technological development reserve.

Fixed asset maintenance and repair costs not representing an increase of value or improvement are expensed when incurred.

¢) Intangible assets and amortization intangible assets comprise the costs of rights to the use of equipment and installation owned by others as a consequence
of official concessions or irrevocable rights of use. These assets are amortised on a straight-ine basis over 25 years, this being the estimated recovery
period.
In 1987 the balance of costs incurred in developing new product fines has been fully amortized (until 1986, 5 years).

d) Investments - net shareholdings in companies
The financial statements do not present the consolidated financial position of Telefénica and its majority-owned subsidiaries. Consofidation exercises
have been carried out, the results of which show no significant impact on the Company’s financial statements.

The carrying values of shareholdings in subsidlary and assotiated companies are adjusted against the related revaluation reserve, on the basis of the
proportional 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 General Meetings. Dividends are recorded as revenue when received, and capital gains obtained from sales of investment are recorded as
income when received.

e) Deferred charges

Debenture issue expenses are amortised based on the respective capitals outstanding at each year end, whereas issuance expenses of bonds converted to
share capital and expenses related to the issuance of share capital are amortised on a straight lne basis over five years from the date of each share capital
increase.

f) Valuation of foreign currency accounts

Foreign currency accounts are transiated to pesetas at the end of the year at the offical exchange rate quoted by the Bank of Spain. Unrealized exchange
gains or losses are recorded in the deferred exchange losses account and are charged to expenses each year, as realised, in accordance with the
repayment of the foreign currency debt to which they relate. When early repayment occurs, given the nature and characteristics of Telefénica as a
regulated price and services company and the taniff review mechanisms described in Note 1.3, the realized exchange losses are charged to expenses in
accordance with the initial maturity schedule. The fixing of tariffs each year takes into consideration the recovery of these deferred expenses.
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g) Inventories and stocks for fixed assets

Inventories and stocks are generally valued at their weighted average cost. Provisions are made each year to reduce the value of these assets for technical
obsolescence. Stocks for fixed assets include subscribers sets which, in accordzance with the Ministry Order dated December 2, 1967, are liberalized and

available for sale.

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 recorded to defer prepayments with
respect to services invoiced bimonthly in advance and to accrue for unbilled services.

i) Retirement pensions and endowment insurance
Retirement pensions of Telefénica's employees are covered by the institucion Teléfonica de Prevision (ITF), whose relationship with the Company is
described in Note [6.
Endowment insurance (Note 17) is accrued against income by applying the actuarially calculated coefficients to the base-salaries paid; these coefficients
include current and past service costs.

J) Short and long-term debts
For the purposes of the balance sheet, debts are classified according to their maturity dates, from the time they are contracted and up to settlement, a5
follows:

Short-term - Maturity up to 18 months
Long-term - Maturity over 8 months

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

NOTE 3 - FIXED ASSETS

3.1 The composition by type of fixed asset and accumulated depreciation, incorporating their corresponding revaluations, i as follows:

1987 1986 Years of useful life

Land 38336 31,387

Buildings 176,406 : 134546 40
Accumulated depreciation (52,678) (38.748)

Power equipment 59,071 52,744 19-2]
Accumulated deprediation (31,388) (27.09)

Exchange equipment 930,481 845,800 224
Accumulated depreciation (387,925) (334,967)

Transmission equipment 301,922 275,406 5-18
Accumulated deprediation (167,495) (148,265)

Local and trunk networks [,275,208 1,009,434 20-24
Accumulated depreciation (521,915) (392,622)

Subscriber sets and other related installations 145,401 318,771 6-10
Acumulated deprediation (61,99) (146,671)

Furniture, office and other equipment 24,039 18,697 8-12
Accumulated depreciation (10,648) {9.032)

Fixed assets in service 2,950,864 2,686,785
Accumulated depreciation (1,234.045) (1,097.404)

Net book amount 1,716,819 1,589,381

Construction in progress 159,088 92,353

Advances to suppliers of fixed assets 17,079 19,478

Stocks for fixed assets 35,354 29970

Total net book amount 928340 [,731,182

3.2 Annual variations were as follows:
1987 1986

Revaluations for the year:

— Gross book value 133,135 109,439

— Accumulated depreciation 47,804 43,960

Additions for the year 265,567 211,542

Dismantled plant (Note 2.2 b} 64,663 61,150

Depreciation charge for the year 153,501 131,987

58% 56%

Average rate of depreciation applied

Stocks for fixed assets:
Reserve for obsolescence 6,295 4,542
Provision for obsolescence 6,920 2,180

58



33

34

35
36

347

38

39

As at December 31, 1987, of the total balance of “Subscriber sets and other related installations”, sets amounting to Ptas. 19.836 milion (Ptas. 12,496 milion
net of accumulated depreciation) are subject to fiberalization in accordance with the Ministry Order dated December 2, 1967. in 1987 fixed assets relating to
subscriber related installations amounting to Ptas. 162,063 milion have been transferred to the dlassification "Local and trunk networks™,

Service and operating conditions 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 1968 amounts to Ptas. 335,000 milion, of which Ptas. 330,000 miffon is to be invested in fixed assets and the remainder largely in
companies. The continuous and long-term nature of Telefénica’s investments means that a part of this budget is related to the completion of projects
initiated in previous years.

According to the State Contract, Telefénica’s fixed assets used to provide telephone services cannot be mortgaged.

At December 31, 1987, assets amounting to Ptas. 286,952 milion are subject to legal regulations (mainly inspection by the relevant authorities) derived from
Decree Law 191961 and Law 61/1976, which regulate the benefits obtained for the reduction of withholding tax on interest on loans and borrowings
indicated in Notes !/ and /2.

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

Revaluations made to date, in accordance with the criteria of the Concession Agreement mentioned in Note 2.2 b) have resulted in the following movements:
Accumulated Revaluation
Year Fixed assets depreciation reserve
From 1946 to (982 811,174 457,957 353,217
1983 134,420 54,076 80,344
1984 143,342 57,784 85,558
1985 123,808 48,534 75274
1986 109,439 43,960 65,479
1987 133,135 47,804 85,33
Total 1,455,318 710,115 745,203

The 1987 revaluation has been made in accordance with the stipulations of the Telefénica taxation law dated July 30, 1987 and by applying Article 3 of
the law of December 31, 1945, Consequently, fixed assets are valued at replacement cost up to December 31, 1987.

The useful fives of the different elements of Telefénica’s fixed assets are calculated based on technical studies casrried out by the Company, periodically
revised on the basis of technological development and the dismantling program. These useful fives are as described in 3.1 above.

NOTE 4 - INTANGIBLE ASSETS

As indicated in (Note 2.2 ¢), the effect of the change in the basis of amortization of costs incurred in developing new product fines amounts to Ptas. 2,140 milfion.

NOTE 5 - INVESTMENTS

5.1

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

1987 1986
GIOUD COMPANIES ot teis b e e e T e Nt e 23,63 23,284
T L1 S L O TR D 0 D0 OO B TR OO 3371 4,269
G e o 0 e U O O D O T D O 27,000 27,553

Other investments consists of the Comany's participation in telecommunication satelites (Intekat, Eutelsat and inmarsat).
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5.2 The information presented in the following table under the titles “Fquity value at December 31, 1967"" and “Income before tax™" have been prepared on the
basis of Group Companies financial statements at December 31, 1987. The equity value calculation takes into account audit adjustments required to present
the best estimate of the share of net worth at the end of 1987. The accounting principles are described in Note 2.2 d).

Share Telefonica Telefénica
Company name capital holding % book value
Sistemas e Instalaciones de Telecomunicacion (SINTEL) . . ... vvveniiiiei e 1,100 100 2,935
Telefonfaly/inanzas; S A (TELRISA) .o ol s s staiste st 7o ot s A g 500 100 2,09
Comercial de Servicios Electronicos, S. A {COSESA). ..« vvvvemienemensoncusaronsss 700 99.14 [,246
BN S A o o Al b s e W e AT A G A e S A e o 650 100 1,179
Compariia Espariola de Tecnologla (COMET) . ... vuvvveininenennenveniineeniennens 1.000 100 825
Compaiia Publicitaria de Exclusivas Telefonicas (CETESA). . ..ovvviveeiniininienninn, 434 97.33 6%
Hispano; Radio Marttima;; S /AL o sl sieisters e A R B s e S R e e e et e ieis 500 100 692
Telecomunicaciones:Maninas, s AL (TEMASAY . o s visieis iereis siios din/siach sombersios oisisistoloisoits 600 100 550
Telefonica Internacional de Espafia, S. A. . ..o vveueie et 200 100 200
Cabinas Telefonicast(CABITEL,S: A skt sk i o A s B Gt s S 200 100 200
Seguros de Vida y Pensiones (ANTARES, S AL) . vvvvveeiuininiiiaineaeeeaenannns 320 100 160
Control Electronico Integrado . . . . ..o evueteetieiiteetetiiete e 320 81.25 156
TelefOnica: Investigacion |y Desamoll0 = < s x /st wrers vrain aane et ita asdior roistafossis e s s la siat s ot ot 50 100 50
Teleinformatica y Comunicaciones (TELYCO). ... vuevveuneeeneeeennnnneeernunnenenn 50 100 25
R R e e Mo DG 0 RS SR S S SR A R S S e 330 100 14
TelefOnica NPt FAMETICRIING i e rets s et s o el s e e e oot et I 100 |
Tt SUDSKHATIES, 1ot svcnin s totosgons o fleimsaibisisiasalosainseie i s oA AT TSt afere Al 11,028
AlcatelStandard: EICrICa; s SiUAN e zisisie matable e Tl < o s T e oo et 25,975 20.99 3.29()
RS oDy S A e e e e S S T el S B A e R e e e ey 6,000 40 2,700
T elettra ESpaNON] ST/A v oot e et b b e o e B et o s Lo 2,800 51 2,040
Gableside comunicaciones, SA: (CESAY v eesbis s st A o el e A e oo A 1018 782 49 1,211
I G e e s e e B e 1 S A e T oo ot 600 30 150
T Otal25S00aYeS sl e s i e TS S e S T e e e AT oL T 9330
L B Lo o B S o s e O 00 000 OO I S DA OO BO I 8,48l 20 1.6%
R A O 0 0B B0 e B0 T D 0 SO0 A0 LA RO OO R Ea 0 0H 0008 2,400 12.45 850
L e e e e B o B S R A e B RO B O S D B e 7,968 3.429 436
O R e A o O Ao O A B ORI Lt 219
L B 1 R e e R A e B RB000 3,261
PTOBABTOUDE e s a8 T B S Y S R A S S S SR AN 23619

(") Alcatel reestructuring costa recognised in Telefénica financial statements in 1986, have been charged Alcatel's profit and loss account in 1987.
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1987 income

Equity value before tax
at December 31 profit
1987 (loss) ACTIVITY
3,142 543 Telecommunication cable and line laying and equipment installation.
2218 19 Investment management.
1,001 {251 Marketing of electronic equipment and services for telecommunications.
[,482 337 Development and implementation of projects in data processing.
808 (17) Promotion and investment in new companies.
745 51 Promotion of advertising services for directories, telephone booths and others.
718 2 Marketing and maintenance of electronic marine communication equipment and navigation aids.
558 (18) Surveying, laying and repairing submaribe cables.
356 196 Export of telecommunication equipment and resources.
356 196 Collection, cleaning and maintenance of public telephones.
160 - Life insurance and pension funds.
163 6 Security systems engineering.
50 - Research and development.
2/8 233 Promotion and marketing of telephone and telematic equipment.
I (44) Real estate activities.
I - Finandal mediation.
12,037
3330 {7.569) Manufacture of telephone and telegraph transmission and exchange systems.
3.0% 202 Data transmission and data processing equipment.
2,531 590 Development, manufacture and installation of electronic telecommunication equipment, especially in
transmission and rado.
793 1,832 Installation and sale of cables for telecommunications and electrical applications.
228 202 Manufacture of portable and mobile communication equipment.
10,972
[,69 - Design, manufacture, assembling and marketing of high technology integrated circuits.
966 2716 Development, manufacture and repair of telephone and telematic terminals. Manufacture of components (hybrid and flexible circuits).
436 — Manufacture and marketing of integrated dircuits.
279 —
3377
26,386
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53 In 1967 Telefénica sold its interest in Graficas Burgos, Electronica Aragonesa, Telefdnica Sistemas, Telefoniz y Datos, Electronica Bisica, Servidos integrales
de Proteccion Civil e Industrias de Telecomunicacion. The profit on sale of Ptas. 3,813 milion is incuded in "Other income - Other".

5.4 The most relevant operations recorded during the year between Telefénica and Group Companies were as follows:

Dividends received Purchabs; :I eg:: ;!‘ss:lnid‘:rvices
1987 1986 1987 1986
SUBSIGIAIES . + .+ v e v e e et e e e e 9 140 28,992 28,525
R ] o A S O R S O R A A T ) 302 178 90,489 78811
O i e R R R B T S R e e e e e 393 318 119,481 107,336

Balances of suppliers and notes payable to suppliers include Ptas. 15,533 million corresponding to intercompany transactions.
(1986, Ptas. 15,665 milion).

NOTE 6 - DEFERRED EXCHANGE LOSSES

The accounting principles applicable are described in Note 2.2 ).

The components of the balance and amortization schedule are as follows:
(Maurities)

Balance Balance
1988 1989 1990  Subsequent 3I1-12-87  31-12-86

Unrealised exchange losses (subject to exchange rate fluctuation).................
— Dieferred Unreallzea I0SSes e e oia e aias il ey e e e e o ey 2,546 1,850 235 6,0% 10721 20,642
— Deferred Unreaized ainS . . o v.v.v.vievvovieie ainionis vinammsiss beiss svisieisiss)s — - - (8.974) (8.974) (2.232)
2.546 1.850 235 {2.884) .74 18.410
Deferred realized exchange losses (corresponding to early repayment of loans). ... ... ... 8,271 6,282 5,359 7,325 27,837 30,429
51 S 2 e DR G R e G D S A AT 10,817 8,132 5.5% 4441 28,984 48,839
Details of the charge to expenses for the year are as follows: 1987 1986
Repayment of loans and other debts. .......oovuiiiiiniiniiiii i, 9404 10,140
Services charges in foreign currency and other ... .......ooovvvinniiiiiiiinnn. 890 910
e e B e D G o DO O O T R G 6 ek LA 10,294 11,050
NOTE 7 - SUBSCRIBERS
The balances at December 31, comprise the following:
1987 1986
Subscribers services billed:
S R o R R R O B S O DG 5,106 6,778
T 2 e £ S A AR B A P S o P R e A S AT 2,033 16,749
o s D G G R D O O O RGOS 4222 4,252
Uncollectible and pending dassification . . . .....vovvvvvivnieiiviiiiiiennns 504 21
31.865 27.980
e L T e e e SO A A D R DD DB 67,443 571,239
99,308 85,219
P OVISION O el QB SR 7etete s o1 a1s1e e sTo o eGSR T R aTs Fo e e e (6,258) (5,245)

O s et el S STl U L s e L T O oSN S T TRy e 93,050 79,974

During 1987, cancelation of bad debts amounted to Ptas. 2,468 mifion (1986, 2,206 million).
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NOTE 8 - SHARE CAPITAL

All of the outstanding shares of the Company at December 31, 1987 have been fully subscribed and paid-in, and are bearer shares of Ptas. 500 par value each.
Telefénica shares are fisted on the four Spanish Stock Exchanges, as well as the Stock Exchanges of Frankfurt, London, Paris and Tokyo and, since june 1967,

also on the New York Stock Exhange.

At December 31, 1986, the State has an approximate 30,4 % direct shareholding, together with a further interest estimated at 2,4 % through official institutions; the
total number of sharehoiders is estimated to be approximately 700,000. Under Spanish legisiation, total foreign shareholdings cannot exceed 25 % of the share capitel.

The table below reflects the movements of share capital:

Numer of Par Price as a percentage

shares value of par value Paid-in
Ralance Decernbend | 1986 et ot e ey et st 823,585,478 411,793
s [SETA o G o i A e aa A s 362,309 18 154.993 % 28l
fssue ol AUy A B e o o e e e o e el ot 5,583,542 2792 148.115 % 4,135
VAT BT oo gommonenimmo g0 0086000950000005508 1,204,384 602 165.225 % 995
Balance Decemberal il 987t s et et el ety o e R 830,735,713 415,368
SRR BGIE qancote 00000 0 8 Haea00a0IRaaOaa T 30,514,914 15,257 129.666 % 19,784
Issue of January, 1988° ........ooiviiiiiiiiiiiiiiiii 628,543 314 144.921 % 455

* Share capital issued in connection with conversion of convertible bonds.

NOTE 9 - RESERVES

The reserves of Telefénica are regulated by the State Contract (Condition 24), under which the Company may make free use of the statutory reserve,

whenever operating or financial requirements make this necessary. Said Condition 24 prohibits transferring amounts to the statutory reserve from other reserves.
The availability of the technological development, revaluation and other voluntary reserves is not regulated by spedific legisiation for the Company, and

Telefénica may utiize them on the same basis as the statutory reserve. At December 31, 1987 the Reserve for Technological Innovation has been reciassified as

Voluntary Reserves.

NOTE 10 - PROVISIONS

The composition of the provisions is as foliows:

1987 1986

EXCHANGE 105SBS . . . .o ve e vuneuue et et hees s et e e e e e s e [,230 21,598
BT T o s e LT R AL S B S S T A 3 DT S SN SO GO0 DI L0 D SRR 4,500 9428
()11 o B30 0 0 A O DG O R T D GBI B D RO DO G800 60 IRIU AN O0TD 55,667 19,850
61,397 50,876

Possible contributions to the employee benefit systems (Note 16.3).......oooeiieeiiieiiiiiiiiiiiiiiinnnn, 18,829 18,829
(011 = 1m0 2 A G IO T B SN O 7 T o8 oy eyl vt e ettt - 1,689
18,829 20518

1o e e A S T s A P S R0 DD G A AT B I R O O O A oD 0D 80,226 71,3%

Due to the decrease of the exchange risks, the provision for exchange losses created in 1982, amounting to Ptas. 20,367 milfon, has been reverted to the

Revaluation Reserve. Ako Ptas. 7,425 milfon from the seif-insurance provision and the balance of Others have been transferred to the Provision for contingencies.
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NOTE |1 - DEBENTURES AND BONDS

1.l Composition and movements:

Revaluations
Balance New and other Balance
31-12-86 issues Repayments movements 31-12:87
Debentures and bonds:
NN ORI e e s ot etats A s e st 265,729 35,000 (34.999) 711 266,49
Convertible and/or exchangeable . . .............. 59,601 - (8,104) — 51,497
Debentures and bonds in foreign currency .. ........ 24017 — (10,640) 286 13,663
349,347 35,000 (53,693) 997 331,651
Bonds pending subscription . . . ... v vt veiiiiiann (28,539) -
320,808 331,651
112 Redemption:
Maturities
Total
1988 1989 1990 Subsequent 31-12-87
.11 3 —— 36,767 75235 74,000 145,649 331,651
I1.3  Additional information:
1987 1986
R @St X DRI 7110 e 1 e e e PR A e T Lo PO EAT s A A oo et s era 39,4% 39,078
Accruediinterest at DECBMDEN 3] it sisisivisisrsinisiasiemmisisin e e s s el itle el Siaiaraissetas s e ieios s ahesmios s ieions 13,347 12,742
Issues subject to fiscal benefits:
B e T L B S O R 5 B Ry e O A0 X O H X O O A 0 103,970 136,163
B R ST S om0 O O S P DS L S 0 6 A0 0 00 S0 D00 SO ST 0D 12,979 2,712

|14 Foregn currency debentures amount to Deutsche Marks 200 milion. in 1967 the US doliars 50 milfon issue, which had its contractual maturity date on January
1991, was preamortized.

Outstanding debentures are valued at the official dlosing exchange rate of each currency at year end. The exchange differences charged in 1967 to the
unrealised exchange losses account amounted to Ptas. 286 milfon (1966-1,718 milfon).

115 /n fanuary 1988, debentures and bonds convertible in deventures, amounting to Ptas. 30,000 mition and Ptas. 1,200 millon, respectively, were issued. Their
subscription period ended on fanuary 26, 1988, the issue being totally subscribed.

11,6 Conversion and exchange options of convertible bonds were exercised in january, 1986 in the amount of Ptas. 22,753 mifon, of which Ptas.. 3,806 millon

correspond to the December 1984 issue, and Ptas. 19,778 mition to the December 1986 issue, leaving Ptas. 16,749 millon and Ptas. 10,222 milfon of the
respective issues outstanding.

NOTE 12 - LOANS AND CREDIT FACILITIES

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

1987 1986
Long term Short terms Total Long term Short term Total
Loans in foreign currendies . . .......ocvvvenieniinnns 62,226 — 62,226 71,023 - 71,013
Loans and credit faclities . . . . ... .oveieiiiiiiiiiiiis 186,415 13,417 199,832 134,114 5276 139,39
(O TP S A s B A A B 0 b B A e 5584 — 5,584 4,651 — 4,651
Commerdial paper (face value) . . .....c.ovvvvvvenenn.. 23,325 28972 52,297 37,364 40299 71,663
277,550 42,389 319,939 247,152 45,575 292,727
Less:
Deferred interest on commerdial paper. . .. ....oovvu.. (5,151 (846) (5997) (8,598) (1,948) (10,546)
AT O T —— 272,39 41,543 313,942 238,554 43627 282,181




122 The maturities are as follows:

Maturities
Balances
1988 1989 1990 Subsequent 31-12-:87
Loans in foreign Currencies . . . ......ooveeereennuennns 6,968 6,935 608 41,715 62,226
Loans and credit faciities . . .. ......ovveiiitiiia 55,511 25,453 23,860 95,008 199,832
OerIloans imaisulannii o Rt st et - - - 5,584 5,584
COMMETCRT PADEE i te sl foissors sretasorass e s 29,053 23,244 - - 52,297
TOMRl i  oo R BEA onk 91,532 55,632 24,468 148,307 319,939
Telefonica made early repayments of foreign currency loans in 1987 amounting to Ptas. 5,768 mifion.
123 Additional information:
Financial charges Interest accrual (Deferral) Interest rates
1987 1986 1987 1986 1987 1986
Loans in foreign currency . ......oovvveeiinniiian.. 5064 8,976 1,187 1,157 550 -1250%  525-13%
Loans and credit facilities . . .....oooovnuiiiiiiiiiinn. 20,609 12,405 2,838 3,010 11.125:17 % 10 -17%
Commercial paper: 6,898 5970 — — 10.50 -17 % 8.80-17 %
S S b D D S A R e S (5.151) (8.598)
SROTE eI otets teteleele e el o el oot ot ietons (846) (1,948)
124 The loans and credit fadilities accounts reflect only the drawn-down part of the facilities obtained. Unused facilities are included in the memorandum accounts
(see Note ).
12.5 At December 31, 1987, of the total foreign currency loans, Ptas. 58,810 milion are covered by the fiscal benefits of Decree Law 19/196/ and Law 61/1976.
12,6  in accordance with the accounting criteria mentioned in Note 2.2 f), the amount of exchange differences arising from these loans in 1967 resuited in a credit to
the account of unrealized exchange losses of Ptas. 6,216 millon (in 1986 there was a credit of Pias. 8,853 miion).
12.7  The composition of foreign currency debt is shown below:
Millions
1987 1986
B B S oaatt Ao T GO oD Ao SR oA OB S A oA BB R 0 3250 2957
Detitschie Marks M) oo s e e e e R T s A S e oo e s i el 50.0 500
T L 2 ) e oA S B o DI T e G S A S S AR AR 150.0 2150
S T (Y s om0 oo G O SO D00 6 T i (G R DI 5 IO |.7 12.0
Dt Flomins | (D) e st it et e oo e St e s S A AR Ear N A e 300 400
YIS, e ot g e e RS A A R e A SN o e e 10,000.0 10.000.0
12.8 Loans denominated in foreign currendies include:
— A muitiple financing operation amounting to US dollars 250 mifion represented as at December 31, 1987 by euro commerdial paper amounting to US doflars
220 miion with maturities of less than six months and by a subsidiary credit fine amounting to US dofiars 30 miffon. When they become due, the Company may opt to:
a) issue new euro commerdial paper
b)use the credit facility stipulated in the contract for the amounts due
¢) repay the notes without using such credit facity.
— A loan agreement with the subsidiary Telefonica North America, Inc, up to a imit of US dolars 125 million. As at December 31, 1987 US doliars 75 milon were
drawn down. This loan derives from a commercial paper program, supported by a subsidiary credit lne issued by the US subsidlary and guaranteed by Telefénica.
12.9 Commerdal paper is accounted for at face value, less interest deferred at December, 3. Interest costs are accounted for over the period during which the

commercal paper is outstanding, with the charge to results being calculated using the capital outstanding method. The charges attributable to expenses in
future periods are as follows:

1988 1989 Total
Interest on commercial paper -long term...........c.ooiiiinn. 3,381 1,770 5,151
Interest on commercial paper - shortterm..............oveuen.. 846 - 846

65



NOTE |3 - TAXES PAYABLE

The balances at December, 3/ comprise the following:

1987 1986
I R e B e D L M el O R O A OGO SO BT 31,075 26,856
VaIETAGEA T o7ele o e e e e A s ke 0 e o9 LTt sl ofesel i e a3 e e 872 [,242
Payroll WithhOMINg taX . .+« « v oo v it ittt i v it e ettt b s e 3327 5671
Tax withholdings on dividends and INEErESE . . .. ... v v uvnieeuiuiiun s s i s et 2,4% 2,774
Total i v r s e s e et o i R I D B O AT A DO SO DT DR 31,770 36,543
NOTE 14 - OTHER CREDITORS
These comprise the following groups of accounts:

1987 1986
UG DRI DIFOVISION =277t ats o/l foesat e ol o lotofotlolat om0 ooy sl i 9,998 9,657
Telephone Service IMENChENGE . . . .« o v vve v vieessmarae s ees s vo s be s e s s et e 5,084 4,856
GUarantees and BpOsitS R /e s ioie sieieioieieis e uTeTo s 10 e SIAa s a7 o e AT st e e e ot s s 2,733 1,690
]| S {10 117 B e O B0 U0 S OB 10 B A SOB CO AR B GR G R A0 IS O OB AG DO UL EIU G ON JOCHR 7.265 8,229
T L e e B B e A s B A R 0 B D D DG 25,080 24,432
NOTE 15 - ACCRUED EXPENSES AND DEFERRED INCOME
These are disclosed as follows:

1987 1986
Accrued Fmterest s et v ey b e e e e s S ariteraiatas 17,377 16,909
SErVICES IllEd I BAVANCE . .+ . v v v v e st e e e e e 1,425 10,435
Deferred income - Value Added Tax (transitory FUIEs) . . . . . .« e vuuvuusous samme e aseesaseeeee 3,852 5778
O o o O G I S O G R PO A D s e DA P S AN S SR8 BB EE GO BT HOIDS 3,7%4 6,014
1 it oA B G A D R O D AT ORI 0 S0 S U G AC0T D DN QOO0 SOOI o Gt o 36,448 39,136

NOTE 16 - PENSIONS

16.] Telefénica’s employees benefit from pensions substitutory for and complementary to those provided in Spain by the Social Security, and from a Group
Endowment Insurance scheme (the latter is explained in Note 17).

Al 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 Mutualdades de Prevision Social” (Social Servige Mutual Fund Law) of December 6, 1941 and the regulations pertaining thereto of
May 26, 1943, In accordance with such legal framework, ITP is an entity” with a completely independent legal status, and as such s governed by its own
Regulations as approved by the Sub-secretary of Social Security on fanuary 28, 197.

Benefits provided by [TP to its members are of various types, as detailexd in Article 4 of the [TP's Revised Text of Reguiations, and maily include retirement
pensions, permanent disabilty, widowhood and pension bonus payments.. 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 Ptas. 4.4 milion per annum.

The members covered by this plan comprise approximately 10,260 retired persons (pensioners) and 63,300 members currently on the payroli, whose current
contributions represent 4.3 % of their total gross salary (pension-base saary).

To meet the above-mentioned combination of benefits ITP relies principlly on the profits earned on its assets, and on the contributions of Telef6énica
and those of jts members. During 1987 the contributions of Teleférsica amounted to Ptes. 11,960 millon and those of its employees Ptas. 5,715 milion.

The financial pofcy of ITP is governed by the regulations in force and rexquires the establishment of the necessary reserve finds in order to meet the benefits
of its retired members. Studies carried out show a shortiall in reserves @nd the insufficiency of income to cover medium and fong-term commitments.

162 On January 28, 1987 a guarantee of up to Ptas 8,000 milfon, granted inr January 1977 by Telefénica to /T, matured and, consequently, was cancelled
Therefore, Telefénica'’s commitments to the ITP are reduced to the oblgation to contribute annual payments as determined in the [TP regulation.

16.3 independently of the above, Telefénica has a provision of 18,829 smifion pesetas charged in 1982 against the revaluation surplus and which, as indicated in

Note 10, was originally set up uniaterally on the part of Telefonicas for, if it should decide in the future, to cover eventual shortages in the
complementary pension benefits that have to be net by ITP.
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164 Telefénica has shown its wilingness to collaborate in the configuration of a future scheme that would make workers' socal service system viable,
Consequently, negotiations have been held since 1985 without a final agreement being reached. The contribution offered by Telefénica during this
negotiation process have been properly accrued at December 31, 1967 and 1566.

Should a final agreement be reached, Telefénica wil 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 Sociat Security, any obiigation that wouid involve any modification to its shareholders equity at
December 31, 1987 nor a significant impact on its prospective future profitability.

NOTE 17 - ENDOWMENT INSURANCE

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

To cover payment of these benefits, funds have been constituted and placed both with an insurance company and in Telefénica that, at December 31, 1967,
amounted to Ptas. 4,09/ million and Ptas. 24,087 million, respectively. In 1967 the Company has provided these funds, including Interests accrued on capitals
constituted, with a total of Ptas. 7,797 milion charged against income (1986, Ptas. 7,513 milton).

Based on the actuarial calculations that have been carried out on the basis of charging these benefits throughout the average working fife of the employees, the effect
is as follows:

a) The annual charge for the year 1987, 4.9 % of the overall payroll cost, is suffient to cover this objective.
b) At December 31, 1987, the present value of the future commitments, calculated at an interest rate of 8 % applied on current salaries, amounts to approximately
Ptas. 81,000 mitlion (74,000 million in 1986).

NOTE 18 - MEMORANDUM ACCOUNTS

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

1987 1986
Unused credit facilities: (Note 12.4)
/AT AE Tt o T 1 A A ) GBS S D YA S IS AN AT U I AR A B R D G A 46,626 53.965
0 o o O A o A A e o DD A i Dt e S e 32,000 42,500
Available aredit - ShOM-EEMM . .. .o ettt ettt ettt e e e e e 14,163 [,500

92,789 97,965
GUarantees of fiNanCialOPETAtONS ¥ e o oot e e ese e P e sl oo R e TN e AR ATt T et 2,951 3294
I N S Fscrc 0 G 0 e O B B D G D0 B B S PR A - 8,000
GUarantees granted i) DI OYRES G . s o ale s e es e la e S 75 T et Sl s e s A s A Fe b e e 4,429 4,667
T e A o e L e e e S T e e A e 18,671 11,033

26,051 26,994
e B e e i B e e e e e e B A R B R OB 118,840 124,959

Guarantees of financial operations refers primarily to guarantees given by the Company involving bank guarantees to cover financial operations of group companies.

NOTE 19 - SUBSEQUENT EVENTS

in january 1988 Telefonica sold its interest in Cables de Comunicaciones, S. A. for Ptas. 1,764 million, resulting in a profit of Ptas. 549 milfon.

Also, in Fabruary and March 1988 negotiations have been held with the ftalan company Telettra, S,p.A. in order to reach an agreement which would eventually
involve a share swap by which Telefénica wil transfer to Telettra, S.p.A. its share in Telettra Espanola, S. A. amounting to a 5/ percent of the share capita,
and will receive a proportionate interest in the share capital of the talian company.
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RECONCILIATION OF NET INCOME AND SHAREHOLDERS’ EQUITY AS REPORTED IN THE SPANISH
STATUTORY ACCOUNTS WITH NET INCOME AND SHAREHOLDERS’ EQUITY IN ACCORDANCE
WITH INTERNATIONAL ACCOUNTING STANDARDS (IAS) AND UNITED STATES GENERALLY
ACCEPTED ACCOUNTING PRINCIPLES (US GAAP)

Certain accounting practices applied by Telefénica in its financial statements prepared for use in Spain, together with others
required or allowed under the Conditions of Concession of Telefénica as a regulated entity (Note 2.2 a)*, may not conform with
International Accounting Standards (IAS) nor with generally accepted accounting principles in the United States (US GAAP).

As a result of Telefonica's shares being traded in various foreign stock exchanges, including, since the middle of 1987 the New
York Stock Exchange, the Company is requested to adjust its net income and shareholders’ equity based on different accounting
principles.

The most significant of these accounting practices are summarized below:

Present practice for Local Spanish purposes Treatment for |AS purposes
. Intangible assets (See Note 2.2 c)* Research and development cost are expenses as incurred. The effect is shown
below.

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

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

4. Foreign currency accounts IAS N.° 2| establishes a different treatment. However, in view of
(See Notes 2.2 f) and 6)* Telefonica's special position as a regulated entity, the treatment in the

accounts is considered appropriate.

Treatment for US GAAP purposes

5. Property, plant and equipment Revaluation of fixed assets is not permitted. Property, plant and equipment and
(See Notes 2.2 b) and 3)* related accumulated depreciation are stated at historical cost values.

6. Investments Investments in subsidiaries should generally be accounted
(See Notes 2.2 d) and 5)* for as follows:

— More than 50 % holding:
consolidated or equity method of
accounting.
— Between 20 and 50 % holding:
Equity method of accounting.
— Less than 20 % holding:
At the lower of cost or net realizable value.

7. Costs of new equity capital US GAAP require expenses of raising equity capital to be deducted
(See Note 2.2 ¢)* from the proceeds of the new capital.
8. Income per share is not required to be Per share computations are required to be shown.

in the financial statements nor in any other
obligatory financial information.

9. Endowment insurance (See Note 2.2 i)* Past service costs were actuarially computed at December 31, 1987. Unit
credit method was used based on current salary with a 40 year amortization of
prior service obligations, retroactively applied to January |, 1967.
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The total effect on the statement of income and on the statement of changes in shareholders’ equity is as follows
(in millions of pesetas):

1987 1986
Net income for the year as reported in the Spanish statutory accounts at December 31 53,247 45,252
Adjustments for IAS purposes:
Research and development expenses - Net effect between prior write-offs
and current amortization 3,254 1,140
Release of technological development reserve 4518 2,317
Self-insurance and other 2,497 2,000
Approximate net income for the year in accordance with |AS 63,516 50,709
Adjustments for US GAAP purposes:
Reversal of depreciation on revalued portion of fixed assets 65,750 55,126
Reversal of amortization of costs of new equity capital 472 501
Adjustment of investments to net equity value (879) (2,449)
Adjustment of endowment insurance cost 1,401 1,150
Approximate net income for the year in accordance with US GAPP 130,260 105,037
Write down of customer premises equipment at market prices (16,510) —
After write down, net income 113,750 105,037
Approximate net income per share in accordance with US GAAP 140.14 132.2
Shareholders’ equity as reported in the Spanish statutory accounts at December 31. 1,130,558 1,015,596
Net income for the year 53,247 45,252
,183,805 1,060,848
Adjustments for |AS purposes:
Investments (3,073) (5,735)
Research and development written-off (4) (3,257)
Release of provisions set up in prior years not required under IAS 30,754 48,624
Approximate shareholders’ equity in accordance with IAS 1,211,482 1,100,480
Adjustment for US GAAP purposes:
Reversal of net effect of revaluation of fixed assets related accumulated
depreciation (478,020) (452,706)
Costs of new equity capital (1,200) (693)
Adjusment of investments to equity value (18,847 (6,788)
Accrual of past service cost of endowment insurance 200 (1,201)
Approximate shareholders’ equity in accordance with US GAAP 713,615 639,092

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

* Notes in brackets refer to the financial statements on pages 56 to 67 of this Annual Report.
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Board of Directors

As it stood on May 27, 1988

CHAIRMAN
Luis Solana Madariaga

VICE-CHAIRMEN

José Maria Concejo Alvarez
Pablo Garnica y Mansi
José Maria Amustegui de la Cierva

MANAGING DIRECTOR
Carlos Viada Fernandez-Velilla

DIRECTORS (Representing shareholders)

Juan Antonio Blanco Magadan Amutio
Emilio Botin-Sanz de Sautuola y Garcia de los Rios
José Luis Bozal Gonzilez

Jaime Carvajal y Urquijo

Miguel Cruz Amords

Alvaro Espina Montero

Antonio Flos Bassols

Marfa del Carmen Mestre Vergara
José Montes Fernandez

Juan Manuel Rebollo Castrillo

Epifanio Ridruejo Brieva

lsabel Nieves Rodriguez Pérez

José Tedfilo Serrano Beltran

DIRECTORS (Representing the Government)

Prudencio Garcia Gomez
Enrique Martinez Robles
Saturnino Suanzes de la Hidalga

SECRETARY
Heliodoro Alcaraz y Garcia de la Barrera

VICE-SECRETARY
Mariano Aldama Magnet

GOVERNMENT DELEGATE
Javier Nadal Arino
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Executive Committee

As it stood on May 27, 1988

CHAIRMAN
Luis Solana Madariaga

VICE-CHAIRMEN

José Maria Concejo Alvarez
Pablo Garnica y Mansi
José Maria Amusategui de la Cierva

MANAGING DIRECTOR
Carlos Viada Fernandez-Velilla

DIRECTORS

José Luis Bozal Gonzdlez

Prudencio Garcia Gomez

Enrique Martinez Robles

M.2 del Carmen Mestre Vergara

Epifanio Ridruejo Brieva

SECRETARY

Heliodoro Alcaraz y Garcfa de la Barrera

GOVERNMENT DELEGATE
Javier Nadal Arifio

Changes recorded in the Board of Directors
after the end of 1987 financial year.

DIEGO MARTINEZ BOUDES retired as Managing Director on February 24, 1988;
JULIO GONZALEZ SABAT, LUIS DELSO HERAS and JOSE MARIA GARCIA
ALONSO retired as Directors on March 23, 1988 and March 29, 1988, respectively.
On ending his term of office JAIME CARVAJAL Y URQUI|O also retired from the
Board of Directors.



Management Committee

CHAIRMAN
Luis Solana Madariaga.—Chairman of the Board of Directors.

Carlos Viada Fernandez-Velila.—Director/General Manager.
German Ramajo Romero.—General Manager.

Enrique Used Aznar.—General Manager.

Frandisco Javier Monzon de Caceres.—General Manager.

SECRETARY
Heliodoro Alcaraz y Garcia de la Barrera.—General Secretary.

Deputy General Managers

Juan Manuel Barreiro de las Llanderas.— Luis Lada Diaz.—

Data Processing

José Caballero Guerrero.—
Accounts and Control

José Luis Ferndndez Dopico.—
Security

Guillermo Ferndndez Vidal.—
Sales and Marketing

Francisco Ferre y Ferre.—
Basic Network Services

José Luis Franganillo Asensio.—
Administration and Procurement

Jests Guerra Romero.—
Industrial Promotion
Rafael Hernandez Garcia.—
Operations Coordinator

Félix Paul Ivorra Cano.—
Business Communications

Planning and Technology

Oscar Maraver Sanchez-Valdepenas.—
Personnel Management

Crisanto Plaza Bayon.—
Economic Analysis

Faustino Rivero Morales.—
Inspection

Margarita Sanchez Lopez.—
Holdings

Ignacio Maria Santillana del Barrio.—
Finance

Luis Terol Miller.—
International Affairs

José Marfa Vazquez Quintana.—
Plant

D. Roberto Veldzquez Martin.—

Corporate Relations and Communication
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SHAREHOLDER INFORMATION

1987 1986 1985 1984 1983
Share Capital (Millions of Ptas.) 415367.90 | 411,793.00] 360,468.00 | 320,414.60 | 288,374.00 |

Earnings per share (Ptas.) 64.16 | 55.76 | 55.71 | 55.69 | 55.85 |

Price/earnings ratio 12.47 | 15.69 | 1.4 | 8.35 | 6.27 |

Dividend payout (%) 85.72 | 98.64 | 98.72 | 98.76 | 98.40 |

Capitalisation/Cash-flow 247 | 3.30 | 2.59 | 1.99 | 1.67 |
Share Capital

The share capital of Telefonica at Apri, 30 988 was 430,939,585,000 pesetas,
represented by 861,879,170 bearer shares of 500 Ptas. nominal value, fuly paid in.
Capital increases since 1983 are as follows:

Paid by the Nominal
Issue Price Shareholders Amount
Year Ratio (Ptas.) (Peas.) Millions of Ptas.

1983 I x5 100% 350.00 48,062.3
1984 [ x9 100% 350.00 32,041.6
1985 | x8 100% 400.00 40,051.9
1986 I x9 100% 450.00 40,051.9
1986 Conv. - 128.375 % 641.875 69.|
1986 Conv. — 168.975 % 844.875 [1,204.2
1987 Conv. - 154.993 % 774.965 181.2
1987 Conv. - 148.115 % 740.575 27918
1987 Conv. - 165.225 % 826.125 602.2
1988 Conv. - 129.600 % 648.00 15,257.5
1988 Conv. - 144.925 % 724.615 3143

NOTE: At April 30, 1988 Telefénica had in circulation 11,163,07 milbon pesetas in Convertible Bonds.

Share Listings

Telefonica shares are listed on all the Spanish Stock Exchanges- Madrid, Barcelona,
Bilbao and Valencia- and on five foreign Stock Exchanges- London, Paris, Frankfurt, Tokyo
and New York”.

Admission to the New York Stock Exchange was granted on june [I, [987.
Telefonica is listed under the symbol “TEF".

Since April 5, 1988, Telefonica is present on the London Stock Exchange SEAQ
INTERNATIONAL® system.

* It is listed on American Depositary Receipts (ADR). | ADR = 3 shares.
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Weekly
share turnover
(thousands of shares)
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TELEFONICA: INTERNATIONAL COMPARISONS AT DECEMBER 31, 1987

PEE |
ng .

11.60 I

LT, T.T(USGAAR)

Market prices

PRICE/CASH-FLOW

|

IT. T. T(USGAAP)

PRICE/BOOK VALUE

LT. T.T(USGAAP)

DIVIDEND YIELD

LT, T. T (US GAAP)

IT — INTERNATIONAL TELECOMMUNICATIONS INDEX (source: “Capital International Perspective™).
T — TELEFONICA. — Data according to spanish accounting principles.
T (US. GAAP.) - TELEFONICA. — Data according to US accounting principles.

The table shows closing prices on the Madrid Stock Exchange, in pesetas.

Year High Low Year-end close
1983 465.00 301.25 350.00
1984 53.75 330.00 465.00
985 720.00 47250 637.50
1986 [,142.50 632.50 875.00
1987 |* quarter 977.50 810.00 810.00
1987 2* quarter 1,026.25 73150 975.60
1987 3* quarter 1,265.00 925.00 1,102.50
1987 4" quarter 1,145.00 645.00 §00.00
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Stock Market Capitalisation

Average
growth %
1987 1986 1985 1984 1983 87/83

Telefénica 6646 7010 4596 2980 2009 3470
Total Madrid

Stock Exchange 77488 64773 30073 22945 17110 45.88
Telefdonica

Weighting on

the MSE. index 1089 1520 (1% 1071 [1.20 -

{figures in thousands of milfions of pesetas).

Dividend Policy

Telefénica normally pays an interim dividend at year end, and a final dividend once
the total dividend for the year has been approved by the General Meeting of Sharehol-
ders pursuant to the proposal of the Board of Directors.

New shares from capital increases participate in net income on the basis of the time that
they have been outstanding.

Recent dividends were:

% of % of
1987 par val. 1986 par val.
[nterim 25 Ptas. 5 25 Ptas. 5
Final 30 Ptas.” 6 30 Ptas. 6*
Total 55 Ptas. [l 55 Ptas. [

* Pending approval by the General Meeting of Shareholders, in accordance with the proposal for net income distribu-
tion (page 56).

Principal shareholders of Telefonica

Since Telefénica shares are bearer shares, no official register of shareholders exists.
Nevertheless, on paying the interim dividend for 1987 on anuary 8, 1988, it was verified
that the main shareholders are:

Interest as %
of Share Capital
Spanish State 29.8
Bank of Spain 141
Caja Postal (Post Office Savings Bank) 2.14

The Company is not aware of any other shareholder owning more than 5 % of the shares
issued. According to the General Register of Foreign Investments at the Directorate General
of Foreign Transactions of the Ministry of Finance, foreign shareholdings in the Company
amounted to 92,266,710,000 ptas.
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Notice of the General Meeting of Shareholders

Date; May 27, 1988. (at the second notice).
Time: 12.00 h.
Place: Paseo de la Castellana, n.° 259. Madrid.

Shareholder information
Capies of this Annual Report may be obtained free of charge at the Company's offices or by writing to:

Telefonica de Espana, S.A.
Financial Department
General Peron, 28 - planta 15
Edificio Master's |
28020 MADRID

In comphiance with the stipulations of the Minstry Orders of November 17, 1981 and February 26, 1982,

a bi-yearly information brochure is available to shareholders.

Publhed by Telefénica.
Gran Via, 28, 28013 Madrid.
Design: AN&C.
Photographs: Pablo Neustadt y Anna Loscher.
Charts: Chema Alonso.
Layout and Printing: Gaez.

Legal Deposit: M- 15,887-1983.



Telefénica de Espana, S.A.



	PORTADA
	HIGHLIGHTS
	LETTER TO SHAREHOLDERS
	1987: THE YEAR IN FOCUS
	FINANCIAL REVIEW
	AUDITED FINANCIAL STATEMENTS
	SHAREHOLDER INFORMATION

