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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report contains statements that constitute forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, Section 21E of the U.S. Securities Exchange Act of 1934, as amended,
and the safe harbor provisions of the Private Securities Litigation Reform Act of 1995. The forward-looking
statementsin this Annual Report can be identified, in some instances, by the use of words such as “expect”, “am”,
“hope”, “anticipate”, “intend”, “believe” and similar language or the negative thereof or by the forward-looking
nature of discussions of strategy, plans or intentions. These statements appear in anumber of placesin this Annual
Report including, without limitation, certain statements made in “ltem 3—Key Information—Risk Factors”, “Item
4—|nformation on the Company” and “ltem 5—Operating and Financial Review and Prospects” and include
statements regarding our intent, belief or current expectations with respect to, among other things:

the effect on our results of operations of competition in the Spanish telecommunications market and our
other principal markets;

trends affecting our financial condition or results of operations;
acquisitions or investments which we may make in the future;
our capital expenditures plan;

our estimated availability of funds;

our ability to repay debt with estimated future cash flows;

our shareholder remuneration policies,

supervision and regulation of the Spanish telecommunications sector and of the telecommunications sectors
in other countries where we have significant operations;

our strategic partnerships; and

the potential for growth and competition in current and anticipated areas of our business.

Such forward-looking statements are not guarantees of future performance and involve numerous risks and
uncertainties, and actual results may differ materially from those anticipated in the forward-looking statements as a
result of various factors. The risks and uncertainties involved in our business that could affect the matters referred to
in such forward-looking statements include but are not limited to:

changes in general economic, business or political conditions in the domestic or international markets
(particularly in Latin America) in which we operate or have material investments that may affect demand
for our services;

changes in currency exchange rates and interest rates;

failure to generate sufficient cash flow through our business or an increase in our capital expenditures
leading to greater dependency on external financing;

our inability to successfully implement our business plan;

failure to maintain satisfactory working relationships with our partners;

costs and difficulties associated with the acquisition and integration of other businesses;
the actions of existing and potential competitorsin each of our markets;

the impact of current, pending or future legislation and regulation in countries where we operate;



o failureto renew or obtain the necessary licenses to carry out our operations,
e thepotential effects of technological changes;

e unanticipated service network interruptions;

e the outcome of pending litigation; and

e theimpact of impairment of goodwill and assets as aresult of changes in the economic, regulatory,
business or political environment.

Some of these and other important factors that could cause such differences are discussed in more detail under
“ltem 3—Key Information—Risk Factors”, “ltem 4—Information on the Company”, “Item 5—Operating and
Financial Review and Prospects” and “Item 11—Quantitative and Qualitative Disclosures About Market Risk”.

Readers are cautioned not to place undue reliance on those forward-looking statements, which speak only as of
the date of this Annual Report. We undertake no obligation to release publicly the result of any revisions to these
forward-looking statements which may be made to reflect events or circumstances after the date of this Annual
Report including, without limitation, changes in our business or acquisition strategy or planned capital expenditures,
or to reflect the occurrence of unanticipated events.



CERTAIN TERMSAND CONVENTIONS

Our ordinary shares, nominal value one euro each, are currently listed on each of the Madrid, Barcelona, Bilbao
and Valencia stock exchanges under the symbol “TEF”. They are also listed on various foreign stock exchanges
such as the London, Frankfurt, Paris, Buenos Aires and Tokyo stock exchanges and are quoted through the
Automated Quotation System of the Spanish stock exchanges and through the SEAQ International System of the
London Stock Exchange. American Depositary Shares (“ADSs”), each representing the right to receive three
ordinary shares, are listed on the New Y ork Stock Exchange under the symbol “TEF” and on the Lima Stock
Exchange. ADSs are evidenced by American Depositary Receipts (“ADRS”) issued under a Deposit Agreement with
Citibank, N.A., as Depositary. Brazilian Depositary Shares (“BDSs”), each representing the right to receive one
ordinary share, are listed on the Sao Paulo Stock Exchange. BDSs are evidenced by Brazilian Depositary Receipts
(“BDRS”) issued under a Deposit Agreement with Banco Bradesco, S.A., as Depositary.

Asused herein, “Telefonica”, “Telefonica Group” and terms such as “we”, “us” and “our” mean Telefénica,
S.A. and its consolidated subsidiaries unless the context requires otherwise.

Following are definitions of certain technical terms used in this Annual Report:

e “Access” refersto aconnection to any of the telecommunications services offered by the Telefénica Group.
We present our customer base using this model because the integration of telecommunications servicesin
bundled service packages has changed the way residential and corporate customers contract for our
services. Because a single customer may contract for multiple services, we believe it is more accurate to
count the number of accesses, or services a customer has contracted for, as opposed to only counting our
number of customers. For example, a customer that has fixed line telephony service and broadband service
represents two accesses rather than a single customer. The following are the main categories of accesses:

o Fixed telephony accesses: includes public switched telephone network (“PSTN”) lines, integrated
services digital network (“1SDN”) lines and circuits. For purposes of calculating our number of
fixed line accesses, we multiply our linesin service as follows: PSTN (x1); basic ISDN (x1);
primary ISDN (x30, x20 or x10); 2/6 digital accesses (x30).

e Internet and data accesses: includes broadband accesses (retail asymmetrical digital subscriber line
“ADSL”, satellite, fiber optic and circuits over 2 Mbps), harrowband accesses (Internet service
through the PSTN) and other accesses, including the remaining non-broadband final client
circuits.

e Pay TV:includescable TV, satellite TV (DTH) and Imagenio Internet Protocol (“IP”) TV.
e Mobile accesses: includes mobile telephony.

e Unbundled local loop: includes accesses to both ends of the cooper local |oop leased to other
operator to provide voice and DSL services (fully unbundled loop, “fully UL”) or only DSL
service (shared unbundled loop, “shared UL™).

e Wholesale ADSL: means wholesale asymmetrical digital subscriber line.
e  Other: includes other circuits for other operators.
Certain technical terms used with respect to our mobile business are as follows:

e  “Minutes of use” (“MOU”): is calculated by dividing the total number of voice minutes for the preceding
12 months by the weighted average number of customers for the same period.

e  “Averagerevenue per user” (“ARPU”): is calculated by dividing total service revenue (excluding inbound
roaming revenue) from sales to customers for the preceding 12 months by the weighted average number of
customers for the same period. ARPU is calculated using gross service revenue before deduction of
wholesale discounts.

e “Revenues’ means net sales and rendering of services.
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PRESENTATION OF CERTAIN FINANCIAL INFORMATION

In this Annual Report, referencesto “dollars” or “$” are to United States dollars, references to “pounds
sterling”, “sterling” or “£” are to British pounds sterling and references to “euro” or “€” are to the single currency of
the participating member states in the Third Stage of the European Economic and Monetary Union pursuant to the
treaty establishing the European Community, as amended from time to time.

Our consolidated financial statements as of and for the years ended December 31, 2006 and 2005 are prepared
in accordance with the International Financial Reporting Standards (“IFRS”) as adopted by the European Union and
our consolidated financia information as of and for the year ended December 31, 2004 included in our annual
consolidated financial statements were restated in accordance with IFRS (the “Consolidated Financial Statements”).
IFRS, as adopted by the European Union and applied by usin our consolidated financial statements as of and for the
years, ended December 31, 2006, 2005 and 2004, do not differ from IFRS as published by the International
Accounting Standards Board (IASB), and therefore, comply in full with IFRS. As disclosed, the 2005 and 2004
Financial Statements were restated to present the operation of Telefénica Publicidad e Informacion (“TPI”) group as
discontinued operations.

IFRSdiffersin certain significant respectsfrom Spanish GAAP. Asaresult, our financial information
presented under IFRSisnot directly comparableto our financial information presented in the past under
Spanish GAAP, and reader s should avoid such a comparison.
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Item 1. Identity of Directors, Senior Management and Advisors
A. Directorsand Senior Management

Not applicable.
B. Advisers

Not applicable.
C. Auditors

Not applicable.
Item 2. Offer Statisticsand Expected Timetable

Not applicable.
Item 3. Key Information

A. Selected Financial Data

The following table presents selected consolidated financial data of Telefénica. It isto be read in conjunction
with “Item 5—Operating and Financial Review and Prospects” and the Consolidated Financial Statements included
elsewherein this Annual Report. The consolidated income statement data for the years ended December 31, 2004,
2005 and 2006 and the consolidated balance sheet data as of December 31, 2005 and 2006 set forth below are
derived from, and are qualified in their entirety by reference to, the Consolidated Financial Statements and notes
thereto included in this Annual Report. Our Consolidated Financial Statements have been prepared in accordance
with IFRS, which differ in certain respects from U.S. GAAP. Please refer to note 25 to our Consolidated Financial
Statements for a discussion of these differences.

The basis of presentation and principles of consolidation are described in detail in notes 2 and 3.q., respectively,
to our Consolidated Financial Statements.

Asof or for the year ended December 31,

2004 (1) 2005 (1) 2006
(in millions of euros, except share data)
REVENUES. ..ottt sttt aes e st see s e saesene s 29,809 37,383 52,901
(@101 T aTor0] 1 0 1,134 1,416 1571
IS 0o o] 3T (7,577) (9,999) (16,629)
PErsONNEl EXPENSES .....ovieiieirieereree bbb (4,976) (5,532 (7,622)
Other EXPENSES. ...ttt st b e sae e b sre e (6,373) (8,212) (11,095)
Depreciation and amortiZation.............coeeveererieerenieieseree e (5,642) (6,693) (9,704)
OPEratiNng iNCOME.......ceiiirieeriereeisr et 6,375 8,363 9,422
Share of profit (10SS) Of @SSOCIALES .........cevveeririeireere e (50) (128) 76
Net fiNaNCial EXPENSES ......cervieriirieirer e (1,456) (1,790) (2,795)
Net exchange differenCes........covveriic e a77) 162 61
Net financial iINCOME (EXPENSE) ....c.evvvreerirerieiiriereeesie sttt (1,633) (1,628) (2,734)
Profit befor e taxes from continuing operations..........ccocoveeevereenienns 4,692 6,607 6,764
COrporate INCOME TBX ......eveueriereeiestereeiesie sttt er bbb sre e b sae e (1,451) (1,904) (1,781)
Profit for theyear attributableto equity.......c.cccovvvevinieccerecece e, 3,241 4,703 4,983
Profit from discontinued operations after taXesS ........cccovveeereneccneneccseee 245 124 1,596
Profit for theYEAr ......ccvceceee e 3,486 4,827 6,579
MINOTILY TNEEIESES.....covieeeeeeire et (310) (381) (346)



Asof or for the year ended December 31,

2004 (1) 2005 (1) 2006
(in millions of euros, except share data)

Profit for theyear attributableto equity holdersof the parent ......... 3,176 4,446 6,233
Weighted average number of shares (thousands)............cceeveveeveceveseiennns 4,987,751 4,870,852 4,778,998
Earnings per share attributable to equity holders of the parent

(euros)(2)(3) 0.637 0.913 1.304
EarningS PEr ADS (2)(3)...ecveeeereereerieriesiesiessessesseessessestessessessessesssesssssessessesees 1.910 2.738 3.913
Weighted average number of ADS (thousands).........c.cceeeveeeeveeiesesiesennnns 1,662,584 1,623,617 1,592,999
Consolidated Balance Sheet Data
Cash and Cash EQUIVAIENES..........cceveieienere e 914 2,213 3,792
Property, plant and eQUIPMENT .........ccocvieieeeeceee e 23,193 27,993 33,887
TOLAl BSSELS....eeeieetireecete ettt enes 60,079 73,174 108,982
Non-current HabilitieS.......ccccvvereiierese e 27,743 35,126 62,645
o 0LV (= S 12,342 16,158 20,001
Consolidated Cash Flow Data
Net cash provided by operating actiVitieS........cccccevvvivvievevesecesese e 10,131 11,139 15,414
Net cash used in iNVesting aCtiVItIES .......cccveeeeeeesese e (5,808) (9,592) (28,052)
Net cash provided by (used) in financing aCtivities.........ccocvevevevereserennne, (3,937) (435) 14,572
Cash dividends per ordinary Share.........cccvvveeeereeriesesiesese e e 0.40 0.50 0.55

Asof or for the year ended December 31,
2002 2003 2004 (1) 2005 (1) 2006
(in millions of euros, except share data)

USGAAP (9
Consolidated Income Statement Data
Total FeVENUES.......coeevieeeeceeee e 28,913 27,708 29,383 35,494 50,900
Income (loss) before tax from continuing

OPErALiONS.....coeeieieeie et (8,670) 3,866 3,773 5,867 6,925
Corporate iNCOME taX .......ccvvveeeeeereeriesiesiennenns 3,383 (1,126) (1,339) (1,847) (1,794)
NELINCOME.......ecieieie e e (5,286) 2,740 2,547 4,144 6,341
Net income per Share (2)......coevevveeererieneeenenne (2.03) 0.53 0.51 0.85 1.327
Net income per ADS (3)(4)..vcveeeeveereereeneeseeseennns (3.08) 1.59 1.53 2.55 3.98
Consolidated Balance Sheet Data
Total aSSELS....ovveivereee e 66,905 61,264 62,456 76,648 112,934
Long-term debt.........cooeoviriininiee 21,778 18,310 14,882 25,168 50,407
Shareholder’s equity .......cccooevvererveneicsieen 16,668 16,888 15,873 19,222 23,376
Book value per ordinary share........c.ccccvvveeeenee. 3.24 3.27 3.18 3.95 4.89
Consolidated Cash Flow Data
Net cash provided by operating activities........ 9,020 9,559 10,043 10,891 15,096
Net cash used in (provided by) investing

BCHVITIES oo (5,585) (5,463) (8,543) (9,291) (27,829)
Net cash used in (provided by) financing

BCHVITIES oo (2,082) (4,220) (2,265) (804) 14,716
Cash dividends per ordinary share................... - 0.45 0.40 0.50 0.55

(1) TelefénicaPublicidad e Informacion (“TPI”) was sold in 2006 and its results of operations for 2006 and the
gain we recorded on its sale are included under “Income (loss) from discontinued operations” for 2006. Figures

for 2005 and 2004 have been restated to present TPI’s results under the same caption.

(2) The per share and per ADS computations for all periods presented have been presented using the weighted
average number of shares outstanding for each period, and have been adjusted to reflect the stock dividends



which occurred during the periods presented, asif these had occurred at the beginning of the earliest period
presented.

(3) Each ADS represents the right to receive three ordinary shares. Figures do not include any charges of the
Depositary.

(4) U.S. GAAP datafor the years ended December 31, 2002, 2003 and 2004, has been restated retroactively to
eliminate the monetary adjustment for inflation in hyperinflationary economies. For additional information,
please refer to note 25 to our 2006 Consolidated Financial Statements.

Exchange Rate I nfor mation

Asused in this Annual Report, the term “Noon Buying Rate” refers to the rate of exchange for euros, expressed
in U.S. dollars per euro, in the City of New Y ork for cable transfers payable in foreign currencies as certified by the
Federal Reserve Bank of New Y ork for customs purposes. The Noon Buying Rate certified by the New Y ork
Federal Reserve Bank for the euro on May 17, 2007 was $1.3494 = €1.00. The following tables describe, for the
periods and dates indicated, information concerning the Noon Buying Rate for the euro. Amounts are expressed in
U.S. dollars per €1.00.

Noon Buying Rate

Year ended December 31, Period end Average(1) High Low

20 1 0.8901 0.8909 0.9535 0.8370
0 1.0485 0.9495 10485 0.8594
2002 T 1.2597 1.1411 12597 1.0361
20 1.3538 1.2478 13625 1.1801
20013 T 1.1842 1.2400 13476 1.1667
200 T 1.3197 1.2563 13327 1.1860

Source: Federal Reserve Bank of New York.
(1) The average of the Noon Buying Rates for the euro on the last day of each month during the relevant period.

Noon Buying Rate

Month ended High Low

NOVEMDEN 30, 2006..... .. eeeieieeeteeie et ceeeee sttt sttt e e e e se e eesteseesaeeaeesee e enseseeseesaesneeseeneenseneeseenseses 13261 1.2705
DECEMDEN 29, 2006 ......ccueeeeieieeeteeeeeteetee et ete s e testeeteeteeeesee e e eestestesaeeaeese et eteseeeeeeaeeneeseeneenseneeseenrees 13327 1.3073
JANUBIY 3L, 2007 ..ttt ettt b et et e saeesheesbeesbe e abeeaeesae e eheebeenbeeneeeneeeheeabeenbeenenneas 13286 1.2904
FEDIUAIY 28, 2007 .....ccueeueeeeie ettt ettt st sttt e e e b e s te bt sbesaeese e e eteseeseesbesaeebeeneenseneeneentenes 13246  1.2933
Y o T 0 PSSP 13374 1.3094
F N L 00 SR 13660 1.3363
IMBY 17, 2007 ...ttt ettt ettt ettt b e s b e e et et e sae e she e bt e bt e aeeeaeeeh e e ehe e b e e bt e ateeaeenaeenaeeaeenes 13616 1.3494

Source: Federal Reserve Bank of New York.

Monetary policy within the member states of the euro zone is set by the European Central Bank. The European
Central Bank has set the objective of containing inflation and will adjust interest ratesin line with this policy
without taking account of other economic variables such as the rate of unemployment. It has further declared that it
will not set an exchange rate target for the euro.

Our ordinary shares are quoted on the Spanish stock exchanges in euro. Currency fluctuations may affect the
dollar equivaent of the euro price of our shares listed on the Spanish stock exchanges and, as aresult, the market
price of our ADSs, which are listed on the New Y ork Stock Exchange. Currency fluctuations may also affect the
dollar amounts received by holders of ADSs on conversion by the Depositary of any cash dividends paid in euro on
the underlying shares.

Our consolidated results are affected by fluctuations between the euro and the currencies in which the revenues
and expenses of some of our consolidated subsidiaries are denominated (principally pounds sterling, U.S. dollars,
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the Brazilian real, the Argentine peso, the Peruvian nuevo sol, the Chilean peso, the Mexican peso, the Venezuelan
bolivar and the Czech kruna (crown)). See “Item 11—Quantitative and Qualitative Disclosures About Market Risk”.

B. Capitalization and I ndebtedness
Not applicable.

C. Reasonsfor the Offer and Use of Proceeds
Not applicable.

D. Risk Factors

In addition to the other information contained in this document, prospective investors should carefully consider
the risks described below before making any investment decisions. The risks described below are not the only ones
that we face. Additional risks not currently known to us or that we currently deem immaterial may also impair our
business and results of operations. Our business, financia condition and results of operations could be materially
adversely affected by any of these risks, and investors could lose all or part of their investment.

Risks Related to our Business

A material portion of our operations and investments are located in Latin America, and we are therefore
exposed to risksinherent in operating and investing in Latin America.

At December 31, 2006, approximately 33.3% of our assets were located in Latin America. In addition,
approximately 34.7% of our revenues from operations for 2006 were derived from our Latin American operations.
Our operations and investments in Latin America (including the revenues generated by these operations, their
market value and the dividends and management fees expected to be received from them) are subject to various
risks, including risks related to the following:

e government regulations and administrative policies may change quickly;

e currencies may be devalued or may depreciate or currency restrictions and other restraints on transfer of
funds may be imposed;

o theeffects of inflation and currency depreciation may require certain of our subsidiariesto undertake a
mandatory recapitalization or commence dissolution proceedings;

e governments may expropriate or nationalize assets;

e governments may impose burdensome taxes or tariffs;

e political changes may lead to changes in the business environments in which we operate;

e  our operations are dependent on concessions and other agreements with existing governments; and

e economic downturns, political instability and civil disturbances may negatively affect our operations.

Our financial condition and results of operations may be adversely affected if we do not effectively manage our
exposureto foreign currency exchange and interest rate risk.

We are exposed to various types of market risk in the normal course of our business, including the impact of
changesin foreign currency exchange rates, as well as the impact of changes in interest rates. We employ risk
management strategies to manage this exposure, in part through the use of financial derivatives such as foreign
currency forwards, currency swap agreements and interest rate swap agreements. If the financial derivatives market
is not sufficiently liquid for our risk management purposes, or if we cannot enter into arrangements of the type and
for the amounts necessary to limit our exposure to currency exchange rate fluctuations, such failure could adversely
affect our financial condition and results of operations. Also, our other risk management strategies may not be
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successful, which could adversely affect our financial condition and results of operations. For a more detailed
description of our financial derivatives transactions, see “Item 11—Quantitative and Qualitative Disclosures About
Market Risk” and note 16 to our Consolidated Financial Statements.

Failure to generate sufficient cash flow and higher capital expenditure requirements could make us more
dependent on external financing. If we are unable to obtain financing, our business may be adversely affected.

The operation, expansion and upgrading of our networks, as well as the marketing and distribution of our
services and products, require substantial financing. Moreover, our liquidity and capital resource requirements may
increase if we participate in other fixed line or wireless license award processes or make acquisitions. We aso have
major capital resource requirements relating to, among other things, the development of distribution channelsin new
countries of operations and the development and implementation of new technologies.

During the last 3 years we expanded our business through the acquisition of several companies. We have
financed those acquisitions with debt and, thus, we have significantly increased our debt levels and our leverage
ratios are relatively high. As a consequence of thisincrease in our leverage ratios, we have suffered downgradesin
our ratings by the rating agencies. If our ability to generate cash flow were to decrease, we might need to incur a
significant amount of additional debt to support our liquidity and capital resources requirements for the ongoing
development and expansion of our business. Increasing our leverage could affect our creditworthiness and we may
suffer additional downgrades in our ratings by the rating agencies. A further deterioration in our ratings could limit
or make more difficult and expensive our access to the capital markets to raise funds and restrict our ability to
operate our business or to refinance our debt, if needed, which could adversely affect our financial condition and
results of operations. Our ability to raise capital isalso related to our stock price and the liquidity of the capital
markets. Adverse trendsin these areas could prevent us from raising capital. If we have insufficient internal cash
flow or we are unable to borrow the amounts we need at affordable rates or we cannot raise capital, we may be
unable to pursue our business plans, which could adversely affect our financial condition and results of operations.
For amore detailed description of our liquidity risk management, see “ltem 11—Quantitative and Qualitative
Disclosures About Market Risk” and note 16 to our Consolidated Financial Statements.

We endeavor to implement our business plan successfully, but factors beyond our control may prevent us from
doing so, which could have a material adverse effect on our business.

Our ahbility to increase our revenues and maintain our position as aleading European and Latin American
provider of advanced telecommunications and Internet services will depend in large part on the successful, timely
and cost-effective implementation of our business plan.

Factors beyond our control that could affect the implementation and completion of our business plan include:
e difficultiesin developing and introducing new technologies;

o difficultiesin obtaining the expected benefits from investment in networks and new technology;

o (difficultiesin obtaining additional and/or well managed spectrum capacity;

e declining prices for some of our services;

o theeffect of increased competition;

o theeffect of adverse economic trends in our principal markets;

o theeffect of foreign exchange fluctuations on our results of operations;

o (difficultiesin abtaining applicable government, shareholder and other approvals;

e difficultiesin entering into key contracts with third parties;

e our ahility to establish and maintain strategic relationships;



o (difficultiesin achieving the expected benefits from scale across the Group’s operating companies and from
the integrated management of fixed and mobile operationsin every country;

o (difficultiesin integrating our acquired businesses;
o theeffect of future acquisitions on our financial condition and results of operations;

o difficultiesin securing the timely performance of independent contractors hired to engineer, design and
construct portions of our network;

e thepotential lack of attractive investment targets;
o (difficultiesin attracting and retaining highly skilled and qualified personnel;

e changesin regulations or the interpretation or enforcement thereof and other possible regulatory actions;
and

o theeffect of unanticipated network interruptions.

The development of our business could be hindered if we fail to maintain satisfactory working relationships
with our partners.

Some of our operations are conducted through joint ventures in which we own a significant, but less than
controlling, ownership interest. For example, Brasilcel in Brazil, which isjointly controlled by Telefonicaand
Portugal Telecom, is conducted through ajoint venture. Asaresult of our less than controlling interest in these joint
ventures, our company does not have absolute control over the operations of the venture.

In addition, in some cases where we own amajority of the joint venture, we may be subject to provisionsin
shareholders’ agreements restricting our ability to control the joint venture. The relevant corporate governance
provisions vary from joint venture to joint venture and often depend upon the size of our investment relative to that
of the other investors, our experience as a telecommunications operator in the relevant jurisdiction compared to that
of the other investors and the preference or requirement of foreign governments that local owners hold an interest in
licensed telecommunications operators. As aresult, in these cases we must generally obtain the cooperation of our
partnersin order to implement and expand upon our business strategies and to finance and manage our operations.

Therisk of disagreement or deadlock isinherent in jointly controlled entities, and there is the risk that decisions
against our interests will be made and that we may not realize the expected benefits from our joint ventures,
including economies of scale and opportunities to achieve potential synergies and cost savings. In addition, our joint
venture partners may choose not to continue their partnerships with us. Moreover, changes in control of our partners
could affect our relationships with them and the management of the joint ventures.

The costs and difficulties of acquiring and integrating businesses could impede our future growth, adversely
affect our competitiveness and adversely affect our results of operations.

We have recently consummated, acquisition transactions in order to, among other things, provide servicesin
countries in which we do not currently have operations, take advantage of growth opportunities or enhance our
product portfolio in a market where we currently have operations. Our latest acquisitions include the acquisition of
BellSouth’s wireless operations in Latin America; the acquisition of Cesky Telecom (recently renamed as
Telefénica O2 Czech Republic); the acquisition of O2 in January 2006 and the acquisition in April 2006 of 50% plus
one share of Colombia Telecom (recently renamed as Telefénica Telecom). We may make additional acquisitionsin
the future.

These and our future acquisitions may expose us to certain risks, including the following:

o thedifficulty of assimilating the operations, information technology systems and personnel of the acquired
entities;

e thepotential disruption to our ongoing business caused by senior management’s focus on the acquisition;
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e our failureto incorporate successfully licensed or acquired technology into our network and product
offerings;

o theexpected cost savings and any other synergies from an acquisition may take longer to realize than
expected or may not be fully realized;

e thefailureto maintain uniform standards, controls, procedures and policies; and
e theimpairment of relationships with employees as aresult of changes in management and ownership.

We cannot assure you that we will be successful in overcoming these risks, and our failure to overcome these
risks could have a material adverse effect on our business, financial condition, results of operations and cash flow.

Risks Relating to our Industry

We face intense competition in most of our markets, which could result in decreases in current and potential
customers, revenues and profitability.

We face significant competition in all of the markets in which we operate, and we are therefore subject to the
effects of actions by our competitors in these markets. Our competitors could:

o offer lower prices, more attractive discount plans or better services and features;

e develop and deploy more rapidly new or improved technologies, services and products;
e bundle offerings of one type of service with others;

e inthecase of the wirelessindustry, subsidize handset procurement; or

e expand and enhance their networks more rapidly.

Furthermore, some of our competitorsin certain markets have, and some potential competitors may enjoy,
competitive advantages, including the following:

e greater name recognition;

e greater financial, technical, marketing and other resources;

e larger customer bases; and

o well-established relationships with current and potential customers.

To compete effectively with our competitors, we will need to successfully market our services and anticipate
and respond to various competitive factors affecting the relevant markets, such as the introduction of new products
and services by our competitors, pricing strategies adopted by our competitors, changes in consumer preferences and
general economic, political and social conditions. If we are unable to compete effectively with our competitors, it
could result in price reductions, lower revenues, under-utilization of our services, reduced operating margins and
loss of market share.

We operate in a highly regulated industry, which could adversely affect our businesses.

Asamultinational telecommunications company, we are subject to different laws and regulations in each of the
jurisdictions in which we provide services. Furthermore, the licensing, construction, operation and interconnection
arrangements of our communications systems are regulated to varying degrees by national, state, regional, local and
supranational authorities, such as the European Union. Furthermore, we are subject to strict regulation in many of
the countries and the market segments in which we operate, particularly in many areas of the fixed-line network
business.
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The regulatory authorities to which we are subject regularly intervene in the offering and pricings of our
products and services. They could also adopt regulations or take other actions that could adversely affect us,
including revocation of or failure to renew any of our licenses, authorizations or concessions to offer servicesin a
particular market, changesin the regulation of international roaming prices and mobile termination rates,
introduction of virtual mobile operators, regulation of mobile data services and regulation of the virtual local loop.
Such regulatory actions could place significant competitive and pricing pressure on our operations, and could have a
material adverse effect on our business, financial condition and results of operations.

Regulatory policies applicable in many of the countries in which we operate generally favor increased
competition in most of our market segments, especially in the fixed line, broadband and wireless service industries,
including by granting new licensesin existing licensed territoriesin order to permit the entry of new competitors or
through the imposition of special rules and obligations to those operations that are said to have a dominant position
or significant market power in a certain market. These regulatory policies are likely to have the effect, over time, of
reducing our market share in the relevant markets in which we operate.

In addition, because we a hold leading market share in many of the countries in which we operate, we could
face regulatory actions by national or, in Europe, European Union antitrust or competition authoritiesif itis
determined that we have prevented, restricted or distorted competition. These authorities could prohibit us from
making further acquisitions or continuing to engage in particular practices or impose fines or other penalties on us,
which, if significant, could harm our financial performance and future growth.

Finally, it is aso possible that services not previously regulated will be subject to future regulation, such as
international roaming or voice over Internet protocol (ol P) services, or that new regulatory requirements will be
imposed on us, such as the new EU-wide regime of data retention requirements for law enforcement purposes or
possible new regulatory initiatives in the area of mobile telecommunications.

For a complete description of the regulatory proceedings we currently face, see “Item 8—Financial
Information—Legal Proceedings’.

We operate under license and concession contracts.

Most of our operating companies require licenses, authorizations or concessions from the governmental
authorities of the countriesin which they operate. These licenses, authorizations and concessions specify the types
of services permitted to be offered by our operating companies. The continued existence and terms of our licenses,
authorizations and concessions are subject to review by regulatory authorities in each country and to interpretation,
modification or termination by these authorities. The terms of these licenses granted to our operating companies and
conditions of the license renewal vary from country to country. Although license renewal is not usually guaranteed,
most licenses do address the renewal process and terms. As licenses approach the end of their terms, weintend to
pursue their renewal as provided by each of the license agreements.

Many of these licenses, authorizations and concessions are revocable for public interest reasons. The rules of
some of the regulatory authorities with jurisdiction over our operating companies require us to meet specified
network build-out requirements and schedules. In particular, our existing licenses, authorizations and concessions
typically require that we satisfy certain obligations, including minimum specified quality, service and coverage
conditions and capital investment. Failure to comply with these obligations could result in the imposition of fines or
revocation or forfeiture of the license for the relevant area. In addition, the need to meet scheduled deadlines may
reguire our companies to expend more resources than otherwise budgeted for a particular network build-out.

Theindustry in which we operate is subject to rapid technological changes, which requires usto continuously
adapt to such changes and to upgrade our existing networks. If we are unable to adapt to such changes, our
ability to provide competitive services could be materially adversely affected.

Our future success depends, in part, on our ability to anticipate and adapt in atimely manner to technological
changes. We expect that new products and technologies will emerge and that existing products and technologies will
further develop. These new products and technologies may reduce the prices for our services or they may be
superior to, and render obsolete, the products and services we offer and the technol ogies we use, and may
consequently reduce the revenues generated by our products and services and require investment in new technology.
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In addition, we may be subject to competition in the future from other companies that are not subject to regulation as
aresult of the convergence of telecommunications technologies. Asaresult, it may be very expensive for us to
upgrade our products and technology in order to continue to compete effectively with new or existing competitors.
Such increased costs could adversely affect our business, financial condition and results of operations.

In particular, we must continue to upgrade our existing wireless and fixed line networksin atimely and
satisfactory manner in order to retain and expand our customer base in each of our markets, to enhance our financia
performance and to satisfy regulatory requirements. Among other things, we could be required to upgrade the
functionality of our networks to permit increased customization of services, increase coverage in some of our
markets, or expand and maintain customer service, network management and administrative systems.

Many of these tasks are not entirely under our control and may be affected by applicable regulations. If we fail
to execute these tasks successfully, our services and products may be less attractive to new customers and we may
lose existing customers to our competitors, which would adversely affect our business, financial condition, results of
operations and cash flow.

Spectrum capacity may become a limiting factor.

Our wireless operations in a number of countries may rely on our ability to acquire additional spectrum. The
failure to obtain sufficient capacity and spectrum coverage would have a material adverse impact on the quality of
our services and our ahility to provide new services, which could adversely affect our business, financial condition,
results of operations and cash flow.

Our business could be adversely affected if our suppliersfail to provide necessary equipment and serviceson a
timely basis.

We depend upon a small number of major suppliers for essential products and services, mainly network
infrastructure. These suppliers may, among other things, extend delivery times, raise prices and limit supply due to
their own shortages and business requirements. If these suppliersfail to deliver products and services on atimely
basis, our business and results of operations could be adversely affected. Similarly, interruptions in the supply of
telecommunications equipment for our networks could impede network development and expansion, which in some
cases could adversely affect our ability to satisfy our license requirements.

We may be adversely affected by unanticipated network interruptions.

Unanticipated network interruptions as aresult of system failures whether accidental or otherwise, including
due to network, hardware or software failures, which affect the quality of or cause an interruption in our service,
could result in customer dissatisfaction, reduced revenues and traffic and costly repairs and could harm our
reputation. We attempt to mitigate these risks through a number of measures, including backup systems and
protective systems such as firewalls, virus scanners and building security. However, these measures are not effective
under all circumstances and cannot avert every action or event that could damage or disrupt our technical
infrastructure. Although we carry business interruption insurance, our insurance policy may not provide coveragein
amounts sufficient to compensate us for any losses we incur.

The wireless industry may be harmed by reports suggesting that radio frequency emissions cause health
problems.

Media and other reports have suggested that radio frequency emissions from wireless handsets and base stations
may cause health problems. If consumers harbor health-related concerns, they may be discouraged from using
wireless handsets. While we are not aware that such health risks have been substantiated, there can be no assurance
that these concerns could have an adverse effect on the wireless communications industry and, possibly, expose
wireless providers, including us, to litigation. Even if the authorized health institutions confirm thereis no scientific
evidence of adverse health effects, we cannot assure you that further medical research and studies will refute alink
between the radio frequency emissions of wireless handsets and base stations and these health concerns.

Moreover, whether or nor such research or studies conclude thereis alink between radio-frequency emissions
and health, popular concerns about radio-frequency emissions may discourage the use of wireless communication
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devices and may result in significant restrictions on both the location and operation of cell sites, either or both of
which could have amaterial adverse effect on our wireless companies. In fact, anumber of government authorities,
including those in Spain, have already increased regulation of wireless handsets and base stations as a result of these
health concerns, and our wirel ess companies are subject to compliance with these standards and regulatory
requirements and potential litigation relating to these health concerns which could adversely affect our business,
financial condition and results of operations.

Developmentsin the telecommunications sector have resulted, and may in the future result, in substantial
write-downs of the carrying value of certain of our assets.

We review on a annual basis, or more frequently where the circumstances require, the value of each of our
assets and subsidiaries, to asses whether those carrying values can be supported by the future cash flows expected to
be derived from such assets. Whenever we consider that due to changes in the economic, regulatory, business or
political environment, our goodwill, intangible assets or fixed assets may be impaired, we consider the necessity of
performing certain valuation tests, which may result in impairment charges. The recognition of impairments of
tangible, intangible and financial assets results in a non-cash charge on the income statement, which could adversely
affect our results of operations.

For more information, see “Item 5. Operating and Financial Review and Prospects—Critical Accounting
Estimates”.

Other Risks
We areinvolved in disputes and litigation with regulators, competitors and third parties.

We are party to lawsuits and other legal proceedings in the ordinary course of our business, the final outcome of
which is generally uncertain. An adverse outcome in, or any settlement of, these or other lawsuits (including any that
may be asserted in the future) could result in significant costs to us. Such disputes and litigation may have an
adverse effect on our business, financial condition and results of operations. For a more detailed description of
current lawsuits, see “Item 8. Financial Information—Legal Proceedings”.

Item 4. Information on the Company
A. History and Development of the Company
Overview

Telefénica, S.A. isacorporation duly organized and existing under the laws of the Kingdom of Spain,
incorporated on April 19, 1924. We are;

o adiversified telecommunications group which provides a comprehensive range of services through one of
the world’s largest and most modern telecommunications networks;

e mainly focused on providing fixed and mobile telephony services,; and
e present principally in Spain, Europe and Latin America.
The following significant events occurred in 2006:

e InJanuary 2006, Telefénica, S.A. acquired 100% of English company O2 plc. The Consolidated Financial
Statements include the results of the O2 group since February 1, 2006.

e InMarch 2006, we sold shares to Prisa (pursuant to its partial takeover bid for 20% of Sogecable, S.A.)
representing a 6.57% interest in Sogecable, S.A., thereby reducing our stake from 23.83% to 17.26%.
Subsequently, Sogecable undertook several capital increases in which the Telefénica Group did not
participate, thereby diluting its holding in Sogecable at December 31, 2006 to 16.75%. As aresult of this
dilution, at December 31, 2006, the investment in Sogecable was recognized under the line item other
investments.
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e InApril, Telefonica Latinoamérica purchased 50% plus one share of Colombia de Telecomunicaciones,
S.A. ESP. In December, this company merged with Telefonica Data Colombia, S.A. Asaresult of the
merger, the Telefonica group increased its stake to 52.03%.

e OnJduly 29, 2006 TelefdnicaMdviles, S.A. merged into Telefénica, SA.

e During July 2006, Telefénica, S.A. disposed of its 59.9% interest in TPI pursuant to atakeover bid
formulated by Y ell Group Plc.

e  During the third quarter of 2006, the Telefénica O2 Czech Republic, as., obtained the third mobile
telephone license in Slovakia

Business Units

In 2006, we implemented a regional and integrated management model to pursue our customer-oriented
approach and take full advantage of scale. We have adapted the company’s management structure by creating three
business units, with each unit in charge of all fixed and mobile assetsin Spain, the rest of Europe and Latin
America, respectively.

In 2006, our business units were:

e Telefonica Spain: fixed line and mobile telephony in Spain and mobile telephony in Morocco;
o TelefonicaO2 Europe: fixed line and mobile telephony in the rest of Europe; and

o Teefonicalatam: fixed line and mobile telephony in Latin America.

In 2006 we also had certain other subsidiaries:

e Telefénica Contenidos. audio-visual media and content in Europe, Latin America and the United
Stetes; and

e Atento: call centersin Europe, Latin Americaand North Africa.

The following chart shows the organizationa structure of the principal subsidiaries of the Telefénica Group at
December 31, 2006, including their jurisdictions of incorporation and our ownership interest.
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DECEMBER 31. 2006

TELEFONICA SA

TELEFONICA OTHERS

02 EUROPA

TELEFONICA
LATAM

TELEFONICA
SPAIN

TELEFONICA DE Telesp (Brasil) @ Brasilcel Brasil Terra Networks Brasi TelefénicaMoviles - -
| ESPARA (Brazil) (Brazil) (Brazil) o El Salvador TELEFONICA O2 TELEFONICA DE ATENTON.V.

(Spain) 87.95% 50% 100% (E! Salvador) CZECH REPUBLIC CONTENIDOS and subsidiaries
100% (Czech Republic) (Spain) (The Netherlands)

69,41% 100% 91.35%

- - Telefénicadel Perti TelefénicaMoviles Telefénica Empresas Otecel (Ecuador)
TELEFONICA MOVILES (Peru) Perli ] (Spain) B 00%
ESPARA @ 0 (Perui) 100%
X 98.18% O2PLC (UK. Atco
(155;/? 100% (Argentina) Telef6nica Gestion de
100% Servicios Compartidos

Telefonicade TelefonicaMoviles TelefonicaData TEM Guatemdla and subsidiaries

Argentina || Argentina (Argentina) Argentina (Guatemala) 100% (Spain)

(Argentina) 100% (Argenting) 10004

02 uk (U.K.)
100% Endemol Investment
Holding BV @
Colombia Telecom TEM Colombia Telefonica Data Telefonia Celular — (The Netherlands)
(Colombia) (Colombia) Nicaragua 99.70%
52,03% 100% (Nicaragua) 100% - o

Telefonica Soluciones
Sectoriales
(Spain)

02 Gmbh (Germany)
100%

Endemol NV
(The Netherlands)
75%

TelefénicaMéviles
del Uruguay
(Uruguay)

Telefénica Chile
(Chile)
44,89%

Telefonica TerraNetworks Chile

Méviles Chile (Chile)
(Chile)

100%

Telef6nica

Telecomuniceciones 02 Communications
S (bli Ireland]
P”b“_cas Telcel (Venezuela) TelefénicaMoviles TerraNetworks TEM Panamé (100% )
(Spain) 100% Mexico Mexico ] (Panamd)
il (Mexico) (Mexico) 100%

Airwave 02 (U.K.)
Telefonica® 100%
International
Wholesale Services
and subsidiaries
(Spain)

(1) Ownership in Telefénica Méviles Espafiais held directly by
Telefénica, SA.

(2) 85.57% representing voting interest

(3) Ownership in Telefénica International Wholesale Services
(Spain) is held 92,51 by Telefénica, SA. (Spain) and 7,49%
by Telefénica Empresas (Spain)

(4) Ownership in Endemol is held directly by Telefénica, SA.

16



Telefénica, S.A., the parent company of the Telefénica Group, aso operates as a holding company with the
following objectives:

e coordinate the group’s activities,

allocate resources efficiently among the group;
e provide managerial guidelines for the group;

e manage the portfolio of businesses;

e provide cohesion within the group; and

o foster synergies among the group’s subsidiaries.

Our principal executive offices are located at Gran Via, 28, 28013 Madrid, Spain, and our telephone number is
(34) 91-584-03-06.

Capital Expendituresand Divestitures

Our principal capital expenditures excluding acquisitions during the three years ended December 31, 2006
consisted of additions to property, plant and equipment and additions to intangible assets. In 2004, 2005 and 2006,
€3,768 million, €5,469 million and €8,010 million, respectively, was invested.

Year Ended December 31, 2006

In 2006, capital expenditures increased by 46.4% from 2005, impacted by the acquisition of the O2 Group in
2006 and principally due to expenditures relating to investment in broadband networksin Spain and Latin America
in response to the need to bring higher capacity and new services to households, triggered by higher-than-forecast
customer and market growth. We also made expenditures associated with a faster roll out of third generation
networks, mainly in Germany. In order to meet growing traffic and customer needs, investments have also been
made in second generation networks (“GSM”) in Latin America (mainly Brazil).

Year Ended December 31, 2005

In 2005, capital expendituresincreased by 45.1% from 2004, principally due to expenditures relating to growth
initiativesin Spain and Latin Americarelated to our broadband business, increases in the capacity of our mabile
telephony networks, the rollout of our Universal Mabile Telecommunications System (“UMTS”) network in Spain,
technological developmentsin Latin America, the investment made in Distrito C (Telefonica Group headquartersin
Madrid) and the capital expenditures of Cesky Telecom, which we consolidate as from July 2005.

Year Ended December 31, 2004

In 2004, capital expenditures increased by 1.7% from 2003, principally due to expenditures by Telefonica
Moéviles on networks and technology for our mobile businessesin Spain, Brazil, Argentina and Mexico and
investments by Telefénica Latinoamérica to further develop our broadband network for our Latin Americafixed line
businesses.

Financial | nvestments and Divestitures

Our principal financia investments in 2006 were made by Telefénica, S.A. (€23,554 million for the acquisition
of O2 plc). Our principa financia divestitures in 2006 were the sale of TPl and a6.6% stake in Sogecable (€1,816
million and €330 million, respectively).

Our principa financial investments in 2005 were made by Telefénica, S.A. (€3,663 million for the acquisition
of Cesky Telecom a.s. and €1,266 million for the acquisition of 4.97% of O2 Pic (“02”) through open market
purchases), and Telefdnica Internacional, S.A. (€424 million for the acquisition of 5.0% of China Netcom Group
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Corporation’s outstanding shares through open market purchases). Our principal financial divestiturein 2005 was
the sale of a25% interest in Endemol Entertainment Holding, N.V.

Our principal financial investments in 2004 were made by Telefonica Moviles (after the 2006 merger,
Telefonica, S.A.) ($5,850 million for the acquisition of certain Bell South companies, a portion of the acquisition
price of which was paid in January 2005) and Telefonica, S.A. (€530.8 million, which included €475.1 million for
additional acquisitions of Portugal Telecom shares). Our principal financial divestituresin 2004 were the sale of
Lycos, Inc. and Pearson Plc by Terra Networks S.A. and Telefonica Contenidos, respectively.

Public Takeover Offers

On March 29, 2006, the Boards of Directors of Telefonica, S.A. and Telefénica Moviles, S.A. approved a
merger plan which provided for the merger of the two companies. The exchange ratio was set at four ordinary shares
of Telefdnica, S.A. for every five shares of Telefonica Moviles, S.A. On Jduly 29, 2006, the merger was
consummated.

On October 31, 2005, we commenced a public tender offer for all of the outstanding shares of 02, aU.K.
mobile services provider, for atotal of approximately £17.9 billion (approximately €26.4 billion calculated based on
aeuro-pound exchange rate of €1.00 = £0.6767 on October 31, 2005). On January 23, 2006, we made our tender
offer for O2 plc unconditional in accordance with the rules of the U.K. City Code on Takeovers and Mergers. As of
March 30, 2006, after the expiration of our tender offer for O2, we owned an aggregate of approximately 98.6% of
02 plc’sissued share capital. With the acquisition of over 90% of O2 plc shares solicited in the offer, Telefénica
implemented the procedures set out in the U.K. Companies Act to require compulsory sale of the remaining O2
shares which were not tendered pursuant to the offer. The aggregate acquisition cost was €26,135 million. We
consolidate O2 in our Consolidated Financial Statements as from February 1, 2006.

On March 29, 2005, Telefdnica submitted a binding bid to purchase 51.1% of the share capital of the Czech
telecommunications company, Cesky Telecom a.s., from the Czech government in an auction as part of a
privatization process. The bid price submitted by Telefonicawas 502 Czech crown per share, representing a total
value of €2,745.9 million for the Czech government’s 51.1% of the share capital of Cesky Telecom a.s. On April 12,
2005, we signed an agreement with the Czech government to purchase its 51.1% stake in Cesky Telecoma.s. Asa
result of this agreement, we were required to conduct a public tender offer for all of the remaining outstanding
shares of Cesky Telecom a.s. Pursuant to the tender offer, we acquired an additional 18.3% interest in Cesky
Telecom a.s. for approximately €911 million. As of December 31, 2006, we held a 69.4% interest in Cesky
Telecom.

On February 23, 2005, the Boards of Directors of Telefonica and Terra Networks approved a merger plan which
provided for the merger of the two companies. The exchange ratio was set at two ordinary shares of Telefénicafor
every nine ordinary Terra Networks shares. The merger was effected on July 16, 2005.

Recent Developments
The principa events that have occurred since December 31, 2006 are set forth below.

On May 14 2007, after analyzing various offers received, we entered into an agreement for the sale of our
99.7% stake in Endemol Investment Holding BV (“Endemol Holding” )-that indirectly owns 75% of Endemol NV-
to anewly incorporated vehicle, jointly and equally owned by (i) Mediacinco Cartera SL, a newly incorporated
entity owned by Mediaset SpA and its quoted subsidiary Gestevision Telecinco, S.A., (ii) Cyrte Fund 11 B.V. and
(iii) Gs Capital Partners Vi Fund, LP.

Thetotal consideration for the sale of Endemol Holding amounts to €2,629 million for 75% of Endemol NV
valued at €25 per share cum dividend and including the additional assets and liabilities within Endemol Holding and
its subsidiaries. The agreement is subject to obtaining of the relevant regulatory authorisations

On April 28 2007, we announced that we had reached an agreement with a group of Italian Investors,
Assicurazioni Generali S.p.A., Sintonia S.A., Intesa Sanpaolo S.p.A. and Mediobanca S.p.A., to congtitute a
consortium in order to purchase the entire share capital of Olimpia S.p.A. (“Olimpia”), which owns an 18% stake in
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the voting share capital of Telecom Italia, S.p.A. (“Telecom ltalia”), at a provisional price of €4.1 billion.
Completion of the transaction is conditional upon the authorizations and approvals of the relevant authorities.

The offered consideration, to be paid in cash at closing (expected by the end of 2007), implies the valuation of
Olimpia’s equity investment in Telecom Italiaat a price of €2.82 for each Telecom Italia ordinary share, for a
countervalue of approximately €4.1 billion, net of the net debt of Olimpia.

The acquisition will occur by way of anew company, Telco S.p.A. (“Telco”), which, after the transaction, will
hold approximately 23.6% of the voting share capital of Telecom Italia (18% indirectly through Olimpia and 5.6%
contributed by Generali and Mediobanca).

As aresult of the transaction, we will hold atotal of 42.3% of Telco’s share capital, and the Italian Investors
will hold the remaining 57.7% as follows. Generali, 28.1%; Mediobanca, 10.6%; Intesa Sanpaolo, 10.6%; and
Sintonia, 8.4%.

Telco will be funded with our initial contribution of €2,314 million, in cash, in addition to the corresponding
contributions of each of the Italian Investors and a bridge financing of up to a maximum of €1,000 million. A
subsequent share capital increase of Telco to reimburse totally or partially this debt will be carried out maximum six
months after the closing of the transaction, which may be subscribed by Telefonica proportionally and by Italian
investors.

The governance of Telco will be determined according to proportionality criteria; it sets forth qualified
majorities (the achievement of such mgjoritiesimplying the consent of Telefénica) for certain specific, particularly
significant transactions, including, among others, those which may change the shareholder structure (spin-offs,
mergers and reserved increases in share capital). Should such qualified majorities not be reached, a““‘deadlock’ will
occur and in some cases the resolutions will not be taken and in other cases, the relative resolutions can be passed
by simple majority of votes, without prejudice to the right of dissenting shareholders to exit the shareholder base of
Telco viaademerger, i.e. pro-rata assignation of assets and liabilities of Telco. With respect to Telecom Italia
S.p.A., Telefénicawill have the right to appoint two Directors.

The agreements shall last three years, at the end of which, without prejudice to renewal, each shareholder may
exit the shareholder base of Telco viaademerger, i.e. pro-rata assignation of assets and liabilities of Telco.

On April 18, 2007, we agreed to sell 100% of Airwave O2 Itd (a subsidiary of O2 Holdings Itd), a leading
provider of communications services and solutions to public safety usersin the UK.

The transaction was completed on April 20, 2007. The total value of Airwave O2 Itd (firm value) was 2,015
million British Pounds (€2,982 million, exchange rate €/GBP: 1.48), generating total nets proceeds for the
Telefonica Group of 1,932 million British Pounds (€2,860 million, exchange rate €/GBP: 1.48) after Airwave O2
Itd’s net debt and other liabilities. In connection with this transaction, we have assumed certain commitments,
including possible tax liahilities and contributions to O2’s pension plans on behalf of the employees of Airwave.

B. Business Overview

At December 31, 2006, the Telefonica Group’s total accesses increased 32% to 203 million from 154 million at
December 31, 2005. See “Certain Terms and Conventions”. Thisincrease in accessesis due in part to the acquisition
of the O2 Group in 2006. Total accesses at December 31, 2006, includes 145 million mobile, 42 million fixed
telephony accesses, 12 million Internet and data accesses and 1 million pay TV accesses. Additionaly, it includes
almost 1 million unbundled local loop and 1.3 million of wholesale ADSL.

In 2006 we changed the method of calculating total accesses. We have recalculated our 2005 total accesses
using our new criteria. Information in respect of 2004 is not available using such new criteria. Under our old
criteriaour total accesses were 153,526 thousand in 2005 compared with 123,493 thousand total accesses in 2004.
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The following table shows our total accesses at the dates indicated.

At December 31,

(In thousands) 2005 2006

Fixed tel@PNONY BCCESSES........cvieeiesiecte ettt ettt st et et st e resaeene e e e e s 40,859.0 42,340.7
INEEINEL ANA DAlA BCCESSES. .. .o ivveiveeitieitecre e sttt e bt ebeerteetesteesbeesbeesbesbesasesaeesbeesbeesesnrenns 11,002.6 12,170.9
INE 01T/ o= o USROS 5,166.9 3,997.7

ST 0T="0 o= oo [OOSR 5,653.0 7,974.8
OLNEN BCCESSES .....oiiveiiteetecite ettt st e sttt e st e et e e e e s e e saeeebe e beebeeabesabesbaesbeesbeesbeensesnnesanesaes 182.7 198.4

PAY TV ottt sttt st bbb et e b e e b et e et e b et ebeete st ebeebe e etestenereas 683.2 1,064.0
IVIODI @ ACCESSES. ...ttt et e et ee e et e et et e e e e eeeee et eeeeaeeeeene et eeeeeeseneneeeeeeeeaeeeennenenens 99,124.0 145,125.1
FINAl ClIENTS ACCESSES ....eeeeeeeeeeeeeeeeeeeeeeeee e e et se st es e eeeeeeeese st eseseeeeeeese st et eneneeeesseseseseenenenenens 151,668.8 200,700.7
UNBbUNAIEA [OCEI 100D .....cveeeeiitereciesieret ettt eb e e ene 441.7 962.2

R =< 0 161 T 279.0 527.7

[ | T 162.7 434.5
WHOIESEIE ADSL ...ttt sttt ettt e st e et e s b e b e st st e sae st e sbesbesbesseeneeaes 1,330.1 1,288.6
(@13 7=: TR 55.6 228.6
VW NOIESAIE ACCESSES ...t ettt ettt e et s ee et s e e s e e e st e s en st eeenseeeeenseeee s sennnans 18274 24794
TOLAl ACCESSES. ....veveeeeeeeeeeee s eeeseeeeeeseeeeeeeseeeseesese e eseee s eseeeseeseeeseesaeeseeseeeeeeseeseneseseeeseeseeeaees 153,496.2 203,180.1

Services and products of Telefénica

Fixed line business

The principal services offered by Telefénicain itsfixed line businessesin Spain, Latin America and Europe are:

Traditional fixed line telecommunication services, principally including PSTN lines; ISDN access; public
telephone services; local, domestic and international long distance and fixed-to-mobile communications
services; corporate communications services; supplementary value-added services (including call waiting,
call forwarding, voice and text messaging, advanced voicemail services and conference-call facilities);
video telephony; intelligent network services; leasing and sale of terminal equipment; and telephony
information service.

Internet and broadband multimedia services, principally including narrowband switched access to Internet;
Internet service provider (“I SP”) service; portal and network services; retail and wholesale broadband
access through ADSL and satellite technol ogies; residential-oriented value-added services (including
instant messaging, concerts and video clips by streaming, e-learning, parental control, firewall, anti-virus,
content delivery, personal computer sales); television services such as IPTV (Imagenio), cable television
and satellite television; companies-oriented value-added services, like “puesto integral o puesto
informatico”, which includes ADSL, computer and maintenance for afixed price, and VVoice over Internet
protocol (VolP) services.

Data and business-solutions services, principally including leased lines; virtua private network (VPN)
services, fiber optics services; hosting and application service provider (ASP) service, including web
hosting, managed hosting, content delivery and application, and security services; outsourcing and
consultancy services, including network management (CGP’s) and desktop services and system integration
and professional services.

Wholesale services for telecommunication operators, principally including domestic interconnection
services, international wholesale services, leased lines for other operators’ network deployment and local
loop leasing under the unbundled local loop regulation framework.
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Mobile business

Telefénica’s operating companies offer awide variety of wireless and related services and products to consumer
and business customers. Although the services and products available vary from country to country, the following
are Telefénica’s principal services and products:

Wireless Voice Services. Telefonica’s principal servicein al of its markets is wireless voice telephony,
which has gained increased usage as aresult of Telefonica’s increased customer base and increased market
penetration rates.

Value Added Services. Customersin most of Telefénica’s markets have access to arange of enhanced
calling featuresincluding voice mail, call hold, call waiting, call forwarding and three-way calling.

Wireless Data and Internet Services. Current data services offered include Short Messaging Services, or
SMS, and Multimedia Messaging Services, or MMS, which allow customers to send messages with
images, photographs and sounds. Customers may also receive selected information, such as news, sports
scores and stock quotes. Telefonica also provides wireless connectivity and Internet access. Through
wireless | nternet access, its customers are able to send and receive e-mail, browse web pages, download
games, purchase goods and services in m-commerce transactions and use its other data services.

Corporate Services. Telefonica provides business solutions, including wireless infrastructure in offices,
private networking and portals for corporate customers that provide flexible on-line billing. Telefonica
Moviles Espafia offers corporate services through MoviStar Corporativo, and other advanced solutions for
data, developed for specific sectors.

Roaming. Telefénica has roaming agreements that allow its customers to use their handsets when they are
outside of their service territories, including on an international basis.

Fixed Wireless. Telefonica provides fixed voice tel ephony services through wireless networks in Morocco,
Argentina, Peru, Venezuela, El Salvador, Guatemala, Mexico, Nicaragua and Ecuador.

Trunking and Paging. In Spain and Guatemala, Telefonica provides digital wireless services for closed-user
groups of clients and paging services.

M-payment. Through its subsidiary, Telefénica Méviles Espafia, and together with V odafone Espafia,
Orange and other financia institutions and processing companies, Telefénica has a 13.36% interest in
Mobipay Espafia, a company incorporated to develop micro-payments. Telefénica aso has a 50% interest
in Mobipay International, aimed at expediting payments through mobile phonesin an international setting.
Banco Bilbao Vizcaya Argentaria, S.A. is the other 50% shareholder in Mobipay International.

Telefonica Spain Operations

Telefonica Spain Fixed Line Business

Operations

The following table shows the development of Telefonica de Espafia’s Spanish telecommunications network
and growth in usage of that network since 2004:

At December 31,
(In Thousands) 2004 2005 2006

Fixed tel @phony @CCESSES........coviirieeririeiee e 16,334.8 16,135.6 15,949.9
Internet and Data GCCESSES ... ..coieeeireeicteeetee et etee et et e st et e e eanes 4,221.9 4,400.5 4,842.0
NAITOWDANG........ooviiiece e 2,263.5 1,614.9 1,040.5
Broadband...........ooeiiieiieie e e 1,882.0 2,720.7 3,742.7
(@)1= = o0 oo = J R 76.4 64.9 58.8
2> Y 1Y 25T 8.5 206.6 383.0
FiNal ClIENtS ACCESSES........cvvevveeeeteeeeeeesecsssesssessessssssessssssssssesssessnsnens 20,565.2 20,742.6 21,174.9




At December 31,

(In Thousands) 2004 2005 2006

Unbundled [0Cal 100P........coouriirirerirereese s 116.1 434.8 939.0

RS 0Tt L6 1 R 37.7 279.0 527.7

| L R 78.4 155.7 411.3
WHhOIESAIE ADSL ...t 618.4 721.9 586.4
(@)1= ST 7.8 74 6.4
VWHOIESBIE BOCESSES .....eeeeeeeeeeeeeeee e et et e e ereee s st enenenes 742.3 11641 1,531.8
TOLAI ACCESSES. .....eeeeereeeeeeeseeeeeeeseeeeseseseeseeeseeeseee e eeseseeeeseeeeeeseeseeeseeens 21,307.5 21,906.7 22,706.7

The following table shows the evolution of network usage since 2004:

At December 31,
2004 2005 2006
Linesin Service per EMPIOYEL........cccvvveeeeeveererese e s eree e see e see e 566.0 623.5 669.4
Volume of fixed line voice traffic (in millions of minutes) ................... 123,026.0 110,207.0 99,208.0

Volume of outgoing fixed line voice traffic (in millions of minutes).... 68,787.0 59,418.0 54,426.0
Volume of incoming fixed line voice traffic (in millions of
ININUEES) vttt bbbttt 54,239.0 50,789.0 44,781.0

In 2006, voice and Internet traffic decreased mainly as aresult of adecreasein local calls and calls for Internet
access as well as decreases in incoming traffic from other operators. The number of minutes consumed in 2006
decreased by 10% to 99,208 million minutes in 2006 from 110,207 million minutes in 2005. The decrease in
minutes consumed in 2006 was mainly due to a 8.9% decrease in minutes per line per day to 17.2 minutesin 2006
from 18.9 minutes in 2005, mainly due to a decrease in minutes per day per line of traditional and incoming traffic.

Outgoing traffic, which includes voice and Internet calls, accounted for 54.9% of Telefonica de Espafia’s total
traffic in 2006. Outgoing traffic decreased by 8.4% to 54,426 million minutes in 2006 from 59,418 million minutes
in 2005 due to adecrease in national calls, fixed to mobile calls and calls for Internet access that were not fully
compensated for by the increase in international calls. With respect to value added services, subscribersto caller
identification increased by 8.7% to 8.6 million in 2006 compared to 7.9 million in 2005.

Incoming traffic, which also includes voice and Internet calls, accounted for 45.1% of Telefonica de Espaia’s
total traffic in 2006. Incoming traffic decreased by 11.8% to 44,781 million minutesin 2006 from 50,789 million
minutes in 2005.

During 2006, Telefénica de Espaiia continued offering different discount plans (bundled service plans and flat
rate plans) targeted to different client profiles. At December 31, 2006, the total number of subscribers for such
discount plans was 4,638,661.

Since 2005 ADSL products have a so been bundled with other products, such as voice services (“Duos”) or with
voice and IP TV services (“Trios”). The offers of DUo and Trio product bundles have already exceeded the 2.7
million mark in terms of units sold. This products are having a positive impact in traffic and market share evolution.
At the beginning of 2006, Telefdnica de Espafia launched a pair of high speed ADSL Internet services at 10 and 20
Mb bit rates. At December 31, 2006, we had 27,815 10 Mb clients and 3,071 20 Mb clients.

Other broadband market driversin the last quarter of the year included a number of special offers launched
including bundles with Duos or Trios and a certain amount of free calls (fixed to mobile). With these offers
Telefénica has added more than 280,000 customers. This market strategy represents afirst step toward fixed-mobile
convergence.

Finally, and taking into account the commitment of Telefénica de Espafiafor expanding the broadband market
to remote sites, afamily of broadband ADSL products focused on rural areas was launched at the beginning of 2006,
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reaching more than 24,000 subscribers at the end of the year. These products are subsidized by the Spanish
government.

IPTV (“Imagenioy TC Menorca”) accesses increased to 0.4 million at December 31, 2006 compared to 0.2
million at December 31, 2005 due to intense commercial campaigns and to an aggressive plan to increase the service
coverage. Imagenio has lead the growth of the Spanish Pay TV market holding an estimated share of 41.3% of total
market growth (as measured by the number of subscribers),.

Sales and marketing

One of our main prioritiesisto satisfy customer needs by improving the quality of our customer service. We
have continued our strategy of segmenting our customers in order to tailor our services to best meet the specific
needs of each customer segment. In addition, in order to increase our ability to distribute our products and services
we have signed agreements with large department stores to complement our traditional channels of distribution.

The corporate customer service model developed by Telefonica de Espafia, which isaimed at achieving the
highest degree of efficiency in customer service, features the following:

e a24-hour personal customer service line for purchasing any type of product and service and handling
customer queries;

e the Tiendas Telefénica (“Telefénica stores”) where customers can test and buy products marketed by
Telefonica;

o Teefonica’s “virtua” store, accessible by Internet, which offers the ability to order and purchase online the
majority of services and products offered by Telefénica; and

e asophisticated customer service system for corporate clients, ranging from a telephone help line for small
and medium-sized businesses to the assignment of sales managers to address the needs of larger corporate
clients.

In addition, we have continued to develop our product portfolio, especially in broadband services. For instance,
customers now have the option to finance the acquisition of desktop or portable computers from us as part of our
ADSL offerings. During 2006 we have modified our IPTV product (Imagenio) and began developing it asa
“Customized TV concept”. In addition to our existing video on demand (“VOD”) and pay per view (“PPV”)
services, during 2006 we launched new market features such as “I magenio Basico”, which offers customers a
variety of pre-selected channel packages and which has reached approximately 10% of the subscribers base in only
four months, and “Canales ala Carta” which allows customers to customize subscription options according to a
selection of individual channels.

The commercial strategy during 2006 focused on flat rates plans and fixed to mobile call bonuses with different
offers depending on market segments. During 2006, Telefénica de Espafia continued its focus on awide offering of
integrated telecommunications solutions to satisfy customer needs and to reinforce quality service and customer
loyalty.

Competition

The level of competition faced by Telefénica de Espafiain 2006 was similar to prior years, with most
competitor activity directed at residential markets through product offerings bundling broadband service and voice
calling plans. Telefdnica de Espafia’s principal competitors fall within three main categories:

e Cable operators, such as the nationwide cable operator ONO, offering cable triple play packages (offerings
of Internet, Pay TV and voice services) and, regional cable operators.

e Unbundling Local Loop (“ULL”) operators, such as Orange (formerly Wanadoo), Ya.com (a subsidiary of
Deutsche Telekom), Jazztel and Tele2.

e Large-business oriented operators, such as British Telecom and Colt, offering voice and data VPNs
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Telefonica de Espafia’s estimated market share during 2006 was as follows:
e Broadband market share amounted to approximately 56% of retail accesses;

e Telephone lines market share amounted to approximately 82.5% of retail accesses (down from
approximately 85% in 2005);

e Traffic market share amounted to approximately 66% of minutes (nearly flat compared to 2005); and
e TV market share amounted to approximately 10% of the market (up from approximately 6% in 2005).

Network and Technology. Telefnica Spain has made significant investments to develop its broadband access
business through ADSL technology, strongly increasing the coverage and the development of Imagenio service.

Telefonica Spain Mobile Business

Telefénica Spain provides wireless services in Spain and Morocco, through the operators Telefonica Moviles
Espafiaand Medi Telecom.

Total customersat Total customersat

Country Company Population December 31,2005  December 31, 2006
(in thousands) (in thousands) (in thousands)
Spain Telefénica Méviles Espafia 45,120 19,890 21,446
Morocco Medi Telecom (1) 30,722 4,023 5,155

(1) Jointly managed by Telefonicaand Portugal Telecom. Each of Telefénica and Portugal Telecom has a 32.18%
interest in Medi Telecom. Medi Telecom is also owned by minority shareholder’s.

Soain

Operations. With an estimated population of approximately 45 million people, Spain is the fifth largest wireless
market in Western Europe with approximately 47 million wireless customers at December 31, 2006. This customer
base represents a penetration rate of 104%. The penetration rate in the Spanish market grew 7.7 percentage pointsin
2006.

We offer wireless services in Spain through Telefonica M éviles Espafia, the leading wireless operator in Spain
in terms of total number of customers at December 31, 2006. Telefénica Moviles Espafia had approximately 21.5
million customers at December 31, 2006, representing an estimated 45.5% market share and almost sustaining its
higher estimated outgoing revenues market share.

Customer information on the wireless market of Spain, including its market share, is based on annual reports
and press rel eases made public by market competitors or information from local regulators.

The following table presents selected statistical data relating to the operations of Telefénica Moviles Espafia:

At or for theyear ended December 31,

2004 2005 2006

Total customers (in MillioNS) ..o 19.0 19.9 215
Prepaid customers (in millions) ..........coccveveininecencnieene 9.7 9.2 9.3
MOU (IMINUEES)......ccueitiieiirierieienie st 131.3 149.7 156.2
ARPU (1N BUFOS) ...ttt 321 331 32.9

Telefénica Moviles Espafia’s customers grew 8.0% at the end of 2006 compared to 2005. MOU grew 4.3%
reaching 156 minutes per user, while ARPU was €32.9 in 2006, a slight reduction of 0.6% compared to 2005. Data
ARPU stands at 4.6 euros for the year as awhole with a 2.9% increase in annual terms compared with 2005.
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The Spanish wireless market has shown growth as aresult of a decline of wireless handset prices and per
minute call rates, and the introduction of pre-paid calling plans. With strong competition in number portability and
pressure on pricing, including termination rate reductions, along with the potentia entry of new competitors,
Telefénica Moviles Espafiais focused on key initiatives to preserve its position as aleading mobile operator in the
market, leading it to increase commercial efforts with measures including:

e in-depth market segmentation, with afocus on customer value;
e smart pricing to stimulate usage, launching segmented packages and innovative tariff options; and
e leveraging UMTS to develop new services, deploying the network ahead of competitors.

Sales and Marketing. Since Telefonica Méviles Espafia began providing wireless servicesin Spain, its sales and
marketing strategy has been to generate increased brand awareness, customer growth and increased revenues.
Telefénica Moviles Espafia utilizes several types of marketing channels, including television, radio, exterior signage,
telemarketing, direct mail and Internet advertising. Telefénica Moviles Espafia also sponsors several cultural and
sporting eventsin order to increase its brand recognition.

For purposes of sales and distribution, Telefénica Méviles Espafia divides the Spanish market into the consumer
market and business market. At December 31, 2006, Telefénica Méviles Espafia had 9,232 points of sale for the
consumer market, including specialized and large retailers. In addition, Telefénica M éviles Espafia uses
approximately 120 points of sale that are owned by the Telefonica Group.

Competition. Telefénica Maviles Espaia currently has seven competitors in the Spanish market for wireless
communications service: “Vodafone Espafia”, asubsidiary of Vodafone PLC, France Telecom Espafia S.A., which
operates under the trade name “Orange”, “Yoigo”, whose principal shareholder is TeliaSonera, “Carrefour mévil ”,
the first Mobile Virtual Network Operators (MVNO) in the Spanish market and “Happy mévil 7, which is owned by
The Phone House’s group. Other MV NO operators that use Vodafone’s network are “Lebara mévil” and
“Euskaltel .

Network and Technology. Telefénica Moviles Espafia’s digital network in Spain is based upon the GSM/UMTS
standard. The prevaence of the GSM standard, together with Telefonica Méviles Espafia’s international roaming
agreements, enables its MoviStar customers to make and receive calls throughout Western Europe and in more than
200 countries worldwide. Telefénica Moviles Espafia’s GSM/UMTS based network provides its customers with
access to many of the most advanced wireless handsets and a full panoply of services and products.

In 2005 and 2006, Telefonica Mdviles Espafia invested an aggregate of approximately €1,477 million in
building out and enhancing its networks in Spain and developing its technologica platforms and information
systems. At December 31, 2006, Telefonica Mdviles Espafia’s GSM/GPRS digital network in Spain, which
consisted of 115 switching centers and approximately 19,383 base stations, provided coverage to approximately
99% of the population. At December 31, 2006, Telefénica Méviles Espafia’s UMTS network provided coverage to
areas where approximately 80% of the Spanish population resides, with more than 6,000 UMTS base stations
installed.

Morocco

Telefdnica provides wireless services in Morocco through Medi Telecom, S.A., in which it holds a 32.18%
interest and shares management responsibilities with Portugal Telecom, which aso holds a 32.18% interest. Medi
Telecom is aso owned by local minority shareholders. Medi Telecom is one of three wireless operatorsin
Morocco, with over 5 million customers at December 31, 2006. Medi Telecom commenced offering wireless
servicesin Morocco in March 2000, eight months after it was awarded a GSM license covering the Moroccan
national territory. In 2005, Medi Telecom obtained alicense of fixed telephony and the company is currently
constructing the fixed network using technology WiMax.

Competition. Medi Telecom competes with Maroc Telecom, the former state monopoly provider of all
telecommunications services in Morocco, and Wana (the new brand for Conect Maroc), the third wireless agent in
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the market, that started commercial operations by launching the first commercial offer for business customers on
February 7, 2007.

Shareholders’ Agreement. Telefonica Méviles Espafia has entered into a shareholders’ agreement with other
shareholders of Medi Telecom under which it has the right to appoint the chief executive officer of Medi Telecom.
In addition, as of April 2003, the sale or transfer of sharesin Medi Telecom triggers aright of first refusal to the
other non-transferring shareholder in two steps: firstly to the Technical Shareholders (Telefénica Méviles Espafia
and Portugal Telecom) and secondly to the remaining shareholders. In addition, the change of control in the direct or
indirect shareholders of Medi Telecom (which specifically includes the acquisitions of such interest by a competitor
of Telefénica, S.A. or Portugal Telecom) would entitle the non-affected shareholder to exercise a call option over
Medi Telecom’s shares owned by the party undergoing such change of control. The shareholders’ agreement also
requires specified majority votes to approve most corporate actions.

Operations. The following table presents selected statistical data relating to Medi Telecom:

At or for theyear ended

December 31,
2004 2005 2006
Total mobile customers (IN MITTIONS) .......c.oviiiiiine e 29 4.0 52
Pre-paid customers (iN MillIONS) ........ccvveieiinerneee e 2.8 39 5.0
Total fixed wireless (in thouSaNds) ..o — — 17
MOU (IMINUEES) ...ttt sttt b et b e bbb e nb e nnas 66.8 56.5 45.0
ARPU (BURY) ...ttt 14.0 8.7 75

With a population of approximately 31 million people, Morocco had 16 million wireless customers at December
31, 2006, representing a penetration rate of 51.6%. Medi Telecom estimates that the Moroccan market grew 29% in
2006 compared to 2005. The decline of MOU in 2006 was due principally to the reduction in the number of
promotions offered in 2006 compared with 2005. In addition, the declinein ARPU was due to a greater proportion
of prepaid customersin 2006 compared to 2005.

Sales and Marketing. Medi Telecom’s sales and marketing strategy has been to generate rapid customer growth.
At December 31, 2006, approximately 97% of Medi Telecom’s customers used pre-paid plans with the remainder
using contract service.

Competition. Medi Telecom competes with Maroc Telecom, the former state monopoly provider of all
telecommunications services in Morocco.

Network and Technology. Medi Telecom’s network in Morocco is based upon the GSM standard. Medi
Telecom has been offering wireless Internet, through GPRS, since November 2004. In 2005, Medi Telecom was
awarded afixed license in Morocco, and the company isrolling out afixed network based on WiMax technology. In
2006, the company obtained a 3G license. The price of the license was approximately €32 million.

Teefonica O2 Europe

Telefénica O2 Europe’s principal activities are the provision of mobile telecommunications servicesin the
United Kingdom, Germany and Ireland and fixed and mobile servicesin the Czech Republic and in the Isle of Man.
Since August 2006 Telefonica O2 Europe has a mobile licence to operate in Slovakia.

Telefonica entered the telecommuni cations market in Europe through its acquisition of a 69.4% interest in
Cesky Telecom in 2005 and its acquisition of 100% of O2 plc in early 2006. O2 plc changed its name to Telefonica
02 Europe in January 2007.

The following table presents statistical data relating to our operationsin Europe:
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At December 31,

2004 2005 2006

(in millions)

United Kingdom

MODIIE CUSIOMETS. ...ttt sttt re e st e e s teeeare e saneeeneeas 14.2 16.0 17.6
Germany

MODIIE CUSIOMETS. ...ttt ettt re e e s re e sabe e sabeesabe e saneesare s 7.4 9.8 11.0
Czech Republic

MODIIE CUSIOMETS. ...ttt ettt et re e e be e s re e sabe e s b e e sareesaneesnre s 4.4 4.7 49

Fixed tel @PNONY BCCESSES .....c.ueiuiriireeie ettt et bbb e e b e 32 29 24

Broadband GCCESSES .......cceeeieeiree ettt ettt et e et te e et ste e e esr e are e sareenare s 0.1 0.3 0.5
Ireland

MODIIE CUSIOMETS. ...ttt ettt et st st be e s re e sabe e sareesabeesaneesnne s 15 1.6 1.6
Others

MODIIE CUSIOMETS. ...ttt ettt be e et be e s re e sab e e sabeesabeesareeenne s 0.1 0.1 0.1

Fixed tel @PNONY BCCESSES ........eiiriireeieriee ettt sttt bt e bbb e 0.1 0.1 0.1
TOtAl CUSIOMETS.....oecuviiiteitee e cteeeteeiee et e et e ebeeete et e e stesbeesbeesbeebesasssaeesaeesbeensesabesasesseesransrens 309 354 38.2

The following section provides a description of the main markets in which O2 operates. Customer information,
including market share, are estimates that Telefénica has made based on annual reports and press rel eases made
public by its competitors or information from local regulators in the respective markets.

United Kingdom — O2 UK

The following table presents statistical data relating to our operationsin the United Kingdom:

At December 31,
2004 2005 2006
Total mobile customers (IN MITTIONS) ......ccviiiiiee e 14.2 16.0 17.6
Pre-paid customers (in MillioNS) .........ccviiiiineee e 9.3 10.5 114

02 UK’stotal customer base roseto 17.6 million at December 31, 2006, 1.7 million higher than at December
31, 2005. A total of 716,000 net new contract customers and 936,000 net new pre-pay customers were added during
the 12 month period to December 31, 2006, driven by higher gross additions and lower churn.

02 UK’shlended ARPU of €33 for the year ended December 31, 2006 was €1 higher than the previous year
reflecting the continued growth in data ARPU coupled with broadly stable voice ARPU. Data ARPU increased to
€11 at December 31, 2006 from €9 at December 31, 2005 driven by growth in both SMS and non-SMS data. SMS
volumes sent in the year ended December 31, 2006 were 5.1 billion.

Annua minutes of use per user per month were up 12% year-on-year to 172 driven by promotions such as 50%
extra minutes on 18 month contracts, O2 Treats (offering customers bundles of free text messaging, voice minutes or
value added services after 6 months as an O2 customer to reward loyalty) and Long Weekends (offering free on net
calls from Saturday to Monday for new and existing O2 Pay and Go customers who top up 15 pounds a month and
free callsto any network in the UK or new Pay Monthly and upgrading customers).

2006 saw tough competition in the market and O2 UK promoted a number of products and services aimed at
the acquisition and retention of customers and revenue growth. At December 31, 2006 there were 69.8 million
subscribersin the UK market. 02 UK was the market leader with an approximately 25% market share. Despite the
tough competition O2 UK was the market leader with an approximately 25% market share improving versus prior
year in 1.1 percentage point.

02 Group includes the results of Be* from July 2006. Be* isthefirst U.K. ISP to offer this service, with plans
to offer an integrated mobile and broadband service from O2 in mid 2007.

02 U.K. also completed the rebranding of 96 link storesto expand its O2 Retail network to over 400 stores.
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In addition to O2 UK there are currently four other network operatorsin the UK mobile telecommunications
market: “Vodafone UK”, which is a subsidiary of Vodafone Pic, “T-mobile”, a subsidiary of Deutsche Telecom,
“Qrange” owned by France Telecom and “3”, belonging to Hutchison Whampoa. MV NO’s operating in the UK
market include “Virgin Mobile” and “Fresh”, owned by Virgin Media and The Carphone Warehouse Group
respectively, which both use T-Mobile’s network and “Tesco Mobile”, ajoint venture in which O2 UK holds a50
percent stake and which uses the O2 network.

Germany — O2 Germany

The following table presents statistical data relating to our operationsin Germany:

At December 31,
2004 2005 2006
Total mobile customers (iN MIIONS) .......ccooiiiiiiii s 74 9.8 11.0
Pre-paid customers (in MIillIONS) ..o 33 48 55

02 Germany’stotal customer base roseto 11.0 million at December 31, 2006, 1.3 million higher than at
December 31, 2005, and included 827,000 customers acquired through the Tchibo Mobilfunk joint-venture
distribution channel. Contract customers comprised 49.7% of the total base at December 31, 2006 compared to
50.9% at December 31, 2005.

Blended ARPU was €24 for the year ended December 31, 2006, down from €28 last period. This trend reflected
the termination rate cuts of approximately 17%, the higher proportion of pre-pay customers in the total base, and the
increasingly competitive market environment. Contract ARPU of €40 as at December 31, 2006 was €2 lower than at
December 31, 2005 which also reflected the impact of termination rate cuts, as well as the introduction of new
customer offers. Pre-pay ARPU of €9 as at December 31, 2006 was €2 lower than for the year ended December 31,
2005, mainly reflecting the impact of the termination rate cuts and competition.

Annual minutes of use per user per month grew by 5% year-on-year to 127 driven by new propositions such as
Genion flat rate.

During the year O2 Germany launched a DSL (asymmetrical digital subscriber line) service and refreshed its
successful Genion Homezone tariffs, enabling the company to offer integrated mobile, DSL landline telephony and
broadband Internet access services. On December 1, 2006, HSDPA was launched where data download speeds of up
to 1.8Mbit/s became available in Hamburg, Cologne, Disseldorf, Frankfurt and Munich.

The DSL packages, O2 DSL S/IM/L, comprise aDSL connection of 4 to 16 Mbit/swith aflat rate tariff for
Internet access, plus per minute billing for fixed line calls with the S package and aflat rate calling tariff for both the
M and L packages. O2 DSL customers who are also O2 mobile contract customers receive a discount each month.
Each package includes aDSL Surf & Phone Router which is a “plug-and-play” solution, installing itself
automatically, and includes an ISDN terminal, two analogue telephones sockets, a WLAN-enabled DSL router and
an integrated firewall and content filter.

The refreshed Genion tariffs, SM/L, are closely integrated with the new DSL offering. The new tariffs simplify
and reduce prices for making calls from both within and outside the Homezone. The Genion Stariff is apost pay
tariff without afixed contract term and no basic monthly fee, i.e., customers only pay for the calls they actually
make. Genion M offers aflat rate tariff for calls from the Homezone, while the Genion L tariff introduces a
Germany-wide flat rate.

Market penetration grew by 7 percentage points to 103% at December 31, 2006, but was still below the
European average.

02 subscriber market share in Germany was 13% at December 31, 2006 compared with 12% at December 31,
2005.
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02 Germany currently competes against 3 other companies in the German market for Mobile
Telecommunications. These are “Vodafone Germany”, asubsidiary of Vodafone Plc, “T-Mobile” which is owned
by Deutsche Telecom and “E-Plus” which is owned by KPN.

Czech Republic — Telefénica O2 Czech Republic

The following table presents, at the dates indicated, selected statistical data relating to Czech Republic

At December 31,
2004 2005 2006
(in millions)
Fixed telephony 8CCESSES(L)......cerererierieie ettt et e e sb e 32 29 24
Broadband GCCESSES ........eoiuieieiee ettt e e et e a e e e raenreenrean 0.1 0.3 0.5
Total MODIIE CUSIOMENS.......cceeiieie et e s raesraenrean 4.4 4.7 49
Prepaid Mobile CUSIOMEYS.......ccciiiiierie e 33 31 3.0

(1) Fixed telephony accesses excludes “incoming only” lines.

The total number of fixed telephony accesses amounted to 2.4 million at December 31, 2006, down by 17.4%
year-on-year mainly as the result of the strong fixed to mobile substitution effect.

Telefénica O2 Czech Republic recorded 0.19 million net additions to ADSL accessesin 2006 compared to 0.17
million net additionsin 2005. This progressive increase was supported by a successful marketing campaign that
began at the beginning of the year. The total number of ADSL accesses reached 0.5 million at December 31, 2006,
compared to 0.3 million at the end of 2005 (up 71.5% year-on-year). On September 1, 2006, Telefénica O2 Czech
Republic entered the multimedia entertainment market with the launch of O2 TV service, an IPTV based product.
By the end of 2006, O2 TV had 15,600 customers.

There were 4.9 million total mobile customers at the end of 2006, an increase of 4.0% year-on-year. Net
additions reached 0.2 million in 2006 (compared to 0.3 million in 2005). The total number of contract customers
reached 1.9 million at December 31, 2006, up by 0.3 million compared with December 31, 2005, which represents
21.3% growth following the active prepaid to contract migration strategy. Contract customers accounted for 38.5%
of the total customer base at December 31, 2006, up from 33.1% at December 31, 2005.

02 Czech Republic isthe largest provider of fixed and wireless voice and data services in the Czech Republic.
At December 31, 2006, the SIM card penetration rate in the Czech Republic was 121%.

Total mobile traffic grew by 21.0% year-on-year, reflecting an increased average MOU per subscriber and the
increase of incoming traffic. Blended ARPU registered a 0.2% year-on-year increasein local currency to reach €18.

There are currently two other competitors in the Czech Republic mobile telecommunications market. These are
“V odafone Czech Republic” which is owned by Vodafone Pic and “T-Mobile” which is part of Deutsche Telecom
AG.

Ireland —-O2 Ireland

In a competitive market, O2 Ireland traded well. O2 Ireland added atotal of 0.3 million customers, reaching a
total customer base of 1.6 million customers, 4.9% higher than in the same period last year.

02 Ireland announced in December that it had formed ajoint venture with Tesco in Ireland, Tesco Mobile, to
sell exclusively Tesco branded mobile services in Tesco Ireland stores nationwide. Tesco Mobile Ireland will use O2
Ireland’s technology and network.

Telefénica Latam

Telefonica Latam provides fixed line and wireless, satellite and cable TV services through the operators
described in the following sections in the main Latin American markets. In addition, Telefénica Latam’s group’s
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other members include: Telefénica Empresas, following its segregation and subsequent integration into the
Telefénica Latinoamérica group’s fixed line activities in Latin America during 2005; Telefénica International
Wholesale Services (TIWS) the business unit responsible for other telecommunications operators and for managing
the group’s international services and the network which supports these services; and Terra Networks
Latinoamérica, as aresult of the merger by absorption of Terra Networksinto Telefonica, S.A. in July 2005.

Telefénica Latam Fixed Line Business

The following table sets forth ownership and management information as of December 31, 2006 regarding the

principal fixed line telecommunications operators that are members of the Telefénica group.

Year
Company Acquired Population Interest
(in millions)
Telecomunicagdes de S0 Paulo—TeElesP........ooveiirieeniiereeeeeee e 1998 40.7 87.9%
TElEfONICACHITE (L) .ovvevevieeeeirieieiseee et 1990 15.7 44.9%
TelefONiCade ArgeNtiNa........ccoieirieererie et 1990 39.5 98.0%
TEl&fONICAAE PEIU ...ttt 1994 28.4 98.2%
TelefONICATEIECOM ...ttt et nas 2006 46.8 52.0%

Source: Population : Pyramid Research

(1) Telefénica Latinoamérica appoints a majority of the members of the Board of Directors

Telefénica Latam Mobile Business

The following table provides a summary overview of Telefonica’s principal wireless operating companies and
the technol ogies used to operate:

Country Company Population Interest Network & Technology
(in millions) (%)
Brazil Brasilcel, N.V.(1) 138.9 50 GSM, CDMA, TDMA
Mexico TelefonicaMoviles México, SA. deC.V. 107.5 100 GSM, CDMA
Panama Telefonica Moviles Panama, S.A. 33 100 GSM, CDMA
Nicaragua Telefénica Moviles Nicaragua, S.A. 59 100 GSM, CDMA
Guatemala Telefonica Moviles Guatemala, S.A. 12.9 100 GSM, CDMA
El Salvador Telefonica Moviles El Salvador, SA. deC.V. 7 929.1 GSM, CDMA
115.6
Venezuela Telcel, SA. 27 100 GSM, CDMA, TDMA
Colombia Telefonica Moviles Colombia, S.A. 46.8 100 GSM, CDMA, TDMA
Peru Telefonica Moviles Pertl, SA.C. 284 98.5 GSM, CDMA, TDMA
Ecuador Otecdl, SA. 134 100 GSM, CDMA, TDMA
58.5
Argentina TelefénicaMoviles Argentina S.A. 39.5 100 GSM, CDMA, TDMA
Chile Telefonica Movil de Chile, SA. and 15.7 100 GSM, CDMA, TDMA
Telefonica Moviles Chile, SA.
Uruguay Telefénica Moviles Uruguay, S.A. 3.3 100 GSM, CDMA, TDMA

Source: Population : Pyramid Research

(1) Jointly controlled and managed by Telefénica and Portugal Telecom. Brasilcel, N.V. is the holding company
which controls the operating company Vivo, S.A.

Operationsin our main markets

The following section provides a description of the main markets in which Telefnica operates. Customer
information on the wirel ess markets in which Telefonica operates, including its market share, are estimates that
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Telefénica has made based on annual reports and press rel eases made public by its competitors or information from
local regulatorsin the respective markets.

Brazl
Brazl Fixed Business - Telecomunicagdes de Sdo Paulo—Telesp

Telesp provides fixed line and other telecommunications services in the Brazilian state of S&o Paulo under
concessions and licenses from Brazil’s federal government.

The following table providesinformation with respect to Telesp’s fixed line telecommunications network at the
dates indicated.

At December 31,
2004 2005 2006
Fixed telephony accesses (iN MIllioNS) .......c.cccevereinincinenereeeese e 125 12.3 12.2
Dataand Internet accesses (iN MIllIONS).........ccvvireinireineeereeee e 3.0 43 4.6
Broadband accesses (in MIllIONS) ........coveiiirnineeee e 0.8 1.7 22
Penetration rate in SA0 PAUlO .........ccooiiiiiirceeese e 29.3% 30.9% 31.7%
Linesin Service per eMPlOYER........coeieiieieeee et 1,865 1,744 1,656

At December 31, 2006, Telesp managed approximately 16.8 million accesses, representing an increase of 0.6%
from 16.6 million accesses at December 31, 2005, due to a 30.4% increase in broadband accesses as a result of
Telesp commercial efforts offset in part by a 1.9% decrease in the number of fixed telephony accesses.

Telesp’s network is 100% digitalized. Its productivity ratio decreased to 1,656 lines in service per employee at
December 31, 2006 from 1,744 linesin service per employee at December 31, 2005, principally due to adecrease in
linesin service and an increase in the number of employees at December 31, 2006 compared to December 31, 2005,
mainly due to the merger of Telefénica Empresas Brazil in the middle of 2006.

Fixed line voice traffic decreased 2.7% to 56,019 million minutes in 2006. This decrease was due to the
increased use of mobile phones, which affected mainly local and long distance traffic, to the decline in traffic in the
intrastate long distance market and to the increase in pre-paid lines related to post-paid lines, which affects fixed-to-
mobile and long distance traffic because of the restrictions on calls made from such lines. Local fixed-to-fixed
traffic also decreased 3.5% in 2006, while Internet traffic increased 46.1% due to the migration of customersto flat
fee packages.

In 2006, Telesp approved an investment of up to approximately reais 1.2 billion (approximately €439 million)
for the development of Pay TV and broadband servicesin Brazil. Thisincluded carrying out the investments
pursuant to the agreement signed with Abril Comunicacfes S.A., TVA Sistemade Televisad S.A., Comercial Cabo
TV Sad Paulo Ltda., TVA Sul ParanaLtda. and TVA Radioenlaces Ltda. (the “Abril Group”), for the combination
of our telecommunications and broadband services with those of Tevecap SA. (“TVA”), the second largest Pay TV
provider in Brazil with operationsin four states. Completion of this agreement is conditional upon the authorizations
and approval of the competent authorities and compliance with the other conditions precedent set forth in the
agreements.

Competition. In addition to evolving regulatory considerations, Telesp’s businessis affected by competition
from other telecommunications providers. Telesp began to face competition initsregion in July 1999 and
competition has contributed to declining prices for fixed line telecommunications services and increasing pressure
on operating margins.

Telesp is subject to competition for local telephone services from a“mirror” license holder, which was granted
rights similar to those granted to Telesp as part of the privatization of Telebras. It is subject to competition for inter-
provincia long distance services from a “mirror” license holder, Embratel, and Embratel’s “mirror” license holder.

Network and Technology. In 2003, Telesp began to offer international and interregional long distance
telecommunications services known as “Super 15”. Since 1999, Telesp has made significant investments to develop

31



its broadband access business through ADSL technology under the brand “Speedy”. Telesp also offers wireless
broadband connectivity to its clients through Wi-Fi.

Brazil Mobile business— Brasilcel (Vivo)

Telefénica and Portugal Telecom are 50:50 shareholdersin Brasilcel, N.V. (“Brasilcel), ajoint venture which
combined Telefdnica’s and Portugal Telecom’s wireless businessesin Brazil. Thisjoint ventureisthe leading
wireless operator in Brazil in terms of total number of customers at December 31, 2006. At December 31, 2006,
Brasilcel had atotal of 29.1 million customers, of which 5.5 million were contract customers. Brasilcel had an
estimated average share in its markets of operations of approximately 38.2% at December 31, 2006. All of the
operating companies participating in the joint venture have been operating under the brand name “Vivo” since April
2003. The licensed areas of Brasilcel include 20 statesin Brazil with an aggregate population of approximately
138.9 million.

Brazil is one of the largest countries in the world, with a surface area of 8.5 square million kilometers and a
population of approximately 188 million people. At December 31, 2006, with 99.9 million wireless subscribers,
Brazil ranked first in Latin Americain terms of number of wireless customers. At December 31, 2006, Brazil had an
estimated market penetration rate of 53.1% and of 55.3% in the areas where Brasilcel operates.

The following table presents statistical data relating to Brasilcel’s operations in Brazil:

At December 31,
2004 2005 2006
Total customers (IN MITIONS) .....co.eeeiiiiiee s 26.5 29.8 29.1
Pre-paid customers (in MilliONS) .........cooeiiririiieee e 214 24.1 235

Sales and Marketing. The consolidation of the different brands of the Brasilcel joint venture into the “Vivo”
brand in 2003 enabled Brasilcel companiesto develop and operate under a unified commercial strategy. Brasilcdl is
actively managing its distribution channels, which consisted of 8,192 points of sale at December 31, 2006.
Additionally, Brasilcel prepaid customers were provided access to awide range of “recharge” points. Credit
recharges can also be made by electronic transfers through the commercial banking network. As of December 31,
2006, approximately 19% of Brasilcel’s customers were contract clients and the remaining 81% were prepaid
customers.

Competition. Brasilcel is the leading wireless operator in Brazil in terms of number of customers at December
31, 2006. The growth of the Brazilian market has been considerable during the past years while being accompanied
by an increase in competition due to the introduction of new competitors in the regions in which Brasilcel operates.
Its major competitors are subsidiaries of Telecom Italia Mobile, America Movil, Brazil Telecom and Telemar.

Networ k and Technology. The licenses granted to the companies integrated in Brasilcel allow operations over
the GSM, CDMA, CDMA 1XRTT, CDMA EVDO and TDMA systems. Brasilcel offers both analog and digital
services in the band of 800 MHz. CDMA 1XRTT is abroadband transmission system for wireless networks
allowing for speeds of up to 144 Kbits/s. In 2004, Brasilcel launched CDMA EVDO, atechnology that increases
data capabilities allowing speeds of up 2.4 Mbits/s. In 2006, Brasilcel announced its intention to migrate from the
CDMA to the GSM system, and began to offer prepaid GSM servicesin S8o Paulo to a small number of clients by
December 2006.

México
Mexico Mobile Business — Telefonica Moviles México, SA. de C.V.

Mexico is an emerging wireless market with approximately 57 million customers at December 31, 2006,
representing a penetration rate of approximately 53%. Telefénica has an estimated market sharein Mexico of
approximately 15.1% at December 31, 2006.

The following table presents selected statistical data related to our operations in Mexico.
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At December 31,
2004 2005 2006

Total customers (IN MITIONS) .....co.eieiiiie e e 5.6 6.4 8.6
Pre-paid customers (in MITIONS) .......coueiiiiiiiee e 53 6.0 8.0
Fixed wireless customers (in thOUSANAS)........cceierereriieierere e - 0.6 20

Sales and Marketing. In Mexico, Telefdnica uses a broad range of marketing channels, including television,
radio, billboards, telemarketing, direct mail and Internet advertising to market its products and services. At
December 31, 2006, approximately 93% of our customersin Mexico were prepaid customers while approximately
7% were contract customers.

Competition. Telefonicais the second largest wireless operator in Mexico, as based on the number of
customers, which competes with various operators at a national level. Telefdnica Méviles Mexico’s principal
competitor is Telcel, asubsidiary of América Movil. Its other significant competitors are lusacell, Unefon and
Nextel.

Network and Technology. Telefonica Mdviles Mexico offers both analog and digital networks. Itsdigital
networks are based upon the CDMA and GSM standard. The rollout of Telefénica Moviles Mexico’s GSM network
on a nationwide basis started in 2003 and continued during 2004 and 2005. Telefénica Méviles México had 97% of
its customers in its GSM network at the end of 2006. Telefénica has invested in Mexico atotal of €425.3 million
during 2005 and 2006, principally to increase the capacity and coverage of its GSM network.

Venezuela
Venezuela Mobile Business— Telcel, S A. - Telcel

Telefonicais the leading wireless operator in Venezuelain terms of total number of customers. At December
31, 2006, mobile penetration in Venezuel a reached approximately 70%, an increase of 0.2% compared to December
31, 2005.

The following table presents selected statistical data related to our operationsin Venezuela.

At December 31,

2004 2005 2006

Total customers (iN MITIONS) ..o e 43 6.2 8.8
Pre-paid customers (iN MITHONS) ..o e 35 52 75
Fixed wireless customers (in thoUSANAS)........ccoerririerirenerene e 4996 608.8 836.6

Sales and Marketing. In Venezuela, Telefonica uses a broad range of marketing channels, including television,
radio, billboards, telemarketing, direct mail and Internet advertising to market their products. At December 31,
2006, 6% of our mobile clientsin VVenezuela were contract customers, while approximately 94% were prepaid.

Competition. The major market competitorsin Venezuela are Movilnet and Digitel. Movilnet isawireless
services communication provider that currently uses CDMA and TDMA technology (in January 2007 it announced
itsintention to migrate to GSM technology throughout 2007). Digitel is awireless communications provider that
uses GSM technology.

According to the Comision Naciona de Telecomunicaciones Republica Bolivariana de Venezuela
(“CONATEL”), CANTV isthe incumbent operator in Venezuelawith a 79% share of the fixed market, and a 42%
share of the mobile market (through Movilnet) at the end of 2006. In January, the government announced its
intention to buy this company as part of its policy of nationalizing strategic companies (such as electric utilities and
telecommunications) and natural resources (Franjadel Orinocco’s oil wells). In February, 2007, the government
reached an agreement with Verizon, the major shareholder, to acquire its holdings at a price of $17,58 per share.
During May, 2007, the government will be conducting a buy-out in Venezuela and the United States at the same
price. The government is expected to close the transaction during June, 2007. The telecommunications minister,
Jesse Chacon, has announced that citizens should expect cutsin mobile tariffs, wider network coverage, migration to
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the GSM network standard through Movilnet and regulated access to CANTV’s Internet network by competitorsin
order to offer cheaper Internet access prices in the market.

Network and Technology. In Venezuela, Telefdnica operates both digital and analog networks. Its digital
network is based on the CDMA standard and its analog network is based on N-AMPS. Close to 100% of its
customersin Venezuela are based on CDMA. In January of 2007 it began offering GSM services aswell.

Chile
Chilean Fixed business— Telefénica Chile, S.A. — Telefénica Chile

Telefonica Chile (formerly Compafiia de Telecomunicaciones de Chile, or CTC Chile) isthe leading
telecommunications operator in Chile based on number of customers, according to information provided by its
competitors and regulatory authorities. As of December 31, 2006, Telefénica Chile owned approximately 67.7% of
all telephone lines in Chile, according to its estimates.

The following table provides information regarding Telefénica Chile’s fixed line telecommuni cations network
at the dates indicated.

At December 31,

2004 2005 2006 (1)
Fixed telephony accesses (in millions) 24 24 2.2
Data and Internet accesses (in millions) 0.5 0.5 0.6
Broadband accesses (in millions) 0.2 0.3 0.5
TV Customers (in thousands) — — 94.2
Penetration rate in Chile 21% 22% 20%
Linesin service per employee 869 968 644

(1) Telefénica Chile’s 2006 dataincludes Telefonica Empresas Chile operations.

Telefénica Chile’s accesses decreased by 1.2% to atotal of 2.9 million at December 31, 2006. The main reason
for thiswas areduction in the prepaid inactive line base. At December 31, 2006, the fixed telephony penetration rate
in Chile was approximately 20%. Telefénica Chile’s productivity ratio was reduced to 644 lines per employee at
December 31, 2006, due to the addition of Telefénica Empresas employees and the reduction of the traditional lines
in service. At December 31, 2006, Telefonica Chile’s network was 100% digitalized, and 96.5% of its network had
ADSL coverage.

Broadband accesses showed a 57.7% growth to 0.5 million at December 31, 2006 from 0.3 million at the end of
2005. This boost in broadband connections was leveraged in a new, enhanced commercial model based on triple
play bundling capabilities. In addition, during the third quarter of 2006, Telefénica Chile launched a national
coverage Satellite TV Service, reaching 0.1 millions customers by the end of the year.

Chilean Mobile Business— Telefénica Moéviles de Chile, S.A. and Telefénica Moviles Chile, S A.

Telefonicais the leading wireless operator in Chilein terms of total number of customers. At December 31,
2006, Chile had an estimated market penetration rate of 84%.

The following table presents selected statistical datarelated to our operationsin Chile.

At December 31,
2004 2005 2006
Total customers (INMITIONS) .....c.vooviiiiicececece e 4.8 5.3 5.7
Pre-paid customers (in MIllIONS) .......c.coceveiiiiiiniecie e 3.9 4.4 45

Sales and Marketing. In Chile, Telefénica’s operating companies use a broad range of marketing channels,
including television, radio, billboards, telemarketing, direct mail and Internet advertising to market their products.
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At December 31, 2006, approximately 21% of our customers in Chile were contract customers, while approximately
79% were prepaid customers.

Competition. Telefénica’s operators in Chile currently have three competitors in the Chilean market for wireless
communications service, each of which provides services on a nationwide basis; Entel, Claro and Nextel (launched
in December 2006).

Network and Technology In Chile, Telefénica operates with TDMA, CDMA and GSM networks. GSM
customers represented 73% of the total customer base at December 31, 2006.

Argentina
Argentina Fixed business- Telefénica de Argentina

Telefénica de Argentinais aleading provider of fixed line public telecommunications services and basic
telephone services in Argentina based on number of customers, according to information provided by its competitors
and regulatory authorities.

Asof December 31, 2006, approximately 57% of Telefonicade Argentina’s linesin service were in the Greater
Buenos Aires metropolitan area, including 19% of Telefonicade Argentina’s linesin service that were located
within the City of Buenos Aires. Approximately 86% of Telefonica de Argentina’s linesin service as of December
31, 2006 were residential, with the remainder being professional, commercial and governmental customers.

The following table provides information with respect to Telefénica de Argentina’s fixed line
telecommunications network at the dates indicated.

At December 31,
2004 2005 2006
Fixed telephony accesses (in MilliONS) .......coooiieiiriiieee e 4.3 45 4.6
Data and Internet accesses (iN MIITONS)......c.ooiieieririee e 0.9 0.9 1.0
Broadband accesses (in MillioNS)........ccooiiiiiereee e e 0.2 0.3 0.5
Penetration rate iN ATGENTING .........coeririee et ee s 251% 26.0% 24.1%
LineSin Service Per EMPIOYER........cou ettt sttt sa e 550.0 585.0 530.8

Telefénica de Argentina’s accesses increased 3.2% to 5.6 million at December 31, 2006 from 5.4 million at
December 31, 2005. Broadband accessesincreased 70.4% to 0.5 million at December 31, 2006 from 0.3 million at
December 31, 2005, principally due to Telefénica de Argentina’s commercia efforts, including the expansion of
broadband service in the southern part of the country. Telefénica de Argentina’s productivity ratio was reduced to
531 lines per employee at December 31, 2006, due to the addition of Telefdnica Empresas employees. |If not for this
addition, this ratio would have increased 1.5% in 2006 from 2005. At December 31, 2006, Telefonicade
Argentina’s network was 100% digitalized.

Voice traffic per line decreased 3.4% in 2006 from 2005, principally due to a 0.8% decrease in local fixed-to-
fixed traffic and a 14.8% decrease in public telephony traffic, offset in part by the dight (1.0%) increase in total
incoming traffic. Narrowband Internet traffic decreased by 25.9%, mainly due to customers’ migration to broadband
services.

Competition. Telecom Argentina, Compafiiade Teléfonos del Interior S.A., an affiliate of Telmex, was awarded
licenses to provide the same basic tel ephone services throughout Argentina as of October 10, 1999. Since November
2000, other principal competitors, including Impsat Corp. and AT& T, have aso entered the market, aswell as
smaller regional competitors.

Argentina Mobile business— Telefdnica Méviles Argentina, S.A.

Telefonicais the leading wireless operator in Argentinain terms of total number of customers. At December
31, 2006, the mobile telephony penetration rate in Argentina was approximately of 77%.
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The following table presents selected statistical data related to our operationsin Argentina.

At December 31,
2004 2005 2006
Total customers (INMITIONS) .....ccuecuieicecece e e 5.7 8.3 11.2
Pre-paid customers (in MIllioNS) ........ccocviiiirecerese e 32 5.0 7.3
Fixed Wirel€ss (in thOUSANAS)........ccceceerieierese e 230.0 1799 140.7

Sales and Marketing. In Argentina, Telefénica’ operating companies use a broad range of marketing channels,
including television, radio, billboards, telemarketing, direct mail and Internet advertising to market their products.
At December 31, 2006, the mobile telephony penetration rate in Argentina was approximately 77.5% and we had an
estimated market share of 36.6%. At December 31, 2006, approximately 34% of our customers in Argentinawere
contract customers, while approximately 66% were prepaid customers.

Competition. Telefonica’s operators in Argentina currently have three competitorsin the Argentine market for
wireless communications service, each of which provides services on a nationwide basis; Telecom Personal, which
is controlled by Telecom Italia through Telecom Argenting; CTI M6vil (controlled by América Movil); and Nextel,
owned by NIl Holdings Inc.

Network and Technology. In Argentina we operate both analog and digital networks. Telefénica’s digital
network in Argentinais based upon the TDMA standard, the GSM standard and the CDMA standard. At December
31, 2006, GSM customers represented 74% of total customers.

Colombia
Colombian Fixed business— Telefénica Telecom, S.A.

Telefonica Telecom, S.A. (“Telefénica Telecom”) (formerly Colombia Telecom, S.A.) ispresent in
approximately 1000 municipalitiesin Colombia. In April 2006, Telefénica Internacional S.A. acquired 50% plus
one share of Telefdnica Telecom for approximately 368 million dollars (853,577 million Colombian pesos) pursuant
to an auction process. |n December, this company merged with Telefénica Data Colombia, S.A. Asaresult of the
merger, the stake was increased to 52.03%.

Telefénica Telecom currently provides local fixed tel ephone services, with 2.5 million of customers, national
and international long distance, with a 60% share of total calls, and broadband Internet services and transmission of
information.

Competition. Telefénica Telecom’s principal competitors in the Colombian market are Telmex and ETB.
The following table presents selected statistical data related to our fixed line operationsin Colombia.

At December 31,

2006

Fixed telephony accesses (IN MIlTIONS) (1) ...veveeerierererierenerie e e 24

Broadband accesses (in thOUSANAS) .........ouvviiririiirereeere e 68.0
Penetration rate in COlOMDIAL.........cuiiiiiierc e 17.2%

LineSin SErvice Par EMPIOYEL........cuiiiiiriereee ettt bbb 561

(1) Billinglines.

Colombian Mobile business — Telefénica Méviles Colombia, S.A.

Telefonica estimates that Telefénica M6viles Colombia is the second largest operator in Colombiain terms of
customers. At December 31, 2006, Colombia had an estimated market penetration rate of 59%.
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The following table presents selected statistical data related to our wireless operations in Colombia.

At December 31,
2004 2005 2006
Total customers (INMITIONS) .....ccuecuieicecece e e 33 6.0 7.8
Pre-paid customers (iN MIlIIONS) ....ccuecueeeeieie e 2.3 47 6.0

Sales and Marketing. Telefonica’s operating company in Colombia uses a broad range of marketing channels,
including television, radio, billboards, telemarketing, direct mail and Internet advertising to market its products. At
December 31, 2006, approximately 23% of our wireless customers in Colombia were contract customers, while
approximately 77% were prepaid customers.

The Group, viaits subsidiary Colombia de Telecomunicaciones, S.A., ESP, has a finance lease agreement with
PARAPAT. PARAPAT isthe consortium which owns the telecommuni cations assets and manages the pension
funds for the entities which were predecessors to Colombia de Telecomunicaciones, S.A., ESP, and which regulates
the operation of assets, goods and rights relating to the provision of telecommunications services by the company.
This agreement includes the transfer of these assets to Colombia de Telecomunicaciones, S.A., ESP once the last
installment has been paid in accordance with the payment schedule that ends in 2022.

Competition. Telefonica Mviles Colombia currently has two competitors in the Colombian market for wireless
communications services. Comcel, which is owned by América Movil; and Colombia M6vil, whose brand is Tigo,
and which is owned by Millicom.

Networ k and Technology. Telefénica M éviles Colombia operates digital networks based upon the GSM
(launched in July 2005), CDMA 1XRTT and TDMA standards. At December 31, 2006, GSM customers represented
60% of total customers.

Peru
Peruvian Fixed business-Telefénica del Peru, SA.A.

At December 31, 2006, Telefonica del Peru was the leading fixed line telecommunications operator in Peru
based on number of customers, according to information provided by its competitors and regulatory authorities.

The following table provides information with respect to Telefonica del Peru’s fixed line telecommunications
network at the dates indicated.

At December 31,

2004 2005 2006

Fixed telephony accesses (IN MIllIONS) ..ot 21 23 25

Dataand Internet accesses (IN MITTIONS)......co.ceiiieiiirere e 0.3 04 0.5

Broadband accesses (in MIlTIONS) (L) ....cvveerreriririeieireees et 0.2 0.3 0.5

Pay TV accesseS (iN MITTIONS) ..ot 04 0.5 0.6
PENELIatioN FaLE IN PEIU ....ccuieieiieieeeete et eb e ene s 77% 84% 8.8%

Linesin Service per eMPlIOYEE (2).......urcerereeriereeet ettt b e be e ebesreseene s 781.0 8040 7710

(1) Includes ADSL, broadband cable and optic fiber accesses.
(2) Subsidiary employees are not included.
The number of Telefonicadel Peru’s accesses increased 11.5% to 3.6 millions at the end of 2006. The growth of

fixed telephony accesses continued, with a penetration rate of fixed lines rising to 8.8%. Broadband subscriptions
increased 37.5% and pay TV subscriptions increased by 20.5% (cable and direct-to-home “DTH” accesses).

In 2006 Telefdnica del Perd total traffic increased by 0.2%. Voice traffic increased 1.1% in 2006 due to the
growth in local traffic (especially due to fixed to mobile traffic), long distance traffic increased by 11.9% and
incoming interconnection traffic increased by 7.1%, while public telephony traffic decreased 12.3% due to the
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impact of the mobile market and high competition. Telefénicadel Perd Internet traffic decreased 13.1% due to
customer migration to broadband services.

The main competitors of local telephony (Telmex and Americatel) continue with their strategy of focusing on
the corporate business sector with the use of wireless technology. At December 31, 2006 Telefonicadd Peru’s
estimated market share in local telephony was 96.1%.

Thelevel of competition in the long distance business is high. Due to the application of the tariff imputation
proof (minimum prices in the domestic long distance markets) Telefénicadel Peru could not reduce the prices below
the minimum in order to respond to the competition tariffs. In the domestic and international long distance markets,
at December 31, 2006 Telefdnicadel Peru had 71% and 74% estimated market shares, respectively, compared with
75% and 63%, respectively, at December 31, 2005.

At December 31, 2006, Telefonicadel Peru’s network was 97% digital.
Peruvian Mobile business— Telefénica Moviles Pera, S.A.C.

Telefénicais the leading wireless operator in Peru in terms of total number of customers. At December 31,
2006, Peru had an estimated market penetration rate of 31%.

The following table presents selected statistical data related to our wireless operationsin Peru.

At December 31,

2004 2005 2006

Total customers (IN MITIONS) .....ccuveeeeeererer e e 2.8 34 51
Pre-paid customers (iNn MIllIONS) ....cc.ecueeeeieiesese e 23 2.8 44
Fixed Wirel€ss (in thOUSANAS)........ccceeeeeeererise e 64.6 711 713

Sales and Marketing. In Peru, Telefonica’s operating companies use a broad range of marketing channels,
including television, radio, billboards, telemarketing, direct mail and Internet advertising to market their products.
At December 31, 2006, approximately 86% of our wireless customersin Peru were prepaid customers, while
approximately 14% were contract customers.

Competition. Telefénica Méviles Pert currently has two competitors in the Peruvian market for wireless
communications services, AméricaMdvil and Nextel Peru.

Network and Technology Telefonica Moviles Perti operates both analog and digital networks. Its digital network
is based upon the CDOMA/CDMA 1XRTT standard. At the end of 2005, Telefonica Méviles Pert started rolling out
its GSM network, and GSM services were launched in February 2006. At December 31, 2006, approximately 43%
of our base customers were GSM customers.

Ecuador
Ecuador Mobile business — Otecel

Telefonicais the second largest wireless operator in Ecuador in terms of total number of customers. At
December 31, 2006, Ecuador had an estimated market penetration rate of 63%.

The following table presents selected statistical data related to our operations in Ecuador.

At December 31,
2004 2005 2006
Total customers (IN MITIONS) .....coueeeiie e e 11 19 25
Pre-paid customers (in MIllIONS) .......coeiieiiiieee e 0.9 15 21
Fixed Wireless (in thOUSANAS).........coererieie e s 2.7 24 17
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Sales and Marketing. In Ecuador, Telefénica’s operating companies use a broad range of marketing channels,
including television, radio, billboards, telemarketing, direct mail and Internet advertising to market their products.
At December 31, 2006, approximately 86% of our wireless customersin Ecuador were prepaid customers, while
approximately 14% were contract customers.

Competition. Otecel currently has two competitors in market for wireless communications services in Ecuador,
Porta (América Movil) and Alegro.

Network and Technology. Otecel operates both analog and digital networks. Its digital network is based upon
the GSM standard and CDMA standard.

Other mobile companies business

Additionally, Telefonica operates in the following markets, managing atotal of 4.6 million customers at
December 31, 2006, distributed as shown in the table below:

At December 31, 2006

Customers
Country (in millions)
= 7= VR 0.9
Loz o 1 SO PR PTSPPTSTN 0.6
Bl SBIVAOON ..ottt ettt et e et e et e he e s beesbe e beebeeaeesheeeaeebeeabeeneeetaeebeebeenbeenresaeeaas 0.8
(TN (< 117 |- SRS USROS 15
UPUGUEY ..ttt sttt sr b st s e e e a8 h e eh e R e ae e e e e e e s e e e AR e AR e AR e e R e e et e s s e e e an e b e sneer e s aeene e e ennas 0.9

Terra Networks Latinoamérica

Pursuant to its merger by absorption into Telefénica, as of July 2005, Terra Network’s operations in the United
States and Latin America (“Terra Networks L atinoamérica”) are now conducted through Telefénica L atinoamérica.
Terra Networks Latinoamérica’s results have been included in our Telefdnica Latam business line since July 2005.

TerraNetworks Latinoaméricais aleading interactive services provider in Latin America, offering Internet
access and local language interactive content and services to more than 1.7 million broadband customersin Latin
America (including 1.3 million broadband customers, which we have reflected under our discussion of the other
fixed line operations above). Also, Terra Networks L atinoamerica offers value added services to more than 3.6
million of our customers at December 31, 2006.

Other Businesses:
Atento—Call Center Business

Atento offersintegrated tel ephone assistance services as well as sophisticated customer relationship
management services such as the development and implementation of customer loyalty programs, telemarketing
services and market research. In addition, Atento rents call centers and provides staff for such centers to third
parties. Atento has sought to diversify its client base and serves companies in the financial, consumer and energy
sectors, aswell as public ingtitutions. At December 31, 2006, Atento operated more than 70 call centers and had
106,500 call center personnel in 13 countries on three continents, including Europe (Spain), Latin America and
Northern Africa (Morocco).

Telefonica Contenidos—Audio-visual Media and Content Businessin Europe and Latin America

Telefonica de Contenidos conducts our worldwide audio-visual content and media business. Telefénicade
Contenidos devel ops and distributes audiovisual content through traditional media and new technology platforms.
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ATCO

Telefénica Contenidos controls ATCO, a holding company that owns Telefé, atelevision company in
Argentina. Telefé owns aleading free-to-air television channel in Argentinain terms of audience.

Endemol Entertainment

At December 31, 2006, we held a 75% stake in Endemol N.V. Endemol develops and produces audiovisual
programming for free-to-air television, pay television and the Internet. Endemol has produced reality television
shows such as Big Brother, Fear Factor and “Star Academy”.

Endemol has a strong international network built by a combination of start-ups, acquisitions and joint ventures,
with operations in 23 countries around the world.

On January 8, 2007 Endemol NV announced that it had reached an agreement with Endemol France Holding to
acquire 100% of the capital of Endemol France Holding, a company that develops TV production activitiesin
France, at avalue of €450 million.

On May 14, 2007, we announced the sale of our stake in Endemol N.V. For more details, see “Item 4.
Information on the Company. A. History and Development of the Company- Recent Developments.”

Other Interests of Telefénica Contenidos

We offer audiovisual transmission services, production services and systems integration services to the
audiovisual industry through our 100% ownership of Telefdnica Servicios Audiovisuales. Telefénica de Contenidos
owns a 100.0% interest in Telefénica Servicios de MUsica which operates in the background music business and
produces and transmits specialized audio music channels to business and residential customers in Spain and Portugal
aswell asto telecom operators, pay TV companies, mobile operators and Internet providers via ADSL, satellite, cell
phones and Internet. Telefénica de Contenidos also holds a 13.2% interest in Hispasat, a Spanish satellite
communications system.

We hold a 16.76% stake in Sogecable, a satellite pay TV company in Spain. The other shareholdersin
Sogecable are Grupo Prisaand Vivendi Universal, with whom Telefénica Contenidos signed an agreement
providing for equal corporate governance rights among the three parties. At December 31, 2006, Sogecable had
approximately over 2 million subscribers.

Strategic Partner ships
China Netcom

In June 2005, Telefénica Internacional acquired through open market purchases 2.99% of the outstanding shares
of China Netcom Group Corporation (Hong Kong) Limited (“CNC (HK)”), a Chinese telecommunications
company, for an equivalent of approximately €240 million. In September 2005, Telefdnica Internacional increased
its stake in China Netcom Group Corporation (Hong Kong) Limited to 5.0% of its outstanding shares through open
market purchases for atotal equivalent of approximately €424 million.

Subsequently, both companies entered into a Strategic Alliance Agreement (on November 14, 2005) and a
Supplemental Agreement (on November 12, 2006) which provide Telefénica the right to appoint two members of
the Board of Directors of CNC (HK).

Portugal Telecom

At December 31, 2006, we held a 9.84% effective interest in Portugal Telecom, our joint venture partner in
Brazil. See “—Telefénica Latam Operations—Mobile Business—Brazil.”
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Our Strategic Alliance with Banco Bilbao Vizcaya Argentaria

On October 13, 2006, Telefonica and BBV A announced that Telefénica would no longer hold a seat on
BBV A’sboard of directors, as the factors which justified the presence of arepresentative of Telefénicaon BBVA’s
board of directors no longer applied.

Regulation

As atelecommunications operator, we are subject to sector-specific telecommunications regulations, general
competition law and avariety of other regulations. The extent to which telecommunications regul ations apply to the
Telefénica Group depends largely on the nature of our activitiesin a particular country, with traditional fixed-line
telephony services usually subject to more extensive regulations, which can have adirect and material effect on our
businesslines, particularly in countries that favour regulatory intervention.

To operate our networks, we must obtain either general authorizations, concessions or licenses from the
regulatory authorities in countries in which we operate. Licensing procedures aso apply to our mobile network
operations with respect to radio frequencies. The duration of any particular license or spectrum usage right depends
on the legal framework in the relevant country.

Telecommunication Regulation in the EU

Beginning in the late 1990’s the European Commission implemented a series of measures aimed at liberalizing
and harmonizing European regulations regarding access to public telecommunications networks and services which
culminated in the adoption of the 2002 EU regulatory framework for electronic communications sector (the “New
EU Framework”). Amongst other things, the Directives set out the main principles and procedures that National
Regulatory Authorities (“NRAS”) should follow with respect to regulation for the provision of electronic
communications services by network operators. The New EU Framework establishes a new authorization system
containing measures to ensure the universal provision of basic services to consumers, and sets out the terms on
which providers may access each other’s networks and services.

Notably, the New EU Framework also harmonizes the rules for deciding when regulation may be imposed on
electronic communications providers. In particular, it provides that electronic communications providers can usually
only be subject to specific regulation in markets in which they have “significant market power” (“SMP”). The
concept of SMP, for these purposes, has been aligned to the competition law concept of dominance, which
essentially means the ability to act independently of customers, suppliers and competitors.

Accordingly, the European Commission has identified a list of relevant markets whose conditions may justify
the application of specific regulation published in a Recommendation on February 2003 (the “Recommendation”).
In order to determine whether any company has SMP in any of the markets identified in the Recommendation,
NRAs must conduct market reviews. When an NRA determines a company has SMP, the NRA must impose certain
obligations relating to cost-orientation of prices, price transparency, accounting separation and access obligations.

On July 12th, 2006, the European Commission published a proposal for a regulation of the European Parliament
and of the Council on international roaming tariffs which may be approved and enter into immediate effect in all
Member States as of June 2007.

In 2006, the European Union established a new regime regarding data retention of electronic communications
data in order to ensure that the data are available for the purpose of the investigation, detection and prosecution of
serious crimes. These data retention rules set minimum standards for the types of datato be retained and the duration
of retention. The initial impact of this new regulation may be significant, although it will depend on the
requirements established at the national level and the extent to which costs may be compensated.

EU Competition Law

The EU’s competition rules have the force of law in EU Member States and are, therefore, applicable to our
operationsin EU Member States.
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The EC Treaty prohibits “concerted practices” and all agreements for undertakings that may affect trade
between Member States and which restrict, or are intended to restrict, competition within the EU. It also prohibits
any abuse of a dominant position within the common market of the EU, or any substantial part of it, that may affect
trade between Member States.

The EU Merger Regulation requires that all mergers, acquisitions and joint ventures involving participants
meeting certain turnover thresholds be submitted to the EU Commission for review, rather than to the national
competition authorities. Under the amended Merger Regulation, market concentrations will be prohibited if they
significantly impede effective competition in the common market. Similar Competition rules are set forth in each
EU Member State’s legislation and are enforced by each of their National Competition Authorities (NCAS).

Telefénica Spain
General Regulatory Framework.

The legal framework for the regulation of the telecommunications sector is principally governed by General
Telecommunications Law (32/2003) and several Royal Decrees.

The General Telecommunications Act, among other things, lays down rules regarding the new system of
notification the electronic communications service, establishes the terms on which operators interconnect their
networks, guarantees universal service (as defined under —Network Services—Universal Service) to consumers,
and subjects providers with SMP in particular telecommunications markets to specific obligations.

Regulatory supervision.

The Telecommunications Market Commission (TMC) is the independent Spanish body responsible for
regulating the telecommunications and audiovisual service markets. The TMC supervises the specific obligations
imposed on operators in the telecommunications market and acts as an arbitrator in disputes that may arise between
operators.

Licenses and concessions.

Pursuant to the New EU Framework, parties intending to operate a telecommunications network or engage in
the provision of electronic communication services must notify the TMC prior to commencing such activity. The
TMC will register the telecommunications operator in the Public Operator Registry. Every three years, operators
must notify the TMC of their intention to continue offering electronic communications services or operating
telecommunications networks.

Allocation of frequenciesis required to obtain an operating concession from the NRA, asit is considered public
radio spectrum domain. Concessions to use frequencies in public radio spectrum domain are awarded on a non-
discriminatory basis based on publicity and competition criteria. Telefénica Mdéviles Espafia holds the following
concessions for the use of spectrum for the provision of mobile services:

Technology Duration Ending Date Extension Period
GSM 900 15 years February 3, 2010 5years

GSM 900 15 years June 6, 2020 5years
DCS-1800 25 years July 24, 2023 5years
UMTS 20 years April 18, 2020 10 years

Prices and tariffs

In February 2006, the TMC issued a resolution liberalizing tariffs in connection with fixed telephony for retail
markets, including individuals and companies. Connection and monthly rental fees are subject to control by the
TMC according to the price cap model. Telefonica de Espafia must communicate prices and conditions of its offers
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tothe TMC at least 21 days prior to offering them in the market. All provider tariffs are generally subject to Spanish
competition law and consumer protection law.

On December 29, 2006, Law 44/2006 regarding the protection of consumers and users was approved. Under
thislaw, users may only be charged for services actually used. Consequently, operators can only charge for the exact
second of usage.

Market Reviews

In accordance with the New EU Framework, the Spanish TMC identifies the markets which lack effective
competition, in which case it imposes specific obligations upon operators with SMP. Following a market review,
the TMC concluded that Telefdnica de Espafiais an operator with SMP in the provision of fixed telephony services.
Asan SMP operator, Telefénica de Espafia has certain specific obligations, the most relevant including:

e Telefonica de Espafia may not engage in anticompetitive pricing or price discrimination among customers,
offer anticompetitive bundled service packages or enter into abusive contractual terms with customers;

e Telefénica de Espafia is required to meet certain disclosure requirements, including notice to the TMC of
prices and business terms of offers prior to making them available to the market;

e Transparency “ex-post” for individual offers and for customers with billing in excess of €600,000 per year;

With respect to the retail telephone network access market, Telefdnica de Espafia has been identified as an SMP
operator with obligations regarding carrier selection, cost accounting and accounting separation and price control on
access lines.

In addition, the TMC has identified Telefonica de Espafia as an SMP operator in the lease lines markets,
imposing, among other obligations, the duty to provide access to a minimum set of lease lines under price controls.

General and parties specific network access obligations

Conditions for network interconnection are to be freely agreed among the parties. However, where parties are
unable to reach an agreement, the TMC may impose the interconnection obligation’s on the conditionsiit dictates. In
addition, the Law entitles the TMC to impose specific network access obligations on operators with SMP.

As an operator with SMP, we are required to submit an Interconnection Reference Offer outlining the terms and
conditions under which we will interconnect with other operators.

On March 22, 2007, TMC adopted new regulations concerning call origination on fixed telephony network
market, introducing additional obligations for Telefénica de Espafia to provide wholesale access to telephone lines
to other operators, allowing competitors to use our networks to provide access services and other associated services
to their customers.

Fixed-mobile interconnection

Telefonica Moviles Espafia has been classified by the TMC as an operator with SMP in the wireless
communications and interconnection markets. In September 2006, the TMC established the average maximum price
for Telefénica Méviles Espafia’s interconnection termination rates for the period from October 2006 to September
20009.

Virtual mobile operators

Virtual mobile operators are mobile operators that do not own a radio network and that may provide mobile
telephony service through voluntary non-discriminatory access agreements with mobile operators that own spectrum
rights of use. On February 2, 2006, the TMC issued a regulation concerning the market for access to, and call
origination on, public mobile telecommunications networks in Spain. In connection with this regulation, the TMC
found that all mobile network operators in Spain collectively hold a dominant position in the wholesale market for
mobile telephony. Consequently, the TMC has imposed an obligation on mobile operators in Spain to provide
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network access following a reasonable request by a virtual mobile operator and offer reasonable prices for access
services. The TMC, in the first instance, will allow mobile operators with networks and virtual mobile operators to
negotiate agreements. If parties are unable to reach an agreement independently, the TMC will set forth the terms of
such agreements for the parties.

Selection of operator

Telefonica de Espafia, as a designated SMP in the supply of connection to public telephone networks from a
fixed location, must allow subscribers to place calls with any operator. Customers may pre-select any operator or
choose another operator by dialing a three-digit code.

Local Loop Access

On May 11, 2006, the TMC adopted a decision regarding unbundled access to the local loop for the purpose of
providing broadband and voice services, which confirmed Telefonica de Espafia’s SMP status in this market,
imposing special obligations like the publication of an Unbundling Reference Offer.

The TMC amended Telefénica de Espafia’s local loop offer for 2006, implementing a new information system
intended to show how Telefdnica treats internal services as compared to the local loop offer services provided to
other operators, and establishing new rules regarding the duty to plan local loop offer servicesin advance

Universal Service

The General Telecommunications Law outlines provisions to ensure that certain basic telecommunications
services must be guaranteed to all citizens.

Universal service is defined, under the law, as a set of communication services guaranteed to all end users,
irrespective of their geographic location, of a determined quality and at an affordable price. Universal service
ensures that all citizens receive a connection to the fixed line public network and network services, a free telephone
directory, a sufficient number of public telephones, equal access to fixed line telephony services for disabled persons
(or those with specia social needs) and functional Internet access. Pursuant to Royal Decree 424/2005, Telefénica
de Espafia has an obligation to provide universal service until December 31, 2007.

To finance universal service, the General Telecommunications Law stipulates that the TMC must determine
whether the net cost to provide universal service implies an unfair burden for the operators required to provide such
service. The TMC has issued several resolutions relating to Telefénica de Espafia’s net costs for the provision of the
universal service, indicating that Telefonica de Espafia does not have aright to be compensated by other operators as
there is no competitive disadvantage or unfair burden. Telefénica de Espafia has challenged several of these
decisions.

In April 2006, the court partially endorsed Telefonica de Espafia’s position, and determined that the TMC
should take into account fixed and mobile telephone services and public networks in non profit areas in order to
determine whether there was a competitive disadvantage during 2002 . This judgment has been appealed to the
Supreme Court. Decisions in relation to the cost of the provision of universal service for years 2003 until now is
still pending before the TMC. Under current regulations, Telefonica de Espafia will provide Universal Service until
the end of 2007. After 2007, it is likely that Telefonica de Espafia will provide universal service inasmuch as
Telefonica de Espaiia is the only company that has applied for provision, though afinal decision by the Ministry is
still pending.

Service quality

On March 29, 2006, a regulation was approved which established certain obligations of service providers such
as adopting standard contracts outlining applicable quality standards of electronic communication services. This
regulation also requires operators to provide adequate information to customers in relation to service quality levels
and detailed billing disclosure to customers. Additionally, a standardized process for billing customers are
implemented by this new regulation.



Morocco

Telefonica provides wireless services in Morocco through Medi Telecom, S.A., in which it holds a 32.18%
interest and shares management responsihilities with Portugal Telecom, which also holds a 32.18% interest.

Regulatory Framework

With the enactment of the Postal and Telecommunications Law in 1997, the National Postal and
Telecommunications Office, the government entity that oversaw the state monopoly over posta and
telecommunications services, was restructured to separate the state-owned telecommunications operator from the
state-owned postal and financia services provider, and to create an independent agency. In November 2004, a new
Telecommunications Law was enacted completing and modifying the law relative to the post office and
telecommunications.

The National Agency for Telecommunications Regulation, (the ANRT), is responsible for regulation of the
telecommunications industry in Morocco.

Licenses and Concessions

Medi Telecom, S.A. has a GSM license for mobile services entitling it to 50 MHz of spectrum on the 900 MHz
band. The license was granted for a period of 15 years on August 2 1999, and can be renewed for an additional five-
year period subject to certain terms and conditions. In March 2005, Medi Telecom reached an agreement with the
ANRT extending the GSM license for an additional 10 years (until August 2024). Medi Telecom aso holds a 3G
license for the provision of 3G mobile services. The license was granted in 2006 for a period of 25 years renewable
thereafter for an additional period not in excess of ten years and renewable thereafter for additional periods not in
excess of five years.

Medi Telecom also holds from 2006 a thirty-year “New Generation Network™ license, renewable for additional
five-year periods. Thislicense alows for the provision of fixed services and the use of any technology for the local
loop on the 3.5 GHz band.

Telefonica O2 Europe
United Kingdom

The New EU Framework was implemented in the United Kingdom by the Communications Act in 2003. Under
this Act, responsibility for the regulation of electronic communications networks and services rests with the Office
of Communications (“Ofcom”).

Licenses and concessions

02 UK has provided GSM services since July 1994. Its GSM license is of indefinite duration (GSM900:
2x17.4MHz and GSM1800: 2x5.8MHz). In April 2000 O2 UK was awarded a UMTS license, which expires 31
December 2021 (2 x 10MHz + 5MHz).

The license can be surrendered by the operator at any time. However, Ofcom can only revoke the license if the
Licensee does not pay its fees, there has been a breach of the license or for reasons related to the management of the
radio spectrum, provided that in such case the power to revoke may only be exercised after one year's notice is given
in writing and after Ofcom has considered any pertinent factors.

The UK Minister may aso revoke the license for national security reasons, or in order to comply with the
United Kingdom’s EU or other international obligations.

Market reviews

In June 2004, Ofcom completed its first review of voice call termination on individual mobile networks under
the EU Framework. As aresult of that review, Ofcom required O2 UK, as an operator with SMP, to lower its call
termination charges as of September 1, 2004.
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On March 27, 2007, Ofcom published the new charge controls to which mobile operators are subject for the
provision of mobile call termination services. These new charge controls have applied since April 1, 2007 and will
continue until March 31, 2011. The charge control requires that 02 UK’s average termination charges should be
reduced to 5.1 pence per minute (at 2006-2007 prices) by the fina year of the charge control period, and that the
reduction should be implemented in four equal steps across the four years.

Future Mobile Spectrum

In December 2006, Ofcom began regulatory review on granting spectrum rights in the UMTS expansion band
(2500MHz-2690MHz). Ofcom is expected to take a final decision on the procedure and timetable for the rel ease of
this spectrum later in 2007.

Germany

The New EU Framework was implemented in Germany at the end of June 2004 by the Telecommunications
Act. Responsibility for regulation of electronic communications networks and services rests with the
telecommunications regulator, Budesnetzagentur (BNetzA).

Licenses and concessions

02 Germany was awarded a GSM license for 1800MHz spectrum in October 1998, and on February 2007 O2
Germany was awarded 900MHz GSM spectrum for GSM use. Accordingly, O2 Germany is how licensed to use
GSM900 2x5MHz and GSM 1800: 2x17.4MHz. The GSM license expires on 31 December 2016.

Under § 58 VIII TKG (the German Telecommunications Act) frequency-assignments are limited in time,
although a renewal or extension of the term is possible. The federal network agency has not yet decided on the
conditions for renewing the frequency assignments. However, before expiration, we expect there to be a public
hearing, and for BNetzA to set out its approach to renewal, including the terms on which the licenses will be
extended (pricing, technology neutrality etc.).

In August 2000 O2 Germany was awarded a UMTS license which expires 31 December 2020 (2x9.9MHz).
Market reviews

In August 2006, BNetzA completed its review of voice call termination on individual mobile networks and
concluded that, as an operator with SMP, the charges O2 Germany made to other operators for terminating calls on
the O2 Germany network had to be reduced, requiring O2 Germany to lower its call termination charges from 12.40
eurocent per minute to 9.94 eurocent per minute.

Mobile Spectrum

In February 2006, BNetzA decided to allocate 900MHz GSM spectrum to O2 Germany. This decision has been
challenged in the courts by German Railways Deutsche Bahn AG, and the proceedings are ongoing. At the end of
2007 BNetzA is expected to start a spectrum sale in the IMT2000/UMTS extension bands.

Czech Republic

The EU Framework was implemented in the Czech Republic in 2005 by the Telecommunication Act.
Responsibility for regulation of electronic communications networks and services rests with the Czech
Telecommunication Office (CTO).

Several changes occurred in the legal environment of the electronic communications market in the Czech
Republic in 2006. Act No. 127/2005 Call., on electronic communications and on amendment of related laws, was
amended in respect of radio and television broadcasting, the provision of special price plans as part of universal
service, emergency numbers and the construction permit procedure. Furthermore, an amendment to the act on radio
and television broadcasting was passed, primarily to accommodate the transition to terrestrial digital broadcasting. A
technical plan for the transition from analogue to digital television broadcasting was published. Also, during the first
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half of 2006, all existing pricing decisions were revoked and new pricing decisions were issued on the basis of
market analyses by the CTO.

Licenses and Concessions

Telefonica O2 performs communication activities under the Electronic Communications Act based on a
notification to and a certificate from the CTO. In accordance with the Electronic Communications Act, the CTO
determines the scope and conditions for the provision of each particular service, within the universal service
including the selection of providers.

Telefonica O2 Czech Republic, a.s. provides wireless communication services in the 900 and 1800 MHz
frequency bands under the GSM Standard and in the 450 MHz frequency band under the Nordic Mobile Telephone
(“NMT”) standard (collectively, “mobile services”). In June 2005 all subscribers of avoice servicein the NMT 450
Network were transferred to the GSM Network.

The original 450 MHz and GSM operating licenses were granted for a period of twenty years from the signing
of the agreement for the original 450 MHz license in 1991 and from the granting of the GSM license in 1996.

In December 2001, an additional UMTS license was acquired, which has been granted for a period of twenty
years.

Market reviews

In accordance to the market analyses performed by the CTO, Telefénica O2 was designated an SMP entity in 12
markets, both retail and wholesale.

Prices and tariffs

In April 2006, price regulations for fixed point access to the telephone network and for cals in the fixed
network were abolished. Subsequent analyses of the relevant markets showed that no further price regulation was
necessary.

Telefénica Latam
Brazl
Regulatory Framework

The delivery of telecommunications services in Brazil is subject to regulation under the regulatory framework
provided in the General Telecommunications Law enacted in July 1997.

The National Agency for Telecommunications, Anatel, is the principal regulatory authority for the Brazilian
telecommunications sector. In addition, on March 21, 2003, a presidential order was enacted to create two new
regulatory offices linked to the Ministry of Communications: the Office of Communication Services (regulation of
broadcasting services) and the Office of Telecommunications (supervision of Anatel activities).

Licenses and Concessions

Concessions are granted for services in the public regime and authorizations are granted for services in the
private regime. The main differences between the public regime and the private regime relate to the obligations
imposed on the companies in the public regime, rather than the type of services they offer. Telesp provides switched
fixed telephone services under the public regime. All other telecommunications companies, including the companies
operating under the public regime, operate in the private regime.

Telesp provides, in the public regime, the following switched fixed telephone services to the genera public:
local, intra-regional, inter-regional and international long distance. Each public regime concession is a specific grant
of authority that allows the concessionaire to offer a specific type of switched fixed telephone service and imposes
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certain obligations on the concessionaire concerning network expansion such as universal services obligations and
quality and continuity of service.

Telesp Concession Agreement was extended on December 2005, for an additional 20 years. It contemplates
possiblerevisionsin its terms by Anatel in 2010, 2015 and 2020.

Under the renewed Concession Agreement and during the 20-year renewal period, we will be required to pay a
biannual fee equal to 2% of our annual net revenue (excluding taxes and social contributions), for the provision of
fixed-line public telecommunications services in our concession area for the prior year.

Brazilian telecommunications regulations require Anatel to authorize private regime companies to provide local
and intraregiona long-distance service in each of the three fixed-line regions and to provide intraregional,
interregional and international long distance services throughout Brazil.

On December 4, 2002, Anatel authorized the migration from the Cellular Mobile Service (SMC) regime to a
new licensing regime, Personal Mobile Service. Brasilcel’s operators replaced all their old licensing titles granted
under the old SMC regime with new Personal Mobile Service authorization titles. The new Personal Mobile Service
licenses include the right to provide cellular services for an unlimited period of time but restrict the right to use the
spectrum according to certain schedules included in the licenses. The following licenses are held under a single
operating company, Vivo, SA.:

e Ceular CRT until 2022 (renewed in 2006);

Telerj Celular until 2020 (renewed in 2005);
e Telest Celular until 2008 (renewal requested on February 23, 2006);

e Telebahia Celular and Telergipe Celular until 2008 (Telebahia Celular requested renewal on November 30,
2005 and Telergipe Celular requested renewal on February 23, 2006);

o Telesp Celular until 2008 or 2009, for the cities of Ribeirao Preto and Guatapara, which renewal has been
regquested;

e Globa Telecom until 2013, Telecentro Oeste until 2021, (renewed in 2006);

e  Teleacre Celular, Teleron Celular, Telemat Celular and Telems Celular until 2009, which renewal has been
requested;

e Telegoiés Celular until 2008; and Norte Brasil Telecom, until 2013.

The renewal of licenses must be solicited 30 months before expiration. Spectrum rights may be renewed only once
for a 15 year period, after which title to the license must be renegotiated.

Prices and Tariffs

Anatel regulates rates for telecommunications services in Brazil. Operators with licenses to operate under the
Personal Mobile Regime are authorized to increase basic plan tariffs only for inflation and only on an annual basis.
Operators are also allowed to establish non-basic tariffs and modify them without Anatel’s prior approval.

Rates for telecommunications services are subject to comprehensive regulation by Anatel. The network usage
fee is subject to a price cap stipulated by Anatel, which varies from company to company based on the underlying
cost characteristics of each company’s network.

The rates that wireless service providers may charge their customers are also regulated byAnatel. The Personal

Mobile Service regime allows operators to freely negotiate interconnection rates with other operators. If they fail to
reach an agreement, each operator may call upon Anatel to determine the terms and conditions of interconnection.
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I nter connection

In July 2005, Anatel published a new regulation for interconnection among providers of telecommunications
services, which require operators to issue a public document disclosing al of the conditions for the establishment of
interconnection for all classes and types of services.

Competition Law

Brazilian laws regarding competition prohibit any practice aimed at restricting free competition, dominating the
relevant market of goods or services, arbitrarily increasing profits, or abusively exercising dominant market position.

Mexico
Regulatory Framework

The provision of all telecommunication servicesin Mexico is governed by the Federal Telecommunication Law
and various service-specific regulations. The governmental agencies which oversee the telecommunications
industry in Mexico are the Secretariat of Communications and Transportation (SCT) and the Federal
Telecommunications Commission (COFETEL).

Licenses and concessions

In Mexico, authorizations to provide mobile telephony services are granted through concessions. Currently,
only one Band A and one Band B service provider may provide mobile telephony services in each region. Each
concession is granted for a period of twenty years, and may be renewed for additional twenty-year periods, subject
to the fulfillment by the operator of certain terms and conditions.

Telefénica Moviles Mexico’s wireless operating companies have been granted concessions to operate mobile
telephony services on Band A until 2010. The renewal of these concessions was requested in 2005.

Telefénica Moviles’s Mexico has a license to provide public telecommunications services and nine licenses to
provide Personal Communication Services (PCS) in each of the nine PCS service region until 2018. These licenses
may be extended for additional twenty-year periods.

Prices and Tariffs

Tariffs charged to customers are not regulated. They are set by wireless operating companies and must be
registered with COFETEL . Rates do not enter into force until confirmed by COFETEL.

I nter connection

Mexican telecommunications regulations obligate all telecommunications network concessionaires to execute
interconnection agreements on specific terms when requested by other concessionaires. |nterconnection rates and
conditions may be negotiated by the parties. However, should the parties fail to agree, COFETEL must fix the
unsolved issues, including tariffs.

Foreign Ownership/Restrictions on Transfer of Ownership

Mexican law restricts foreign investment in wireless telecommunications companies to a maximum of 49% of
the voting stock, unless the Mexican National Commission of Foreign Investment approves a higher percentage
participation. We received the required approvals from the National Commission of Foreign Investment permitting
our ownership of more than 49% of the outstanding voting stock of Norcel, Cedetel, Bajacel, Movitel and Pegaso in
connection with our acquisition of these companies.

Competition Law

The Federal Economic Competition Law put in place in 1992 and recently amended on June 28 2006 prohibited
monopolies and any practices that tend to diminish, harm or impede competition in the production, processing,

49



distributive or marketing of goods and services. The Federal Competition Commission is the administrative body
empowered to enforce the Law.

Venezuela

On June 1, 2000, the national legislative commission approved the Telecommunication Law . On February 1,
2006, the national legislative commission approved the “Ley Habilitante” that grants the President of the Republic
capacity to enact decreesin relation to the telecommunication sector.

Licenses and Concessions

Telcel has been granted a mobile telephony concession to operate and offer cellular services in the 800 MHz
band with national coverage, granted in 1991 and expiring on May 31, 2011 that may be extended for a 20-year
term. Telcel also holds a private network services concession, granted in 1993, that allows Telcel to offer point-to-
point or point-to-multipoint private telecommunication services to corporations. In 2000, Telcel was granted a
“general license” (Habilitacion General) to offer local telephony services, national long distance services,
international long distance services and to otherwise operate telecommunications networks for a 25-year period
expiring on December 15, 2025. In 2001, Telcel obtained a concession to offer fixed wireless access services
nationwide using “wireless local loop” technology.

Prices and Tariffs

Under the Venezuelan regulations, telecommunications operators are free to determine and set prices for the
services that they offer. However, exemptions to the free pricing regime may be applicable to market dominant
operators, universal services projects or as a result of market distortions caused by anti-competitive conduct as
determined by the Competition Agency.

Chile

Telefonica operates in Chile through Telefénica Chile, S.A. (CTC Chile), Telefénica Méviles Chile, SA.,
TelefonicaMoviles de Chile, S.A. and Telefonica Méviles Chile Larga Distancia S.A.

Regulatory Framework

The General Telecommunications Law No. 18,168 of 1982, as amended, establishes the legal framework for the
provision of telecommunications servicesin Chile.

The main regulatory authority in Chile is the Under-Secretary of Telecommunications (SUBTEL).
Licenses and Concessions

Under the General Telecommunications Law, companies must obtain licenses in order to provide fixed
telecommunications services. Licenses granted for public and intermediate services generally have 30-year terms
and may be renewed indefinitely for 30-year periods at the request of the operator, though certain licenses held by
Telefénica Chile have longer terms.

Telefdnica Chile holds licenses for local telephone service in all regions of Chile for a 50-year period beginning
as of December 1982 and a nationwide public service renewable license for data transmission for a 30-year period
beginning as of July 1995. Telefonica Larga Distancia holds 30-year renewable licenses to provide domestic and
international long-distance services throughout Chile. CTC Chile aso holds nationwide public service data
transmission licenses for an indefinite term. Telefonica Multimedia holds a nationwide 10-year renewable license to
provide limited satellite television service, granted December 2005.

The provision of wireless telecommunications services in Chile is subject to the grant of a concession.
Telecommunications concessionaires that use the radio electric spectrum, such as mobile telephone concessionaires,
are subject to an annual fee. The amount of the fee is based on the size of the applicable system, the portion of the
spectrum utilized and the service area that has been authorized.
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Telefonica Méviles de Chile S.A. holds two concessions for the provision of wireless telecommunication
services in the 800 MHz band, granted for an unlimited period of time. Telefénica Méviles de Chile S.A. also holds
a concession for the provision of wireless telecommunications services nationwide in the 1900 MHz band, the 1885-
1890 MHz and 1965-1970 MHz bands. Additionally, a concession in the 1865-1870 MHz and 1945-1950 MHz
bands was granted to Telefénica Méviles de Chile for a thirty-year period on November, 16, 2002. This concession
may be renewed for successive thirty-year periods at the request of the holder.

Telefénica Moviles Chile Larga Distancia S.A. holds a concession for the provision of “intermediate services”,
including long distance services nationwide. This concession was granted on March 16, 1994 for an unlimited
period of time.

Prices and Tariffs

Under the General Telecommunications Law, maximum tariffs for telephony services are set every five years
by the Ministry of Transport and Telecommunications and the Ministry of Economy. In addition, he Antitrust
Commission may subject any telephony service to price regulation, except for mobile telephone services to the
public that are expressly exempted under the General Telecommunications Law.

The Antitrust Commission ruled that local telephone services, payphone service, fixed line connections and
other services associated with local telephone service were to be subject to tariff regulation. Accordingly, it was
determined that Telefénica Chile would, in its capacity as a “dominant operator”, be regulated with respect to tariff
levels and structure throughout Chile, except in regions where other companies are the dominant operators.

I nter connection

Interconnection is obligatory for al license holders of public telecommunications services and intermediate
services that provide long distance services. The same requirement applies to holders of intermediate service
licenses, who are required to interconnect their networks to the local telephone network.

A “calling party pays” tariff structure was implemented on February 23, 1999. Under this tariff structure, local
telephone companies pay mobile telephone companies an access charge for calls placed from fixed networks to
mobile networks. Local telephone companies may pass this interconnection charge on to their customers. Every five
years, SUBTEL sets the applicable tariffs for services provided through the interconnected networks.

Competition Law
The principal regulation concerning competition in Chile is Decree No. 511 of September 17, 1980.

Chile is member of the Andean Community (CAN) which has recently adopted new rules aimed at fighting
anticompetitive practices at supranational level. The most recent CAN competition rule is the Decision 608 of 29
March 2005, which forbids agreements and business collusion that restricts competition and abuse of dominant
position by firms that may affect trade among member States.

Argentina
Regulatory Framework

The basic legal framework for the provision of telecommunications services in Argentina is set forth in the
National Telecommunications Law (No. 19.798) of 1972 and in the specific regulations governing each type of
telecommunications service. Also, Decree 264/98 established a transitory period from a monopolistic market
towards a free market, promoting the protection of small operators while imposing obligations on both basic services
licensees.

The following regulatory authorities oversee the Argentine telecommunications industry:

e the National Communications Commission supervises compliance with licenses and regulations, and
approves changes to mandatory goal and service requirements; and
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e the Secretariat of Communications (SECOM) grants new licenses, regulates the bidding and selection
processes for radio-spectrum authorizations, and approves the related bidding terms and conditions.

Licenses and Concessions

Telefénica de Argentina, S.A. holds licenses for fixed line services, al granted for an unlimited period of time,
which entitle it to provide fixed line telecommunications services; international telecommunications services; local
services in the northern and southern regions; long distance, international and data transmission telecommunications
servicesin the northern region; and Internet access and international data transmission services.

Telefonica operates in Argentina through Telefonica Comunicaciones Personales SA. (TCP). TCP’s licenses
for the provision of wireless services include PCS licenses and corresponding authorizations for use of spectrum for
different regions, licenses and corresponding authorizations for use of spectrum for wireless telephone services for
different regions; and licenses for trunking, or closed user group, services for different cities.

These licenses do not expire, but may be cancelled as the result of failure to comply with the terms of its
license.

Prices and Tariffs

The Public Emergency Law converted tariffsinto pesos at arate of one peso per one U.S. dollar and provided
that the Argentine government would renegotiate the tariff regime.

On October 21, 2003, Law No. 25.790 became effective, extending the term for the renegotiation of concession
or licensing agreements with public utilities until December 31, 2004. This law also established that the decisions
made by the Argentine government during the renegotiation process shall not be limited by, nor subject to, the
stipulations contained in the regulatory frameworks currently governing concession or licensing agreements for the
respective public utilities. Renegotiated agreements may cover some aspects of concession or licensing agreements
and may contain formulas to adjust such agreements or temporarily amend them. As an investor in Argentina
through Telefénica de Argentina, we commenced arbitration proceedings against the Republic of Argentina based
on the Reciprocal Protection of Investments Treaty between Spain and Argentina for damages suffered by us
because of the measures adopted by the Argentine government. We have temporarily suspended our participation in
these proceedings in light of an agreement we reached with the Argentine government on February 15, 2006. If this
agreement is approved by the Argentine Congress we plan to withdraw our claims against the Republic of
Argentina.

Additionally, Decree No. 764/00 established that providers of telephone services may freely set rates and/or
prices for their service which shall be applied on a non-discriminatory basis. However, until the Secretary of
Communications determines that there is effective competition for telecommunications services, the “dominant”
providersin the relevant areas (which includes Telefnica de Argentina) must respect the maximum tariffs
established in the general tariff structure. Providers may freely set their rates by areas, routes, long distance legs
and/or customer groups so long as they are below the amounts established by the general tariff structure.

Also, the guidelines set forth in article 26 of Decree No. 1185/90 continue in effect for operators with
significant market power. These guidelines established information obligations with which operators must comply
with respect to tariffs, both toward clients and the national regulator. This decree aso establishes the powersthe
regulator hasto revise or revoke such tariffs.

Tariffs charged to customers for mobile services are not regulated in Argentina.
I nterconnection

Decree No. 764/00 approved new rules for national interconnection and established interconnection standards
and conditions with which telephone service providers must comply regardless of pre-existing agreements. The
rules for national interconnection set forth that interconnection agreements are to be freely negotiated between the
relevant service providers, on a non-discriminatory basis. The regulations also establish the obligation for dominant
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and significant market operators to unbundle their local loops and to allow competitors to use them on a reasonable
basis.

Competition Law

Law 25.156, on protection of competition prohibits any acts or behaviors related to the production or trade of
goods or services, whose purpose or effect is to prevent, restrict or distort competition or market access, or that
constitute abuse of dominant position in a market. The National Commission for the Defense of Competition is the
authority entrusted with application of the law.

Colombia
Regulatory Framework

In Colombia telecommunications are a public service, subject to state regulation and oversight. Law 72/89 and
Decree 1900/90 establish the general regime for telecommunications and broadcasting services and networks.
Operators seeking to provide telecommunications services in Colombia must obtain a concession from the
Colombian government.

Licenses and concessions

Licenses for mobile services in the Eastern Region, the Caribbean Coast Region and the Western Region were
granted in March, 1994 for a 10-year period and extended for 10 years until March 28, 2014. At the expiration of
this period, the licenses must be renegotiated. Telefénica Moviles also holds concessions to provide Added Value
Services nation wide, granted in August 1997 initially for a 10 year period, extendible once for an additional 10
years, and granted in December 1994 initially for a 10 year period, extended until December 2014.

Additionally, Telefonica Moviles holds concessions for carrier services nationwide, granted in June and
November 1998 (initially for 10 years and may be extended once for 10 years). Telefonica Méviles has requested its
renewal.

With respect to fixed line services, Law 142/1994 establishes a general indefinite permission for all operatorsto
operate as local exchange carriersin the national area. Colombia Telecom holds alegal indefinite authorization
since 1947 to operate as a long distance carrier through the whole nation, and abroad. Colombia Telecom holds a
20-year concession for offering Added Value Servicesin the National territory, and in-connection abroad, granted
on November 8, 1991.

With respect to Added Value Services, a national and in-connection abroad license was granted through
Celumovil on August 15, 1997 for a 10-year period and may be extended once for 10 years; and a national and in-
connection abroad was granted through the former Cocelco on December 2 1994, for a 10-year period and was
extended in 2004 until December 30, 2014.

Telefénica Moviles Colombia holds two nation wide licenses for carrier services: one of them, obtained through
Celumovil, was granted on June 25, 1998 for a 10-year period and may be extended once for 10 years. The other one
was obtained through Cocelco on November 20, 1998 for a 10-year period and may be extended once for 10 years.
Interconnection. Operators have the right to interconnect to other operators’ networks. Before the regulatory
authorities will intervene, operators must attempt direct negotiations. Interconnection must assure compliance with
the objectives of non-discriminatory treatment, transparency, prices based on costs plus a reasonable profit and
promotion of competition.

Prices and Tariffs

Mobile tariffs charged to customers are not regulated, although they may not be discriminatory. Rates are fixed
by wireless operating companies and must be registered with the Comision de Regulacion de Telecomunicaciones.
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Competition Law

Colombia is a member of the Andean Community (CAN), described above in the Chilean Competition Law
regulation section. The Colombian Competition Law is incorporated in the Law No. 155/59 on restrictive trade
practices, the Decree 2153/1992 and Decree 1302/1964. The Superintendent of Industry and Commerce is the
Colombian competition authority. The Law prohibits entering in any agreement or engaging in any type of practice,
procedure, or system that aims to limit free competition (restrictive commercial practices) and abuse of a dominant
position (antitrust behaviors).

Peru

The provision of telecommunications services in Peru is governed by the Telecommunications Law and related
regulations.

Licenses and Concessions

Telefonica del Peru provides fixed line telecommunications services based on concessions granted by the
Ministry of Transport and Communications (TMC). The concession term is for 20 years, which may be renewed
totally or partially at Telefénicadel Peru’srequest. Total renewal isfor afurther 20-year period. Partia renewal is
for periods of up to five additional years. A partial renewal was approved by a 1999 Ministry Resolution, extending
the concession term until 2019.

Providers of wireless services seeking to operate in Peru must obtain a non-exclusive license from the TMC.
Licenses are granted by means of a license agreement entered into between the Ministry and the licensee and set
forth the licensee’s rights and obligations, including the regions where the licensee is authorized to operate. Licenses
are granted either by application or through a bidding process.

In addition, Telefénica Moviles del Pert S.A.C. has a concession for the provision of wireless services on Sub
Band A of the 850 MHz band and 1900 MHz for a twenty year period, renewable under request for identical
periods. It also holds concessions for offering international and domestic long distance carrier services, granted in
February 2002 for atwenty year period.

Comunicaciones Méviles del Peru has a concession for the provision of wireless services on Sub Band B of the
800 MHz band for atwenty year period. It was granted on July 1, 1991 covering certain provinces. It also holds the
concessions for local carrier services, which expire between 2016 and 2022. Concessions for domestic and
international carrier services expire on February 5, 2019. In addition, it has a concession for local fixed telephony
services for national coverage, granted on August 11, 1999 for a 20-year period.

These concessions may be renewed for successive twenty year periods.

Under the concessions to provide wireless services, mobile operators are obligated to meet certain quality
service regquirements with respect to cal failure, radio-electric coverage and quality of communications. These
requirements are established on a yearly basis and are gradually increased in order to improve the quality of the
service provided.

Prices and Tariffs

Tariffs for fixed line services must be approved by the National Regulatory Authority, the Organization for
Supervision of Private Investment in Telecommunications (“OSIPTEL), in accordance with a price cap formula
based on a productivity factor.

Rates charged by wireless providers to their customers have been subject to a free tariff regime supervised by
OSIPTEL.



I nter connection

Wireless service providers are required, upon request, to interconnect with other concession-holders. According
to the principles of neutrality and non-discrimination contemplated in the Telecommunications Law, the conditions
agreed upon in any interconnection agreement will apply to third parties in the event that those conditions are more
beneficial than terms and conditions agreed upon separately.

Competition Law

The main competition rule is the Legidative Decree No. 701 Against Monopolistic Practices, Controls, and
Restraints on Free Competition. Other specific laws regarding telecommunication sector are also applied in
competition affairs. Competition rules in the telecommunication sector are applied by OSIPTEL. Peru is also a
member of the Andean Community (CAN), described above in the Chilean Competition Law regulation section.

Ecuador
Regulatory Framework

The Special Telecommunications Law and the General Regulation to the Special Telecommunications Law
establish the regulatory regime applicable to the provision of telecommunications services in Ecuador.

Licenses and Concessions

Telefénica MAviles Ecuador holds a concession to provide mobile cellular telephony services, which expires on
November 29, 2008 and may be extended for a subsequent 15-year period and a concession to provide fixed and
wireless carrier services, which expires on April 22, 2017 and may be extended for a subsequent 15-year period.

Cellular concessions were granted for the provision of cellular services in specific areas to Telefonica Moviles
Ecuador (Otelcel) and AméricaMovil, S.A. de C.V. (AMX) (Conecel). In July 2005, the national regulator approved
a new regulation to extend the provision of cellular services nationwide for both operators, requiring an additional
payment of US$430 thousand. Both operators now have nationwide concessions.

Currently, Telefonica Méviles Ecuador and AMX are negotiating with the national regulator regarding the
conditions for renewal of the concessions to provide mobile cellular telephony services. We are negotiating the new
conditions to operate in the market (service quality parameters, maximum tariffs) and the cost of renewing the
concession.

Telefénica Méviles Ecuador holds different licenses for the provision of wireless services, and for Internet
mobile access, each of which expires on February 21, 2010 and may be extended for a subseguent 10-year period. It
also holds a license to provide conventiona Internet services, which expires on January 25, 2011 and may be
extended for a subsequent 10-year period.

Incoming and outgoing international long distance services may only be provided exclusively to Telefénica
Moviles Ecuador’s clients.

A monthly fee amounting to 1% of the invoiced revenues of carriers services must be paid by all operators
holding concessionsto SENATEL as a contribution to support universal service.

Prices and tariffs

The mobile services concession of Telefénica Méviles Ecuador is subject to a maximum rate of US$0.50 per
min for mobile services and a maximum rate of US$0.10 per min for rural public telephony. Telefénica Méviles
Ecuador may fix rates freely so long as it does not exceed these rates, and provided that it notifies the correspondent
regulatory body 24 hours ahead of any price increase.

Telefénica Moviles Ecuador may fix rates freely under its carrier services concession.
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License/Concession

Country and authorizations Type of service Spectrum Band Expiration
El Salvador Concession Wireless network 25 MHz/800MHz B Band 2028(1)
Concession Wireless network 30 MHz CBand 2028
Concession Wireless network 10 MHz/1900 MHz F Band 2028
Concession Wireless telecommunication 3.5/5./11/23 GHz 2028
services
Guatemala Concession Wireless services Two 15 MHz channels 2014(2)
Concession Wireless services 1895-1910/ 1975-1990 C Band 2014(2)
Concession Wireless services 1875-1870/1945-1950 D Band 2014(2)
Concession 1885-1895/1965-1975 Eand F 2014(2)
Wireless services Band
Nicaragua Concession Cellular telecommunications 800 MHz A Band 2013(3)
services
Concession Cellular telecommunications ~ Additional spectrum D Band 2013
services 1900
Panama Concession TDMA/CDMA/GSM 800 Mhz A Band 2016(4)
Uruguay License Mobile telephony 25 MHz 800 MHz 2022-2024(5)

1)

@

3

(4)

()

Pursuant to the Telecommunications Law, telephony is considered a public service. Concessions for the
provision of public telephony services are granted for athirty-year period. The concession may be renewed for
successive thirty-year periods. Concessions for use of spectrum are granted for atwenty-year period and may be
renewed for additional twenty-year periods upon execution of the proceedings set forth in the
Telecommunications Law.

All of such titles are granted for a fifteen-year term and may be renewed for subsequent flfteen-year terms at the
request of the holder. In order to renew atitle, the holder must demonstrate before the regulatory body, that the
spectrum was effectively used during the previous fifteen-year term. All of these titles are set to expire in 2014.

Telefénica Moviles Nicaragua was granted a concession in 1992 for a 10-year period for the use of 25 MHZ of
spectrum in the 800 MHz Band A to provide cellular telecommunications services, the regulatory entity granted
to Telefonica Nicaragua 10 Mhz of additional spectrum in the 1900 Band D. This concession was renewed for
another 10-year period in 1998, and will expire on July 31, 2013. The concession may be renewed for another
10-year period through negotiation with TEL COR two years prior to the expiration of the current concession,
subject to the fulfillment of certain terms and conditions by the operator.

The concession period is for 20 years and expires on 2016. This can be extended for another period in
accordance with the concession contract.

Ending date depends on the spectrum concession: band 800 MHz (12.5MHz + 12.5MHz) — 20 years as or July
2004; band 1900 MHz (5MHz + 5MHZz) — 20 years as of December 2002; and band 1900 MHz (5SMHz +
5MHZz) — 20 years as of July 2004.

Seasonality

Our main businessis not significantly affected by seasonal trends.

Patents

Our businessis not materially dependent upon the ownership of patents, commercial or financia contracts or

new manufacturing processes.

C.

Organizational Structure

See “—History and Development of the Company—OQOverview.”
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D. Property, Plant and Equipment
Fixed Networks

Telefonica’s operators have fixed networks in Spain, Latin America and Europe with a presence as incumbents
in Spain, Argentina (the greater Buenos Aires metropolitan area and the southern portion of the country), Brazil (Sao
Paulo), Chile, Peru and the Czech Republic.

Following market trends, competitive environments, evolution of technologies and new multimedia and
broadband services demanded by our customers, Telefonica’s operators have in recent years generally upgraded
their respective networks as follows:

e progressive introduction of Broadband access technologies over copper: ADSL, ADSL 2+, VDSL 2, etc.
increasing the bandwidth capacity of the accesses,

e introduction of fiber access technologies (XPON) in across different access scenarios: FTTH, FTTB, FTTC,
FTTN, etc. increasing the access bandwidth up to 50Mbps or more;

o making available powerful IPPMPLS backbones providing full connectivity to the rest of the network
layers, such as transmission, switching and access, to support services for al business and customer market
segments (fixed and maobile);

e planning the migration of current TDM switching networks (PSTN and ISDN services) to NGN all 1P
packet networks;

e providing for F-M convergence of networks, services and OSS& BSS systems in the operations and
countrieswhereit is feasible to do so;

e migrating and concentrating transport technologies from legacy ones, such asATM, FR, leased lines at low
speed and SDH, to the new generation of optical transport ones, such as DWDM, CWDM and NG-SDH;
and

e deployment of new services such as IPTV Imagenio to customers connected through broadband accesses.
M obile Networks

The Telefonica Group has mobile networksin Spain, the United Kingdom, Germany, Ireland, the Czech
Republic, Slovakia, Morocco, Brazil, Argentina, Venezuela, Chile, Peru, Colombia, Mexico, Guatemala, Panama, El
Salvador, Nicaragua, Ecuador and Uruguay. In the case of Brazil and Morocco the ownership of the networksis
shared with Portugal Telecom (50% and 32% respectively).

We use anumber of mobile technologiesin the countries in which we operate, for example, GSM and UMTS in
Spain, the United Kingdom and Morocco; CDMA in other countriesin Latin America and the Czech Republic and
TDMA technology in certain other countriesin Latin America.

We are continuing to work to upgrade our mobile networks in line with market trends, demand of new services
from customers and the evolution of technologies. The main steps we are currently taking include:

e progressive migration from TDMA and CDMA technologies to GSM or UMTS technologiesin
markets where it is convenient;

e introduction of broadband into cellular access using technologies such asUMTS, HSDPA and
HSUPA;

e exploring new services such as mobiletelevision;

e exploring the feasibility of new technologies as wimax and L TE to provide mobile accesses with
increased bandwidth;
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e providing for F-M convergence of networks and services in the operations and countrieswhere it is
feasible to do so.

Satellite Communications

Telefonica holds a 13.2% interest in Hispasat and |eases capacity to Eutelsat, Intelsat, New Sky Satellite and
occasionally ArabSat.

The services provided using satellite platforms include tel evision contribution signal to feed cable and IPTV
head ends, direct to the home (DTH) television, VSAT mainly for telephony and Internet accessin rura areas,
emergency solutions, corporate communications and international communications with some countriesin Africa
andin Asia.

Submarine Cables

Telefénicais one of the world’s largest submarine cable operators. Telefdnica participatesin approximately 50
international underwater cable systems (nine of which are moored in Spain) and owns eleven domestic fiber optic
cables.

There are submarine cable connections between Spain and Africa, America, Asiaand Europe, respectively. The
cable SAM-1, owned by Telefénica and with alength of approximatley 22,000 kilometers underwater and 3,000
kilometers terrestrial, links different countries such as Guatemala, Peru, Chile, Brazil, Argentina and Colombia.

The principal services using the capacity of submarine cables are voice circuits, Internet and dedicated circuits
for international traffic and for corporations and business customers.

Item 4A.  Unresolved Staff Comments
Not applicable.
Item 5. Operating and Financial Review and Prospects
A. Operating Results
Overview

The Telefonica Group has structured its management according to a new regional and integrated management
model, in which each business unit has responsibility over the fixed and mobile assets. The Telefonica Group’s
business units in 2006 were:

e Telefonica Spain: fixed linein Spain and mobile telephony in Spain and Morocco;
o TeefonicaO2 Europe: fixed line and mobile telephony in the rest of Europe;
e TelefénicaLatam: fixed line and mobile telephony in Latin America;

The Telefonica Group is also involved in the media and call center areas through investment in Telefonicade
Contenidos and Atento, respectively.

Presentation of Financial I nformation

Theinformation in this section should be read in conjunction with our Consolidated Financial Statements, and
the notes thereto, included elsewhere in this Annual Report. Our Consolidated Financial Statements have been
prepared in accordance with IFRS, which differ in certain respects from U.S. GAAP. Please refer to note 25 to our
Consolidated Financial Statements for a discussion of these differences.
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Non-GAAP Financial Information
Operating Income Before Depreciation and Amortization

Operating income before depreciation and amortization is calculated by excluding depreciation and
amortization expenses from our operating income in order to eliminate the impact of generally long-term capital
investments that cannot be significantly influenced by our management in the short-term. Our management believes
that operating income before depreciation and amortization is meaningful for investors because it provides an
analysis of our operating results and our segment profitability using the same measure used by our management.
Operating income before depreciation and amortization also allows us to compare our results with those of other
companies in the telecommunications sector without considering their asset structure. We use operating income
before depreciation and amortization to track our business evolution and establish operational and strategic targets.
Operating income before depreciation and amortization is also a measure commonly reported and widely used by
analysts, investors and other interested parties in the telecommunications industry. Operating income before
depreciation and amortization is not an explicit measure of financia performance under IFRS or U.S. GAAP and
may not be comparable to other similarly titled measures for other companies. Operating income before depreciation
and amortization should not be considered an alternative to operating income as an indicator of our operating
performance, or an aternative to cash flows from operating activities as a measure of our liquidity.

The following table provides a reconciliation of operating income before depreciation and amortization to
operating income for the Telefénica group for the periods indicated.

Year ended December 31,

2004 2005 2006
(in millions of euros)
Operating income before depreciation and amortization............ccccveveerereeeenene 12,017 15,056 19,126
Depreciation and amorti Zation EXPENSE.........coeereirierinesreerieesee e (5,642) (6,693) (9,704)
Consolidated operating iINCOME.........cciirirerieieeeere e 6,375 8,363 9,422

The following tables provide a reconciliation of operating income before depreciation and amortization to
operating income for the Telefonica Group and each of our business lines for the periods indicated.

Year ended December 31, 2006 (in millions of euros)

Telefénica Telefénica  TelefénicaO2  Othersand

Spain Latam Europe Eliminations Total
Operating income before depreciation and
AMOITIZAEION .. 8,647 6,571 3,708 200 19,126
Depreciation and amortization expense.........cc.coeveneee. (2,533) (3,671) (3,399) (101) (9,704)
Consolidated operating inCome..........ccocceeerereenienenne 6,114 2,900 309 99 9,422

Year ended December 31, 2005 (in millions of euros)

Telefénica Telefénica  TelefénicaO2  Othersand

Spain Latam Europe Eliminations Total
Operating income before depreciation and
AMONTIZALION ... e 8,870 5,513 497 176 15,056
Depreciation and amortization expense..........c.coueu.e... (2,804) (3,461) (364) (64) (6,693)
Consolidated operating inCome..........ccocceeevereeneenenne 6,066 2,052 133 112 8,363

Year ended December 31, 2004 (in millions of euros)

Telefonica Telefénica  TelefénicaO2  Othersand

Spain Latam Europe Eliminations Total
Operating income before depreciation and
AMONtIZAHON ... 8,708 3,789 (6) 474) 12,017
Depreciation and amortization expense............ccoeue.e. (3,044) (2,430) (149 (154) (5,642)
Consolidated operating inCome..........ccocceevverienieneans 5,664 1,359 (20 (628) 6,375
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Net Financial Debt

Net financial debt is calculated by deducting the positive mark-to-market value of derivatives with a maturity
beyond one year from the relevant balance sheet date and other interest-bearing assets (each of which are
components of non-current financial assetsin our consolidated balance sheet), current financial assets and cash and
cash equivalents from the sum of (i) current and non-current interest-bearing debt (which includes the negative mark
to market value of derivatives with a maturity beyond one year) and (ii) other payables (a component of non-current
trade and other payablesin our consolidated balance sheet). Our management believes that net financial debt is
meaningful for investors because it provides an analysis of our solvency using the same measure used by our
management. We use net financial debt to calculate internally certain solvency and leverage ratios used by
management. Net financial debt is not an explicit measure of indebtedness under IFRS or U.S. GAAP and may not
be comparable to other similarly titled measures for other companies. Net debt should not be considered an

alternative to gross financial debt (the sum of current and non-current interest-bearing liabilities) as a measure of our
liquidity.

The following table provides a reconciliation of net financial debt to gross financial debt for the Telefonica
Group as at the dates indicated.

As of December 31,

2004 2005 2006
(in millions of euros)
Non-current interest-bearing debt............cooooiii i 17,492 25,168 50,676
Current interest-Dearing et .............o..ceeveevereeeeeeeceeeee et eeen s 10,210 9,236 8,381
GrossfinanNCial AEDL ........oooiiiii e 27,702 34,404 59,057
Other PAYADIES......c.eeeeeee et 534 438 34
Non-current finanCial aSSEES(L)........cccvrvirereeieieieii s eneas (1,071) (1,044) (1,794)
CUrrent fiNaNCial BSSELS .......vviiivieieieecc ettt (2,557) (1,518) (1,680)
Cash and Cash EOUIVAIENES..........o..eveeeeeeeeesseesesesessees s ssesseessessses s sssssssssesssnnes (914) (2,213 (3,792
NEt FINANCIAI AEDE ....vovvovereveereseeeeeveoseeeee s 23,694 30,067 52,145

(1) Positive mark to market value of derivatives with a maturity beyond one year from the relevant balance sheet
date and other interest-bearing assets.

Significant Transactions Affecting the Comparability of our Results of Operations in the Periods Under
Review

During 2006, various changes occurred in the composition of the Telefénica Group that affect the comparability
of our operating results for the year ended December 31, 2006 to our operating results for the year ended December
31, 2005. Please see note 2 to our Consolidated Financial Statements for a detailed description of the principal
changes in the composition of the Group affecting our financial statements during the periods under review covered
by the Consolidated Financial Statements. The most significant changes are summarized below.

Acquisition of O2 plc

In October 2005, we commenced a public tender offer for all of the outstanding shares of O2 plc, a U.K. mobile
services provider. On January 23, 2006, we made our tender offer for O2 plc unconditional in accordance with the
rules of the U.K. City Code on Takeovers and Mergers. We consolidate O2 plc in our Consolidated Financial
Statements as from January 31, 2006. For additional information on this acquisition see “Item 4. Information on the
Company—History and Development of the Company—~Public Takeover Offers”.

Sale of TPI
In July 2006, Telefonica accepted Y ell Group, Plc’s bid for 100% of TPI.
As a consequence of this transaction, the results of operations of the TPl Group and the gain we recorded on its

sale are included under the caption “Income (loss) from discontinued operations” for 2006. For comparison
purposes, the financial statements of the Telefénica Group have been restated for 2005 and 2004 to present TPI’s
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results of operations under the same capiton. Such restatement affects most of the line itemsin our income
statements for such years.

Acquisition of a Majority Stake in Cesky Telecom

In June 2005, we acquired a 51.1% stake in Cesky Telecom a.s. from the Czech government, and in September
2005, we acquired an additional 18.3% interest in Cesky Telecom a.s. pursuant to a mandatory public tender offer.
Asaresult, we consolidate Cesky Telecom in our Consolidated Financial Statements as from July 1, 2005. For the
year ended December 31, 2005, the Cesky Group is presented as a separate business line in our discussion of our
results of operations by business line below. See “—Group Results of Operations—Cesky Telecom”.

Acquisition of BellSouth’s Mobile Operationsin Latin America

In March 2004, Telefénica Méviles reached an agreement to acquire Bell South’s interests in mobile operators
in Argentina, Chile, Peru, Venezuela, Colombia, Ecuador, Uruguay, Guatemala, Nicaragua and Panama. BellSouth’s
interests in the mobile operators in Peru, Venezuela, Colombia, Ecuador, Uruguay, Guatemala, Nicaragua and
Panama were transferred in October 2004. BellSouth’s interests in the operators in Argentina and Chile were
transferred in January 2005. We consolidate each of these operatorsin our Consolidated Financial Statements as
from their respective dates of acquisition.

Comparability of our Result of Operations by Geographical Areas

At its meeting of July 26, 2006, the Board of Directors of Telefénica agreed to restructure the Company’s
management to adapt to a new regional, integrated management model based on three operating segments:
Telefonica Spain, Telefénica O2 Europe and Telefénica Latam, with each overseeing the integrated businessin its
respective area. This formsthe basis of the segment reporting herein and our Consolidated Financial Statements
have been prepared on this basis. As aresult, the ssgment reporting included herein is not comparable with that
included in our 2005 20-F.

Significant Changesin Accounting Policies

In 2005 and 2006, there were no significant changesin the accounting policies used in the preparation of our
Consolidated Financial Statements under |FRS. For adiscussion of changes in accounting principles under U.S.
GAAP, see note 25 to our Consolidated Financial Statements.

Critical Accounting Policies

The preparation of financia statementsin conformity with IFRS requires management to make estimates and
assumptions that affect the amounts reflected in the consolidated financial statements and accompanying notes. We
base our estimates on historical experience, where applicable, and other assumptions that we believe are reasonable
under the circumstances. Actual results may differ from those estimates under different assumptions or conditions.

We consider an accounting estimate to be critical if:

e it requires usto make assumptions because information was not available at the time or it included
matters that were highly uncertain at the time we were making our estimate; and

e changesin the estimate or different estimates that we could have selected may have had a material
impact on our financial condition or results of operations.

The various policies that are important to the portrayal of our financial condition and results of operations
include:

e accounting for long-lived assets, including goodwill;
e deferred taxes,
e provisions; and
e revenue recognition.
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Accounting for Long-lived Assets, including Goodwill

Property, plant and equipment and intangible assets, other than goodwill, are recorded at acquisition cost. If
such assets are acquired in a business combination, the acquisition cost is the estimated fair value of the acquired
property, plant and equipment or intangible assets. Property, plant and equipment and intangible assets with definite
useful lives are depreciated or amortized on a straight-line basis over their estimated useful lives.

Intangible assets with indefinite useful lives are not amortized, but are, instead, subject to an impairment test on
ayearly basis and whenever thereis an indication that such assets may be impaired.

Accounting for long-lived assets and intangible assets involves the use of estimates for determining: (a) the fair
value at the acquisition date in the case of such assets acquired in a business combination; and (b) the useful lives of
the assets over which they are to be depreciated or amortized. We believe that the estimates we make to determine
an asset’s useful life are “critical accounting estimates” because they require our management to make estimates
about technological evolution and competitive uses of assets.

When an impairment in the carrying amount of an asset occurs, nonscheduled write-downs are made. We
perform impairment tests of identifiable intangible and long-lived assets whenever there is reason to believe that the
carrying value may exceed the recoverable amount, which is the higher of the asset’sfair value less costs to sell and
itsvalue in use. Furthermore, previously recognized impairment losses may be reversed when changesin the
estimates used to determine the asset’s recoverable amount indicate that an impairment loss recognized in prior
periods no longer exists or may have decreased.

The determination of whether the impairment of long-lived and intangible assets is necessary involves the use
of significant estimates and judgment that includes, but is not limited to, the analysis of the cause of potential
impairment in value, the timing of such potential impairment and an estimate of the amount of the impairment,
which requires the estimation of the future expected cash flows, discount rates and the fair value of the assets.

Specifically, management has to make certain assumptionsin respect of uncertain matters, such as growth in
revenues, changes in market prices, operating margins, and technology devel opments and obsolescence,
discontinuance of services and other changesin circumstances that indicate the need to perform an impairment test.
Management’s estimates about technology and its future development require significant judgment because the
timing and nature of technological advances are difficult to predict.

Goodwill arises when the cost of a business combination exceeds the acquirer’sinterest in the net fair value of
the identifiable assets acquired and liabilities and contingent liabilities assumed. Goodwill is not amortized, but is,
instead, subject to an impairment test on ayearly basis and whenever thereis an indication that the goodwill may be
impaired.

Nonscheduled write-downs of goodwill are made when an impairment in the carrying amount of goodwill
occurs. Wereview, on aregular basis, the performance of our cash-generating units. We compare the carrying
amount of the cash-generating unit to which the goodwill has been allocated with its recoverable amount. The
determination of the recoverable amount of the cash-generating unit involves extensive use of estimates and
significant management judgment is involved. Methods commonly used by us for valuations include discounted
cash flow methods.

A significant change in the facts and circumstances that we relied upon in making our estimates may have a
material impact on our operating results and financial condition.

Deferred Taxes

Management assesses the recoverability of deferred tax assets on the basis of estimates of our future taxable
profit. The recoverability of deferred tax assets ultimately depends on our ability to generate sufficient taxable profit
during the periods in which the deferred tax assets are utilized. In making this assessment, our management
considers the scheduled reversal of deferred tax liabilities, projected taxable profit and tax planning strategies.
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This assessment is carried out on the basis of internal projections which are updated to reflect our most recent
operating trends. |n accordance with applicable accounting standards, a deferred tax asset must be recognized for all
deductible temporary differences and for the carry-forward of unused tax credits and unused tax losses to the extent
that it is probable that taxable profit will be available against which the deductible temporary difference can be
utilized. Our current and deferred income taxes are impacted by events and transactions arising in the normal course
of business aswell asin connection with special and non-recurring items. Assessment of the appropriate amount and
classification of income taxes is dependent on several factors, including estimates of the timing and realization of
deferred tax assets and the timing of income tax payments. Actua collections and payments may materialy differ
from these estimates as a result of changesin tax laws as well as unanticipated future transactions impacting our
income tax balances.

Provisions

Provisions are recorded when, at the end of the period, the Group has a present obligation as a result of past
events, whose settlement requires an outflow of resources that is considered probable and can be measured reliably.
This obligation may be legal or constructive, arising from, but not limited to, regulation, contracts, common practice
or public commitments, which have created a valid expectation for third parties that the Group will assume certain
responsibilities. The amount recorded is the best estimation performed by the management in respect of the
expenditure that will be required to settle the obligations, considering all the information available at the closing
date, including the opinion of external experts, such aslegal advisors or consultants.

If we are unable to reliably measure the obligation, no provision is recorded and information is then presented
in the notes to the Consolidated Financial Statements.

Because of the inherent uncertainties in this estimation, actual expenditures may be different from the originally
estimated amount recognized.

Revenue Recognition
Connection fees

Revenues from connection fees originated when customers connect to our network are deferred over the
average expected length of the customer relationship. The expected customer relationship period is estimated based
on recent historical experience of customer churn rates. Significant variations in customer churn rates from our
estimates may result in differences in the amount and timing of revenues recognized.

Multiple-element arrangements

Arrangements involving the delivery of bundled products or services are assessed to determine whether it is
necessary to separate the arrangement into individual component deliverables, each with its own revenue recognition
criteria. Revenue relating to bundled contracts is allocated to the different deliverablesidentified, based on their
relative fair values (i.e., the fair value of each individual component deliverablein relation to the total fair value of
the bundled deliverables). Given that the handsets and airtime are price-sensitive and volatile in a competitive
marketplace, the determination of fair values in the mobile phone businessis quite complex. Additionally, a
significant change in the facts and circumstances upon which we based our fair value estimates may have an impact
on the allocation of revenue among the different deliverables identified and, consequently, on future revenues.

Operating Environment

Our results of operations are dependent, to alarge extent, on the level of demand for our servicesin the
countries in which we operate. Demand for services in those countries is affected by the performance of their
respective economies, including GDP, inflation, account-deficit and unemployment rates. As discussed below, the
economics of the countries where we operate generally performed well in 2006, which positively affected our results
of operations for the period.
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Operating Environment by Country
Spain

Our results of operations are dependent to alarge extent on the level of demand for our servicesin Spain. For
the year ended December 31, 2006, revenues from our operationsin Spain represented 37.3% of our consolidated
revenues. Spain’sreal gross domestic product (GDP) expanded by 3.9% in 2006, the highest rate in the last six
years, reflecting relatively stronger domestic demand which grew at an annual rate of 4.9%. Inflation was 2.7% in
2006. The current-account deficit was 7.8% of GDP in 2006 and the positive economic climate contributed to a
decline in the unemployment rate to 8.3%, with avery high elasticity of job creation to economic growth.

Germany

During 2006 Germany’s GDP grew 2.7%, the highest rate since 2000. This performance was due to the export
sector, which provided more than 40% of the overall growth rate, and increased investment. The current-account
reached a surplus of 4.4% of GDP because of the trade surplus equal to 7% of GDP driven by booming world trade
and the increasing competitiveness of Germany’s exports. Notwithstanding high GDP growth, inflation has
remained well contained at an annual rate of 1.4%. During 2006, the labor market also improved, generating more
than 450,000 jobs, which contributed to a decrease in the unemployment rate from 11.3% in 2005 to 9.8% in 2006.

United Kingdom

During 2006, the United Kingdom’s economy grew 2.7%, in line with its average rate over the past ten years.
This solid performance has been supported by strong activity in the service sector, and increasing investment
activity. Theinflation rate rose sharply during the year, reaching 3% in December, 1% over the Bank of England
target which can be explained in large part by supply shocks in the energy sector. In order to curb increasing
inflationary pressure, the Bank of England increased interest rates by 50 basis points, to 5% at year end. This
tightening monetary cycle, not anticipated by the market, resulted in appreciation of the effective exchange rate by
4.7%.

Czech Republic

The Czech Republic’s GDP growth in 2006 showed its fastest rate over the last 10 years, growing almost 6%.
Thiswas mainly due to the growth in domestic demand (household consumption and investment), while the
contribution of exports to growth decreased during the year. Inflation closed 2006 at 1.7%, well below the Central
bank’s objective of 3%. The overall economic condition of the Czech Republic contributed to an appreciation of the
Czech crown effective exchange rate by 5%, above itslong-term trend.

Brazl

During 2006 Brazil again posted positive results in trade numbers, with surplus of US$46.1 hillion, compared to
US$44.7 billion in 2005 and US$33.7 hillion in 2004. This trade surplus allowed the Brazilian Government to
continue to reduce the external debt to GDP ratio, from 21.3% in 2006 to 17.6% in 2005. Brazilian international
reserves increased from US$53.8 billion in 2005 to US$85.9 hillion in 2006. The country risk as measured by the JP
Morgan Emerging Markets Bond Index Plus (EMBI+ Brazil) fell to 192 basis points at December 31, 2006,
compared to 305 basis points at December 31, 2005. The Brazilian currency appreciated 9%, to R$2.14 over this
period. Asaresult, consumer prices, as measured by the Consumer Price Index (IPCA), increased by 3.1%, the
lowest level since 1998 and well below the inflation target rate of 4.5%. Asaresult of declinesin the rate of
inflation, the Central Bank of Brazil continued to reduce interest rates, specifically, the Selic rate has fallen during
2006, finishing the year at 13.25% from 18% at the end of 2005. Brazil’s GDP growth in 2006 was 2.9% compared
t0 2.3% in 2005 and 4.9% in 2004.

Argentina

Argentina’s estimated GDP growth for 2006 was approximately 8.5%, which matched the growth rate over the
period of 2003-2005 marking four years of GDP growth following the deep economic and political crisis of 2001-
2002. The peso depreciated by 1.0% closing at 3.06 pesos per U.S. dollar. The consumer inflation rate increased by
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9.8%, above the target range of 4% to 7% established by Argentina’s Central bank, while wholesale prices rose by
7.1% in 2006. The externa surplus, following a 2005 surplus equivalent to 3.0% of GDP, was 3.3% of GDPin
September 2006. The unemployment rate decreased to 8.7% in December 2006 from 10.1% in December 2005 due
to continued economic growth and the implementation of awide range of social assistance programs with positive
implications for aleviating poverty and diminishing disparities in the distribution of income.

Chile

Chile’s GDP grew by approximately 4.2% in 2006 compared to 6.3% in 2005. Inflation increased from 3.1% in
2005 to 3.5% in 2006. The Chilean peso, which floats freely, appreciated approximately 5.6% in nominal terms
(6.0% in real terms) against the U.S. dollar in 2006. Chile’s unemployment rate dropped to 8.0% in 2006 compared
t0 9.3% in 2005. In 2006, Chile had its largest budget surplus ever, amost double the previous year’s 4.7% of GDP
reaching 7.9% of GDP, in 2006 due to strong growth in domestic demand and strong copper prices.

Peru

During 2006, Peru continued to see significant improvement in its main macroeconomic indicators. GDP grew
8% (the highest rate in 12 years) after arecord 66 months of consecutive growth. Annual inflation was only 1.1%,
below the inflation target set by the Central Bank. The current account displayed a record surplus of 2.6% of GDP.
The fiscal surplus reached an historic 2.1% of GDP. Additionally, Standard & Poor’s and Fitch improved the
Peruvian sovereign debt rating to BB+ with a positive outlook, just one notch below investment grade.

Mexico

Mexico’s GDP growth in 2006 was 4.8%, compared to 3.0% in 2005. Inflation ended at 4.1%, slightly above
the Central Bank’starget for the year, and higher than the 3.3% rate in 2005. The trade balance closed with a deficit
of $5,800 million against the $7,600 million registered in 2005, primarily based on rising oil prices. Public finances
remained balanced for the year while the outcome of certain fiscal and public sector pension reforms remained
pending. The exchange rate for the Mexican peso stabilized in 2006 despite political uncertainty arising from the
presidential election.

Colombia

During 2006, Colombia’s GDP expanded significantly. Investment and private consumption are the main
contributors to the economic boost. The Central Bank proved again to be precise in its monetary policy
accomplishing its inflation target (4% - 5%) with a 4.48% year-on-year variation in its CPl. Even though the
currency reached a 15.3% depreciation at the end of the first half, it rapidly recovered its value, closing the year with
a1.99% year-on-year appreciation. Since imports grew at afaster pace than international sales did, the trade balance
turned negative registering a deficit of US$142 million. Fiscal performance was better than expected, and the deficit
was expected to narrow to approximately 0.4% of GDP by year end. In addition, the unemployment rate decreased
to 12.9%.

Venezuela

Venezuela’s GDP grew 10.3% during 2006, continuing the positive trend established after 2002 following the
end of the general strikein the oil and gas industry. In 2006, the GDP growth displayed divergent paces for the two
main sectors in the economy: non oil and gas related activities grew 11.7% and oil and gas related activities declined
by 1.9%. Moreover, the oil and gas industry has not shown an increase in activity (i.e., the number of barrels
produced) despite the historical risein oil prices during 2005 and 2006. The government continues to expand its
fiscal policy driven by public spending, resulting in a positive economic impact on and, helping to aleviate poverty
throughout the country. The consumer price index (CPI) rose to 17.3% from 14.4% in 2005. The unemployment rate
closed 2006 at 8.4%.

Ecuador

Ecuador’s GDP grew 4.05% in 2006, continuing a span of seven years of positive growth. Domestic
consumption grew at 5% overriding the effect of commaodity prices on growth from previous years. Inflation
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remained low at 2.87%, the lowest rate in 38 years due in large part to the dollarization of the local currency
implemented in early 2000. As the US dollar continues its downward trend against major and regional currencies,
Ecuador has maintained its real exchange rate, showing no changes since 2005. Domestic interest rates remained
high with the policy rate set at 12%. The cost of money for borrowers increased by around 5% per transaction due to
commissions charged by the banking sector. High country risk resulting from an unstable political situation further
increased borrowing costs. Ecuador’s unemployment rate hovered around 9% in 2006 and has decreased only
marginally despite overall positive economic performance. Public finances posted a primary surplus of 4.5% of
GDP, mostly resulting from sustained high oil prices and greater than forecast tax collection.

Exchange Rate Fluctuations

We publish our Consolidated Financial Statements in euro. Because a substantial portion of our assets,
liahilities, revenues and profit are denominated in currencies other than the euro, we are exposed to fluctuationsin
the values of these currencies against the euro. These currency fluctuations have had and may continue to have a
material impact on our financial condition and results of operations.

In 2006, variationsin currencies decreased our consolidated cash flows by approximately €372 million and
increased our consolidated revenues from operations by approximately 1.6%. Currency fluctuations can also have a
significant impact on our balance sheet, particularly equity attributable to equity holders of the parent, when
trandating the financial statements of subsidiaries located outside the euro zone into euro. For example, in 2006
equity attributable to equity holders of the parent decreased by €302 million due to the trandlation of the financial
statements of our foreign subsidiaries, principally due to the depreciation of the Brazilian real and Mexican peso
relative to the euro and the appreciation of the pound sterling and the Czech crown relative to the euro.

The table below sets forth the average exchange rates against the euro of the U.S. dollar and the key currencies
that impacted our consolidated results of operations for the periods indicated.

2005(1) 2006(1) % change

Average Average Average
PoUNd SEEITING....ccviieecieceeecere e 0.68 0.68 (0.3D)%
U.S. DO ..ttt sttt s st e 1.24 1.25 0.8%
Brazilian REal.........ccooouiieiiieiceeceeeecte et 3.00 2.73 (9.00%
ArgeNtiNE PESD .....ccuecieeeciecee et 3.63 3.86 6.3%
Peruvian NUEBVOS SOIES..........coeeereeirecrectecte ettt 410 411 0.2%
ChIlEAN PESO ...ttt 694.44 665.33 (4.2)%
MEXICAN PESD......oeecvieeecte ettt ettt st st re e 13.52 13.66 1.0%
VeNEZUEIaN BOlIVAN .......ccoccviieecieeeteccrectece et 2,623.70 2,697.30 2.81%
(0%.0= v 4 1 (01,1 o F SRS 29.49 28.34 (3.91)%
ColomMbBIaN PESD ......cviceeicteicteetecteee ettt 2,881.69 2,953.99 2.51%
L0 01 v | SRS 9.50 9.55 0.55%

Source: Central treasury bank of the respective countries.
(1) These exchange rates are used to convert the income statements of our subsidiaries from local currency to euro.

In the comparison below of our results of operations for the year ended December 31, 2006 compared to the
year ended December 31, 2005, we have provided certain comparisons at constant exchange rates in order to present
an analysis of the development of our results of operations from year-to-year without the effects of currency
fluctuations. To make such comparisons, we have converted certain financial items using the prior year’s exchange
rate.

We describe certain risks relating to exchange rate fluctuations in “Item 3—Key Information—Risk Factors”,
and we describe our policy with respect to limiting our exposure to short-term fluctuations in exchange rates under
“ltem 11—Quantitative and Qualitative Disclosures about Market Risk”.

66



Regulation

We are subject to regulation in the different markets where we operate, which has a significant effect on our
profitability. In Spain, we are regulated by the Telecommunications Market Commission. Although in the past the
fees that we could charge customers for interconnection and subscription were regulated according to “price caps”,
such fees, in relation to fixed lines, are no longer regulated in Spain. For more information regarding the abolition of
“price caps” in Spain, see “Item 4. Information on the Company—Business Overview—Regulation— Telefénicade
Espania’.

In addition, as a market dominant operator, Telefénica, S.A. is required to grant other operators accessto its
network. Interconnection prices must remain within the Interconnection Offer Framework as determined by the
Telecommunications Market Commission.

The Telecommunications Market Commission has declared, in relation to our mobile business line in Spain,
that Telefénica, S.A. is an operator with “significant market power”. Telefonica, S.A. isrequired to alow other
mobile operators to access its network, and the Telecommunications Market Commission sets the rates that
Telefdnica, S.A. can charge other mobile operators for such access. Telefonica, S.A. must pay ayearly feeto reserve
the public domain radioelectric spectrum in respect of its allocated frequencies.

We are also subject to regulation in the European and L atin American markets where we have operations. In
Latin America, these regulations include the application of, among other things, “price caps”’, governmental
regulation of rates and fees and the obligation to allow other operators to access our networks at competitive or
regulated rates.

For amore detailed description of how regulation affects us, please see “Item 4. Information on the Company—
Business Overview—Regulation”.

Group Results of Operations

A summary of our results of operations for 2004, 2005 and 2006 and certain consolidated revenue and expense
items as a percentage of revenues for the periods indicated. is shown below.

Year ended December 31,

2004 2005 2006
Percentage Percentage Per centage
Total of revenues Total of revenues Total of revenues

(in millions of eur os, except per centage of revenues, share and per share data)

REVENUES........ e 29809  100.0% 37,383  100.0% 52,901  100.0%
OthEr INCOME...cceveveveveeeer s 1,134 3.8% 1,416 3.8% 1,571 3.0%

ST S [T (7577)  (254% (9999 (267)% (16629  (3L4)%
PErsonnel EXPENSES ...........veeeeeeeeeresre, (4976)  (167)%  (5532) (148)%  (7.622)  (14.4%
Other EXPENSES......ovvveveeeeeee s (6373)  (214%  (8212) (220% (11,095  (21.0)%

Operating income before
depreciation and amortization

(OIBDA)(D) e 12,017 40.3% 15,056 40.3% 19,126 36.2%
Depreciation and amortization............... (5,642) (18.9)% (6,693 (17.9%  (9,704)  (18.3)%
Operating INCOME.......cccoveuererureerereeieenns 6,375 21.4% 8,363 22.4% 9,422 17.8%
Share of profit (loss) of associates........ (50) (0.2)% (128) (0.3)% 76 0.1%
Net financial income (expensg)............. (1,633) (5.5)% (1,628) (4.9% (2,734) 5.20%
Corporate inCome taX .........cceeeereereene (1,451) (4.9% (1,904) 5.)% (1,781) (39)%
Profit for the year from continuing

OPErAtioNS......cecvveeereeceeeereeee e 3,241 10.9% 4,703 12.6% 4,983 9.4%
Income (loss) from discontinued

OPEFALiONS......eeeeeierieiere e 245 (0.8)% 124 0.3% 1,596 3.0%

Profit for theyear........c.cooccvveinnninnns 3,486 11.7% 4,827 12.9% 6,579 12.4%
Minority interest........coocoevveererecncnenns (310) (1.0)% (382) (1.0)% (346) (0.7%
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Year ended December 31,

2004 2005 2006
Percentage Percentage Per centage
Total of revenues Total of revenues Total of revenues

(in millions of eur os, except per centage of revenues, share and per share data)
Profit for the year attributable to
equity holders of the parent
COMPBNY eeoeeeeeeeeeeeeeeeeeeeeeeeeeeeesenes 3176 10.7% 4,446 11.9% 6,233 11.8%

(1) For areconciliation of OIBDA to operating income, see “Item 5. Operating and Financial Review and Prospects—
Presentation of Financial Information—Non-GAAP Financial Information—Operating Income Before Depreciation and
Amortization”.

Overview

Our results of operation for the periods under review were significantly affected by the incorporation in 2005 of
afull year of the mobile operations of the companies we acquired from Bell South and six months of operations of
Telefénica O2 Czech Republic, and in 2006 of the incorporation of twelve months of operations of Telefonica O2
Czech Republic, eleven months of operations of the O2 group and eight months of operations of Telefénica Telecom
in Colombia.

During 2006 we successfully integrated several acquisitions, principally the O2 group and Telefénica Telecom,
and restructured our business units to bring our fixed and mobile activities together by geographic area.
Competition remained intense across al of our business lines and in most countries where we operate. In Spain, the
broadband market showed strong commercial aggressiveness due in part to cable operators but Telefonicawas aso
an engine driving market growth, capturing 1 million clients and ending the year leading the market with an
estimated 56% market share increase from last year. Much of the success was due to bundling of services with a
client base in service at year end of 2,747 thousand, with 71.4% of total broadband accesses by clients originating
from bundled packages. In the mobile side, also in Spain, the high level of competition between Movistar, Vodafone
and Orange this year was further enhanced with Y oigo and MV NQO'’s entering the market with aggressive Christmas
campaigns. Movistar worked to defend its leading position and held over a 45% market share at year end, losing
only one percentage point compared to 2005.

In Latin Americathere has also been strong commercial activity in broadband markets reaching high growth
rates boosted by our marketing efforts and the increasing competitive level of cable operators. This year we closed at
3.75 million broadband lines in the region, winning more than amillion customers throughout the year. The
commercialization of bundles and the launch of DTH TV in Chile and Per( has hel ped us obtain these results.
Excluding the incorporation of Colombia Telecom and the financial exchange rate, total revenuesin the fixed
business grew 3.5%, principally due to the growth in revenues from internet revenues which saw an annual increase
of 17.3% in 2006. 1n 2006, the mobile businessin Latin American continued as the principa contributor to Group
revenues. The demand of mobile servicesin Latin America has maintained an increasing pace, despite certain
moderation in our main market, Brazil. We have added more than 2.5 million customers focused in a profitable
acquisition of lower ARPU customers. The 16.4% growth in total customersis the principal driver behind the
19.9% increase in revenues, with growth in the customer base in Mexico of 34.4% of particular importance, driven
by initiatatives to promote consumption. In addition, the Venezuela and Peru customer bases grew at arapid pace.

In Europe thereisahigh level of competition in every market and prices are steadily declining particularly in
the United Kingdom and Germany. In the United Kingdom, we have consolidated our leadership over Vodafone by
reaching 17.6 million customers. In Germany we maintained our market share at just over 13%, consolidating the
fourth largest market sharein avery aggressive market. Our decrease in margins to 36.2% in 2006 from 40.3% in
2005 was primarily due to the lower margins of Telefonica O2 Europe due to the highly competitive market
environment in Germany and the United Kingdom.

Revenues increased €15,518 million, or 41.5% to €52,901 million in 2006 from €37,383 million in 2005 and
total accesses grew to 203.2 million at December 31, 2006. Fixed operators offset the revenue fall in traffic and
lines with the rapid growth in residential broadband. The mobile businessin Spain grew by 4% despite the
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interconnection rate reduction in October. This growth was due principally to the positive evolution of outgoing
traffic revenues as a conseguence of the increase of traffic, which helped offset price decreases. In Latin America,
mobile services were the principal contributor to Group revenue growth. Growth in mobile services was principally
due to the increase of our customer base by 18% during 2006. Growth was particularly significant in Venezuela,
Argentina, Chile and México. In addition the success in marketing offers for prepaid and data services in the United
Kingdom resulted in 15% growth in this business. The growth in revenues, however, was lower than the growth in
total expenses, which increased by 48,9% to €35,346 million in 2006 from €23,743 million in 2005 principally due
to the over 66% growth in supplies expense to €16,629 million in 2006 from €9,999 million in 2005, principally due
to higher handset purchasesin Latin America and intense competition and increased interconnection costs across
many countries. Asaresult, our operating income increased by 12.7% to €9,421 million in 2006 from €8,363
millionin 2005. Net profit grew by 40.2% to €6,233 million in 2006 from €4,446 million in 2005, largely dueto the
net gain of €1,563 million from the sale of our interest in TPI.

In 2005, the Telefonica Group successfully integrated the mobile telephony operations acquired from Bellsouth
in Latin America and Cesky Telecom, strengthening the Group’s competitive position through the growth of the
scale of the Company. In 2005, the Telefénica Group had net income of €4,446 million, an increase of 40% from
2004. Net income was principally driven by a 25% annual growth in revenues due to the expansion of the customer
base of 24% and of the average revenue per customer. The increase in the customer base was driven by increased
marketing efforts, with particular emphasis on growing businesses and on product and service innovation. The
economic and financial resultsin 2005 were also strengthened by our diversified position as an integrated operator.
The cellular business was the main contributor to Group revenues while the fixed telephony business line was the
main contributor in terms of profitability, with a growth in the operating income of the fixed business of Telefénica
de Espafia of 19% and of the fixed business of TelefénicaLatam of 12%. At December 31, 2005, Telefénica
managed 153 million accesses with important growth in Latin America mobile accesses and in the broadband
market. Acceses grew by 24% year on year and revenues increased 25% to €37,383 million. These results were
driven by the growth in our customer base, the positive impact of financial exchange rates, which contributed with
almost 5 percentage points to total growth, and the changes in the consolidation perimeter.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005
Revenues

Our revenues increased 41.5% to €52,901 million in 2006 from €37,383 million in 2005, impacted by the
incorporation of the O2 group (which we consolidated as from February 1, 2006), Telefonica O2 Czech Republic
(which we consolidated for twelve months in 2006 compared with six months in 2005) and Telefonica Telecom
(which we consolidated as from May 2006). Excluding the effect of acquisitions, the growth in revenues is based on
the positive contribution of all business lines, in particular mobile operatorsin our Latam business line and the O2
group, combined with the generally solid performance in the fixed line business, as aresult of a higher contribution
from broadband. Variations in exchange rates had a positive impact on our revenuesin 2006, contributing 1.6
percentage points to the increase in 2006.

Total Expenses

Total expensesinclude supplies, personnel expenses and other expenses (mainly external services and taxes).
Total expenses do not include depreciation and amortization expense. Total expenses increased 48.9% to €35,346
million in 2006 from €23,743 million in 2005, primarily due to the incorporation of new companies to the
consolidation perimeter and the increased marketing effortsin our operating markets, mainly in mobile telephony, in
the context of continued effort to achieve maximum efficiency in the cost structure.

Supplies

Suppliesincreased 66.3% to €16,629 million in 2006 from €9,999 million in 2005, principally due to the
changes in the consolidation perimeter (mainly the O2 Group), higher mobile handset purchases for Telefénica
Moviles Latin America and the increased interconnection expenses in the fixed telephony businessin Brazil and in
the mobile business in Venezuela and Peru.
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Personnel Expenses

Personnel expenses increased 37.8% to €7,622 million in 2006 from €5,532 million in 2005, due to increasesin
wages, salaries and other personnel expenses as aresult of an increase in the average number of employees of the
Telefonica group to 227,137 in 2006 from 195,086 in 2005. The increase in the average number of employees of the
Telefénica group in 2006 was mainly due to the incorporation of the O2 group and the increases in the average
number of employeesin our call center business due to the increase in business activity.

Other Expenses

Other expenses are mainly comprised of external services, which consist of commercial expenses related to our
business (such as commissions to distributors of services, marketing and advertising expenses and customer service
related expenses), network maintenance expenses, general administrative expenses and subcontracted services
expenses, as well as taxes. Other expenses also include changesin operating allowances and other operating
expenses,. Other expenses increased 35.1% to €11,095 million in 2006 from €8,212 million in 2005, principally due
to a38.9% increase in externa servicesto €9,214 million in 2006 from €6,635 million in 2005. Theincrease in
external services was mainly due to the incorporation of the O2 group, which has a strong marketing emphasis, to
the Telefénica Latam mobile business, which has high commercial, advertising and network costs, and to the
Telefonica Spain mobile business, which has high customer management costs.

Operating Income Before Depreciation and Amortization (OIBDA)

Operating income before depreciation and amortization (OIBDA) increased 27.0% to €19,126 million in 2006
from €15,056 million in 2005. For areconciliation of OIBDA to operating income, see “Presentation of Financial
Information—Non-GAAP Financia Information—Operating Income Before Depreciation and Amortization”.

Depreciation and Amortization

Depreciation and amortization increased 45.0% to €9,704 million in 2006 from €6,693 million in 2005,
principally due to the consolidation of the O2 Group since the month of February 2006 and the amortization of the
purchase price alocation for 11 months of the O2 Group (€861 million from February to December, 2006) and the
whole year of Telefénica 02 Czech Republic (€155 million for all of 2006, compared to only six months for 2005).

Operating Income

Operating income increased 12.7% to €9,422 million in 2006 from €8,363 million in 2005. The increase was the
result of the 27.0% increase in operating income before depreciation and amortization partially offset by the rate of
increase (45.0%) in depreciation and amortization. Operating income grew at a significantly slower pace than
revenues due to the jump in total expenses, which increased by 48.9% to €35,346 million in 2006 from €23,743
million in 2005 principally due to the over 66% growth in supplies expense to €16,629 million in 2006 from €9,998
million in 2005, principally due to higher handset purchasesin Latin America as result of intense competition and
increased interconnection costs.

Share of Profit (Loss) of Associates

Share of profit of associates was €76 million in 2006 as compared with share of losses of associates of €128
million in 2005. The share of profit in 2006 was principally due to the higher contribution of Portugal Telecom. The
loss in 2005 was principally due to the write-down of the remaining value of the IPSE 2000°s UM TS licensein Italy.

Net Financial Results

Net financial expenses were €2,795 million in 2006 compared to €1,790 million in 2005, mainly dueto an
increase in average net financial debt outstanding to €52,145 million in 2006 from €30,067 million in 2005, offset
by a decrease in average interest rates on our debt in 2006 compared to 2005 and areduction in the cost associated
with investments.
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Positive exchange rate differences were €61 million in 2006 compared to €162 million in 2005, reflecting the
impact of the appreciation of the euro against the U.S. dollar at December 31, 2006 compared to December 31,
2005.

Asaresult, net financial results were negative €2,734 million in 2006 compared to negative €1,628 millionin
2005.

Corporate Income Tax

Corporate income tax decreased 6.5% to €1,781 million in 2006 from €1,904 million in 2005, which implies an
effective tax rate of 26.3% in the period. Cash outflows for the Telefénica Group associated with payments for
corporate income tax are expected to decrease in future periods as tax credits generated in past years are applied.

Our effective tax rate for 2006 was affected by severa partially offsetting items. First, the corporate tax ratein
Spain was lowered to 32.5% for fiscal years finishing after January 1, 2007, and 30% for the fiscal years finishing
after January 1, 2008. Thisreduction resulted in a one-time tax expense of €355 million in 2006. Second, corporate
tax has been reduced due to tax allowances for export activitiesin the amount of €910 million that were generated
by the most recent acquisitions made by the Group.

Result from discontinued operations

The result from discontinued operations amounted to €1,596 million in 2006, compared with €124 millionin
2005, after registering a net capital gain of €1,563 million corresponding to the sale of Telefonica’s participation in
TPI.

Minority Interests

Profit attributable to minority interests decreased 9.2% to €346 million in 2006 from €381 million in 2005,
mainly due to the sale of TPI, the acquisition of the minority interests of Telefonica Méviles and the consolidation
of Telefonica Telecom since May 2006, which partially offset the higher net income registered by Telesp and
Endemol.

Profit for the Year Attributable to Equity Holders of the Parent Company

Asaresult of the above, profit for the year attributable to equity holders of the parent company increased 40.2%
in 2006 to €6,233 million from €4,446 million in 2005.

Results of Operations by BusinessLine

The table below sets forth the contribution to our results of operations by each of our three principal business
lines and Atento and Telefénica Contenidos for 2005 and 2006. Revenues is presented for each of the business lines
after elimination of sales to other members of the Telefonica Group. See note 17 to our Consolidated Financial
Statements.

Year ended December 31,

2005 2006
(in millions of euro)
REVENUES ...ttt e e bt e st e e e b e e st e e s ab e e sabe e sabe e sabeesateesabeeeaseesateesnseenseens 37,383 52,901
LIS L0 1= S T X ) TSRS 19,105 19,751
TelefONIiCA O2 EUMOPE (2) .. e veeverreereeneereesteseestessesseeseeseaseessessessesseeseessessessessessessessesssessessessesses 1,316 13,159
= L o g TTor= Y I =T ) T 15,390 18,089
Other companies & EliMINGLIONS.........cccviviiiieieere e se e neeseeseeseeas 1,573 1,903
0 1S =Y ) PRSP 23,743 35,346
TEEFONICA SPAIN (1)..veeveieereeririeeieiseee st e sttt st e e be st e sessesaeseesessenessesseseanessenes 10,695 11,504
TElEfONICA O2 EUMOPE (2) ..vveveveeeeiesiereetisiesestesiesestestesestestesessesaesessessessssessessssessessssessesessessanes 851 9,691
= L= o g o= I =T ) TP 10,297 12,030
Other companies & EliMINGLIONS.........cccoiiiiiieieere e seesee e 1,901 2,121



Year ended December 31,

2005 2006

(in millions of euro)

Depreciation and amortiZation ...........cceeeeerereriene e ees 6,693 9,704
LI Lo o= S o = T TR 2,804 2,533
TElEFONICA O2 EUIOPE (2) ...veverveeeriirierisiesieistesiesestesaesestessssessessesessessesessessesessessessssessesessessenes 364 3,399
TEEFONICALGANM (1) ...veiveeitieiiiecie ettt ettt ettt e et s esbe et eebeeabeebeesbeesbeebesntesanes 3,461 3,671
Other companies & EliMINGLIONS.........cooiiiiiiriree e e sae 64 101
OPEratiNg INCOME.....c.oeiiitieieeeeeeseesese e se et e e st e te e sreese s e esseseestestessessesseeneeneensenseseens 8,363 9,422
LI Lo o= 0 o = T I TR 6,066 6,114
TElEFONICA O2 BEUIOPE (2) ...veveverereirieiesiisieisiesieiestesteses e seesessessesessestesessessesessessesessessesessessanes 133 309
TEEFONICA LA (1)...viivveireeiieeeie ettt ettt ettt e b s aesae e sbeesbeebeeaseebeesbeesbeebesntesanes 2,052 2,900
Other companies & EliMINGLIONS.........cooiiiiririeeie e see e e 112 99

(1) Theresults of operations of the former Terra Networks group companies in Spain are included under Telefénica
Spain, and the results of operations of the former Terra Networks group companiesin Latin America are
included under Telefénica Latam, for the years 2004 and 2005.

(2) Itincludes Telefonica Deutschland, Telefonica O2 Czech Republic consolidated as from July 2005 and O2
Group consolidated as from February 2006.

(3) Expensesas used in thistable and in the below discussion include supplies expenses, personnel expenses and
other expenses. It does not include depreciation and amortization expense.

Telefénica Spain
Revenues
Telefénica Spain’s revenues increased 3.4% to €19,751 million in 2006 from €19,105 million in 2005.

In the fixed business, revenues amounted to €11,964 million in 2006, a year-on-year growth of 1.8%. This dight
increase is mainly derived from the Internet and broadband business offset in part by decreasesin revenues from
traditional access and voice business.

e Revenuesfrom traditional accessinclude al revenues from our customers for rental and connection to the
public switched telephone network (PSTN) lines (for basic telephony service), ISDN lines (for integration
of voice, data and video services), corporate services and public use telephony and additional charges and
advertising in telephone booths. Revenues from access fees decreased 2.1% to €2,768 million in 2006
compared to €2,826 million in 2005, mainly due to the freezing of the PSTN line monthly fee in 2006 and
the reduction in the number of fixed telephone lines.

e Revenuesfrom traditional voice services amounted to €4,868 million in 2006 with a year-on-year decrease
of 5.7%. This decrease is mainly attributable to the decline in the average price per minute, in particular on
national voice traffic and because of the declining performance of the fixed voice market in Spain.

e Revenuesfrom Internet and broadband services, which totaled €2,403 million for the year, up 23.2% from
the previous year, more than offset the reduction in revenues from the traditional access and voice
businesses. Broadband revenues from both Internet access and pay television grew 29.3% to reach €2,260
million, 84% of which is derived from the retail business. The total number of broadband retail accesses
was 3,743 thousand at the end of 2006.

e Revenuesfrom data services grew by 4.5% to €1,076 million in 2006, with wholesale data revenue
accounting for most of the growth (19.0%).

e Revenues from information technology services rose to €392 million, a 22.7% increase year-on-year.
e Lastly, other revenues decreased by 2.2% to €457 million in 2006.
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In the mobile business, Net Sales and Rendering of Services amounted to €9,199 million, a 4.1% increase compared
to 2005, as a result of the evolution of service revenues (€8,142 million, +4.5%) supported by the growth in
outgoing voice traffic over compensating the decrease on the average prices and the worse evolution of
interconnection and roaming (both decreasing compared to 2005). It is aso important to emphasize the growth in
data revenues, that reach €1,008 million in 2006 (+9.4% more than in 2005).

Handset revenues amounted €1,058 million in 2006, up by 2% compared to 2005.
Expenses

Telefonica Spain’s expenses increased 7.6% to €11,504 million in 2006 from €10,695 million in 2005,
principally dueto an increase in supplies and personnel expenses.

e Supplies expenses increased 4.6% to €4,396 million in 2006 from €4,202 million in 2005, mainly dueto the
increase in handout purchases in the mobile business.

e Personnel expensesincreased 15% to €3,436 million in 2006 from €2,987 million in 2005, principally due
to the effect of workforce restructuring provisionsin 2006.

e  Other expensesincreased 4.7% to €3,673 million in 2006 from €3,506 million in 2005, principaly dueto a
4.0% increase in external expensesto €3,141 million in 2006 from €3,019 million in 2005.

In the fixed business, total expenses increased 5.3% to €7,715 million in 2006 from €7,324 million in 2005,
principally due to an increase in personnel expenses.

e Supplies expenses fell by 1.0% over the year to €2,971 million mainly due to areduction in interconnection
eXpenses.

e Personnel expenses grew by 14.7% to €3,105 million in 2006 from €2,706 million in 2005, principally due
to the effect of the workforce restructuring provisions in 2006. The average number of employeesin 2006
was 34,533, a4.2% reduction in comparison with the average number of employeesin 2005.

e  Other expensesincreased 1.4% to €1,638 million in 2006 from €1,615 million in 2005, principally dueto a
0.1% increase in external expenses to €1,297 million in 2006 from €1,296 million in 2005, in spite of an
increase in marketing expenses in the last part of the 2006.

In the mobile business, total expenses increased 7.1% to €5,189 million in 2006 from €4,845 million in 2005,
principally due to an increase in other expenses, principally related to external services.

e  Supplies expenses grew by 5.5% to €2,490 million due to the increase on interconnection, roaming out and
content suppliers expenses.

e Personnel expenses grew by 15.9% to €322 million in 2006 from €278 million in 2005, with the increase
due to a new management pension scheme account.

e  Other expenses grew by 7.7% to €2,378 million due to higher customer management expenses, the growth
in network costs and the increase in acquisition costs and commissions to our distribution channels.

Operating Income Before Depreciation and Amortization

Telefénica Spain’s operating income before depreciation and amortization decreased 2.5% to €8,647 million in
2006 from €8,870 million in 2005. On the fixed side, Telefénica de Espafia’s operating income before depreciation
and amortization decreased 4.4% to €4,572 million in 2006 from €4,784 million in 2005, principally due to the
effect of the workforce restructuring provisions in 2006. On the mobile side, Telefonica M éviles recorded operating
income before depreciation and amortization of €4,091 million in each of 2006 and 2005.

Telefonica Spain’s operating income before depreciation and amortization, as a percentage of Telefénica
Spain’s revenues, was 43.8% in 2006 compared to 46.4% in 2005. In the fixed business, Telefénica de Espaia’s
operating income before depreciation and amortization, as a percentage of Telefénica Spain’s revenues, was 38.2%
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in 2006 compared to 40.7% in 2005. In the mobile business, operating income before depreciation and amortization,
as apercentage of Telefénica Maoviles revenues, was 44.5% in 2006 compared to 46.4% in 2005, principally due to
increased competition.

Depreciation and Amortization

Telefonica Spain’s depreciation and amorti zation decreased 9.7% to €2,533 million in 2006 from €2,804
million in 2005, principally due to amore conservative investment policy in prior years, which seeks to control
capital expenditures. Fixed business depreciation and amortization decreased 12.7% to €1,866 million in 2006 from
€2,138 million in 2005. Mobile business depreciation and amortization remained largely stable with a depreciation
and amortization expense of €667 million in 2006.

Operating Income

Telefonica Spain’s operating income increased 0.8% to €6,114 million in 2006 from €6,066 million in 2005.
Telefénica de Espafia’s operating income increased 2.3% to €2,706 million in 2006 from €2,645 million in 2005.
Operating income associated with the mobile business was €3,424 million in 2006 sightly down from 2005.

Telefonica O2 Europe

Telefénica O2 Europe comprises the results of the O2 group for the 11 month period ended December 31, 2006,
12 months of the results of Telefénica O2 Czech Republic and Telefonica Deutschland. As this business unit was
created in 2006 and the principal companiesincluded within this unit were consolidated for the first time as of
February 1, 2006 (in the case of the O2 group) and July 1, 2005 (in the case of Telefonica O2 Czech Republic), we
have not included comparative information in the discussion below.

Revenues

Telefonica O2 Europe’s revenues in 2006 were €13,159 million, of which €2,148 million was attributable to
Telefénica O2 Czech Republic. The major contribution to the revenues has been driven by 02 UK, with €6,265
million owing to continued strong customer and ARPU growth. O2 Germany revenues in 2006 were €3,320 million
(including Telefdnica Deutschland 11 month results), also driven by continued expansion of the customer base,
which partly offset ARPU weakness in the German market. The mobile segment in Telefonica O2 Czech Republic,
was the key driver of revenue growth with the focus on offering data, Internet and value added services. In addition,
the attractiveness of the traditional voice packages has been improved with the aim of increasing voice traffic.
Revenuesin the fixed segment continued to decline driven by the shift from traditional voice services which was not
fully compensated by the increase in revenues from broadband Internet based services, data and value added
Sservices.

Expenses

Telefénica O2 Europe’s expenses were €9,691 million in 2006, including €5,959 million in supplies, €1,344
million in personnel expenses and €2,389 million in other expenses. Competition was intense during the year, which
led to asignificant increase in commercial activity. In Telefénica O2 Czech Republic, the re-branding costs and
costs related to the mobile project in Slovakia were the major drivers of the increase in expenses. Also it isimportant
to highlight the launch of DSL services in Germany and the United Kingdom. Supplies expensesincreased in
Telefénica O2 Czech Republic due to higher activity in carrier transit and growth in mobile off-net traffic. Personnel
expenses were negatively affected by the inclusion of an exceptional charge related to arebalancing of the
workforce towards customer-focussed areas in O2 Germany of €32 million and positively affected by a 6.4%
headcount reduction in Telefénica O2 Czech Republic.

Operating Income Before Depreciation and Amortization

Telefonica O2 Europe operating income before depreciation and amortisation was €3,708 million.

Telefénica O2 Europe operating income before depreciation and amortisation, as a percentage of Telefonica O2
Europe revenues, was 28.2% in 2006.
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Depreciation and Amortization

Telefénica O2 Europe depreciation and amortization expense was €3,399 million in 2006.

Operating Income

Telefénica O2 Europe operating income was €309 million in 2006.

Telefénica Latinoamérica

Revenues
Telefénica Latinoamérica’s revenues increased 17.5% in 2006 to €18,088 million from €15,389 million in 2005.

Revenues in the mobile business increased 20.0% in 2006 to €9,228 million from €7,691 million in 2005.
Excluding the impact of variationsin exchange rates, revenues would have increased 19.4% in 2006 compared with
2005, principally due to the organic growth of our customer base in Argentina and Mexico and the growth of the
ARPU in Venezuela.

Revenues in Brazil increased 6.1% to €2,005 million in 2006 from €1,889 million in 2005. Excluding the
impact of variations in exchange rates revenues would have decreased 3.5% in 2006 from 2005 partially
explained by the decrease of 20.1% in handset sales revenues. Service revenues dropped by 0.6%,
contributing €1,755 million to the Group despite the growth in outgoing prepaid customer revenues and the
removal of the Bill & Keep rule that offsets the decrease in incoming traffic. Thislaw governed
interconnection services between mobile operators. It required that billing and payments could be made
between operators only if the traffic in one direction corresponded to more than 55% of the total traffic
between the two operators.

Revenues in Mexico increased 26.8% to €988 million in 2006 from €779 million in 2005. Excluding the
impact of variations in exchange rates revenues would have increased 28.2% in 2006 compared with 2005,
principally due to the strong growth in service revenues due to both the increase in the number of
customers and ARPU.

Revenuesin Venezuelaincreased 41.9% to €2,040 million in 2006 from €1,438 million in 2005. Excluding
the impact of variations in exchange rates revenues would have increased 45.7% in 2006 from 2005.
Handset revenues of €354 million grew by 44.2% and service revenues grew by 46% principally due to the
larger client base and the strong growth in outbound revenues.

Revenues in Argentinaincreased 24.8% to €1,260 million in 2006. Excluding the impact of variationsin
exchange rates revenues would have increased 32.5% in 2006 from 2005, principally due to the larger
client base and positive growth in service revenues as a consegquence of higher tariffs on prepaid services
and higher data revenues. In Chile, revenues increased 20.3% to €796 million in 2006. Excluding the
impact of variations in exchange rates they would have increased 15.3% in 2006 from 2005.

Revenues in Peru increased 21.9% to €447 million in 2006. Excluding the impact of variations in exchange
rates they would have increased 22.2% in 2006 from 2005, principally due to the larger client base and the
positive evolution of prepaid services.

With respect to the fixed telephony business, revenues increased 14.2% in 2006 to €9,537 million from €8,352
million in 2005 (excluding the impact of variations in exchange rates and Telefénica Telecom’s revenues, the fixed
telephony business would have increased 3.5% in 2006).

Revenues in Brazil increased 14.7% to €5,565 million in 2006 from €4,853 million in 2005. By the middle
of 2006, Telefénica Empresas Brazil was consolidated within Telesp. Including the full year of Telefénica
Empresas both in 2006 and 2005, the growth would have been 11.7% (1.5% excluding the impact of
exchange rates) principally due to an increase in revenues from its broadband business and public
telephony service and, to alesser extent, the increase in revenues from value-added services, such as
automatic redial, call waiting and call forwarding.
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Revenues in Peru increased 6.2% to €1,097 million in 2006 from €1,032 million in 2005. In May 2006,
Telefonica Empresas Pert merged with Telefdnicadel Perd. Including the full year of Telefénica Empresas
both in 2006 and 2005, growth would have been 2.3% (2.6% excluding the impact of exchange rates)
principaly due to the rapid growth of the broadband business, offset in part by adecreasein public
telephony business due to mobile and TELMEX competition. On the other hand, data and information
technologies revenues increased due to projects for local and general Peruvian elections.

Revenuesin Chile increased by 11.9% during 2006 to €1,006 million, from €899 million in 2005. This
growth is mainly due to the integration of Telefonica Empresas Chile’s operations during 2005. In
comparable terms, the growth rate would have been 4.6% (0.2% excluding the impact of exchange rates).
Telefénica Chile managed to slightly compensate for the decrease in local and long-distance traffic with
growth in broadband Internet and data services.

Revenuesin Argentinaincreased 11.3% to €991 million in 2006 from €891 million in 2005. 2006 figures
include the consolidation of Telefénica Empresas Argentina, since mid-year. Including the full year of
Telefénica Empresas both in 2006 and 2005, the growth rate would have been 6.9% (13.6% excluding the
impact of exchange rates) mainly due to the good performance of the broadband business, wholesale
services to other operators and the positive evolution of voice traffic.

Expenses
Telefonica Latinoamérica’s expenses increased 16.8% in 2006 to €12,030 million from €10,297 million in

2005.

Mobile business expenses increased 15.3% in 2006 to €7,042 million from €6,105 million in 2005, principally
due to an increase in supplies expenses and other expenses.

Supplies expenses increased 16.2% to €3,499 million in 2006 from €3,011 million in 2005, mainly due to
increased interconnection expensesin Venezuela and Peru.

Personnel expenses increased 17.9% to €607 million in 2006 from €514 million in 2005, principally due to
increasesin Venezuela (principally as aresult of inflation), Argentina and Brazil.

Other expenses increased 13.8% to €2,936 million in 2006 from €2,580 million in 2005, principally due to
theincrease in external services due to the growth in marketing activitiesin Brazil, Argentinaand Chile.

Brazil’s expenses increased 13.0% to €1,648 million in 2006 from €1,459 million in 2005, principally due
to increased supplies expenses (abolition of the Bill & Keep regulation with higher interconnection costs)
and external services expenses.

Mexico’s expenses increased 7.9% to €1,042.0 million in 2006 from €966 million in 2005, principally due
to higher supplies expenses as a consequence of higher interconnection costs.

Venezuela’s expenses increased 43.7% to €1,238 million in 2006 from €862 million in 2005, principally
due to higher supplies expenses as a consequence of higher interconnection costs associated with higher
traffic to other mobile operators.

Argentinaand Chile operating expenses grew at a lower rate than revenue growth in such countries.

Peru’s expenses increased 27.0% to €321 million in 2006 from €253 million in 2005, due principally to the
higher supplies expenses as a conseguence of increased marketing activity.

The fixed telephony business expenses increased 16.6% in 2006 to €5,663 million from €4,856 million in 2005.
Thisincreaseis due principally to a strong appreciation of the Brazilian real against the euro and dollar, and to a
lesser extent, due to an increase in supplies expenses and other expenses.
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e  Supplies expenses increased 16.4% to €2,278 million in 2006 from €1,957 million in 2005, mainly due the
the appreciation of the Brazilian real, the increase in commercial activity generally and the increase
interconnection expensesin Brazil.

e  Personnel expenses increased 24.3% to €968 million in 2006 from €779 million in 2005, principally due to
the appreciation of the Brazilian real, as Telesp reduced the number of employees by 7.1% during 2006.

e  Other expensesincreased 14.0% to €2,417 million in 2006 from €2,120 million in 2005, principally due to
theincrease in external services from the growth in the commercial activity in Brazil and the appreciation
of thereal.

e Brazil’s expensesincreased 17.0% to €3,194 million in 2006 from €2,730 million in 2005, due to the
incorporation in Telesp figures of Telefénica Empresas Brazil by the middle of 2006. Making 2005 figures
comparable expenses would have increased 13.0% in external services asaresult of Telesp’sincreased
commercia activity, including network maintenance expenses. Approximately 10 percentage points of such
increase are due to the revaluation of the real against the euro.

o Peru’sexpensesincreased 5.9% to €661 million in 2006 from €624 million in 2005 due to the merger with
Telefonica Empresas Pert. Making data comparable the expenses would have increased 0.2%, due to the
increase in personnel expenses, interconnection expenses and external services mainly due to the
commercial activity effort in 2006.

e Chile’s expensesincreased 12.0% to €599 million in 2006 from €535 million in 2005. Including Telefénica
Empresas Chile, total expenses would have amounted €540.3 millions, and growth would have been 6%
principally due to an increase in interconnection expenses and external services (mainly advertising,
network operation and customer service related expenses), while personnel expenses where cut by 5.8%.

e Argentina’s expenses increased 29.2% to €553 million in 2006 from €428 million in 2005, principally due
to an increase in personnel expenses (due to the collective bargaining agreement signed at the end of 2005),
interconnection costs and external services, as aresult of an increase in the commercial activity of the
company.

Operating Income Before Depreciation and Amortization

Telefénica Latinoamerica’s operating income before depreciation and amortization increased 19.2% to €6,571
million in 2006 from €5,513 million in 2005.

Mobile business operating income before depreciation and amortization increased 36.3% to €2,366 million in
2006 from €1,736 million in 2005, due principally to the positive growth of our operationsin Venezuela, Argentina,
Chileand Mexico. Together, these operations accounted for 61% of our total operating income in 2006 as compared
to 47% in 2005. Operating income before depreciation and amortization, as a percentage of mobile business
revenues, increased to 25.6% in 2006 from 22.6% in 2005.

The fixed telephony business operating income before depreciation and amortization increased 11.8% to €4,209
million in 2006 from €3,766 million in 2005. Operating income before depreciation and amortization, as a
percentage of fixed business revenues, was 44.1% in 2006 compared to 45.1% in 2005.

Depreciation and Amortization

Telefénica Latinoamerica’s depreciation and amortization expense increased 6.1% to €3,671 million in 2006
from €3,461 million in 2005.

M obile business depreciation and amortization expense increased 3.2% to €1,763 million in 2006 from €1,707
million in 2005 principally due to exchange rate fluctuations. Depreciation and amortization expense in constant
euros grew by 1.1%.
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Fixed telephony business depreciation and amortization expense increased 8.8% to €1,957 million in 2006 from
€1,799 million in 2005. Taking out foreign exchange fluctuations and acquisitions, depreciation and amortization
expense would have decreased 0.8%.

Operating Income

Telefénica Latinoamerica’s operating income increased 41.3% to €2,900 million in 2006 from €2,052 million in
2005.

Mobile business operating income increased to €603 million in 2006 from € 28 million in 2005.

Fixed telephony business operating income increased 14.4% to €2,251 million in 2006 from €1,967 million in
2005.

Other companies & eliminations

The main companies included as other companies are Telefonica Contenidos and Atento.

Telefénica Contenidos

Revenues

Telefonica Contenidos’s revenues increased 26.7% to €1,608 million in 2006 from €1,269 million in 2005,
principally due to an increase in revenues of Endemol and Telefonica Contenidos, the latter principally due to
revenues related to the sale of television rights in connection with the 2006 soccer World Cup.

Operating Expenses

Telefénica Contenidos’s operating expenses increased 30.3% to € 1,399 million in 2006 from € 1,074 million in
2005, principally dueto an increasein supplies, principally due to the costs related to the sale of rights described
above.

Operating Income Before Depreciation and Amortization

Telefénica Contenidos’s operating income before depreciation and amortization increased 34.4% to €362
million in 2006 from €269 million in 2005, principally due to the sale of part of its participation in Sogecable.

Operating Income
Telefénica Contenidos’s operating income increased 39.6% to €336 million in 2006 from €240 million in 2005.

Atento
Revenues

Atento’s revenues increased 19.9% to €1,027 million in 2006 from €856 million in 2005, principally due to
growth in all the three regionsin which its business is focussed: Spain and Morocco, Brazil and Latin America.
Brazil was the region with the highest growth followed by Latin America. Excluding the impact of variationsin
exchange rates, Atento’s revenues would have increased 15.9% in 2006 compared with 2005.

Expenses

Atento’s expenses increased 19.6% to €888 million in 2006 from €742 million in 2005, principaly dueto a
19.6% increase in personnel expenses to €694 million in 2006 from €580 million in 2005. The increase in personnel
expenses was mainly due to an increase in the average number of employeesin 2006 compared to 2005.

Operating Income Before Depreciation and Amortization

Atento’s operating income before depreciation and amortization increased 21.8% to €142 million in 2006 from
€116 million in 2005. Excluding the impact of variations in exchange rates, Atento’s operating income before
depreciation and amortization increased 17.1% in 2006 compared with 2005. In 2006, operating income before
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depreciation and amortization of our Brazilian operations represented 44.0% of Atento’stotal operating income
before depreciation and amortization, while operating income before depreciation and amortization of Atento’s
Spanish, Mexican and Chilean operations each represented more than 9.0% of Atento’stotal operating income
before depreciation and amortization.

Atento’s operating income before depreciation and amortization, as a percentage of Atento’s revenues, was
13.8% in 2006 compared to 13.6% in 2005.

Operating Income

Atento’s operating income increased 28.2% to €113 million in 2006 from €88 million in 2005.
Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Revenues

Our revenues increased 25.4% to €37,383 million in 2005 from €29,809 million in 2004, principally due to an
increase in revenues of Telefonica Latam, which was mainly due to the acquisition of BellSouth mobile operators
late in 2004 and early in 2005.

Total Expenses

Total expensesinclude supplies, personnel expenses and other expenses (mainly external services and taxes).
Total expensesincreased 25.5% to €23,743 million in 2005 from €18,926 million in 2004, primarily due to an
increase in supplies and other expenses, principally as aresult of an increase in commissions to distributors of our
services, advertising and marketing expenses and customer service-related expenses in connection with our intense
commercial and marketing efforts to add new customers and maintain existing customers under competitive market
conditions.

Supplies. Supplies increased 32.0% to €9,999 million in 2005 from €7,577 million in 2004, principally dueto
the consolidation of the Bell South mobile operators acquired by Telefénica Movilesin late 2004 and early 2005, an
increase in interconnection costs of our mobile telephony business, purchases of equipment for ADSL and IPTV
(Imagenio) servicesin Spain and expenses to implement the unbundling of the local loop in Spain.

Personnel Expenses. Personnel expenses increased 11.2% to €5,532 million in 2005 from €4,976 million in
2004, due to increases in wages, salaries and other personnel expenses as aresult of an increase in the average
number of employees of the Telefdnica group to an average of 195,086 in 2005 from 156,819 in 2004. The increase
in the average number of employees of the Telefénica group in 2005 was mainly due to increases in the average
number of employeesin our call center business, Telefonica O2 Europe (we consolidated Telefonica O2 Czech
Republic as from July 2005) and Telefénica Latam (mainly due to the consolidation of the Bell South mobile
operators acquired in late 2004 and early 2005).

Other Expenses. Other expenses are mainly comprised of external services, which consist of commercia
expenses related to our business (such as commissions to distributors of services, marketing and advertising
expenses and customer service related expenses), network maintenance expenses, general administrative expenses
and subcontracted services expenses, as well as taxes. Other expenses a so include changes in operating allowances
and other operating expenses,. Other expenses increased 28.9% to €8,212 million in 2005 from €6,373 million in
2004, principally due to a 35.1% increase in external servicesto €6,635 million in 2005 from €4,912 million in
2004. Theincrease in externa services was mainly due to significant commercial and marketing efforts in each of
our regions, aswell as to the consolidation of Telefénica O2 Czech Republic and the BellSouth mobile operators
acquired by Telefénica Latam in late 2004 and early 2005.

Operating Income Before Depreciation and Amortization
Operating income before depreciation and amortization increased 25.3% to €15,056 million in 2005 from

€12,017 million in 2004. For areconciliation of OIBDA to operating income, see “—Presentation of Financial
Information—Non-GAAP Financial Information—Operating Income Before Depreciation and Amortization”.
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Depreciation and Amortization

Depreciation and amortization expense increased 18.6% to €6,694 million in 2005 from €5,642 million in 2004,
principally due to an increase in depreciation and amortization expense of Telefonica Latam (mainly due to the
consolidation of the Bell South mobile operators acquired in late 2004 and early 2005), as well as depreciation and
amortization expense of Telefénica O2 Czech Republic (which we consolidated as of July 2005).

Operating Income

Operating income increased 31.2% to €8,363 million in 2005 from €6,375 million in 2004. The increase was the
result of the 25.3% increase in operating income before depreciation and amortization exceeding the rate of increase
of 18.6% in depreciation and amortization expense.

Share of Profit (Loss) of Associates

Share of loss of associates increased to €128 million in 2005 from €50 million in 2004, principally due to the
writedown of the remaining value of IPSE 2000°’s UMTS license, offset by a decrease in our share of the losses of
Sogecable and Lycos Europe and our share of the profit of Medi Telecom in 2005, which had losses in 2004.

Net Financial Results

Net financial expenseswere €1,790 million in 2005 compared to €1,456 million in 2004, mainly dueto an
increase in average net debt outstanding during 2006, offset by a decrease in average interest rates on our debt in
2005 compared to 2004.

Positive exchange rate differences were €162 million in 2005 compared to negative exchange rate differences of
€177 million in 2004, reflecting the impact of the appreciation of the U.S. dollar against the euro at December 31,
2005 compared to December 31, 2004.

Asaresult, net financia results were €1,628 million in 2005 compared to €1,633 million in 2004.
Corporate Income Tax

Corporate income tax increased 31.2% to €1,904 million in 2005 from €1,451 million in 2004. This increase
was principally due to the increase in profit before taxes from continuing operations of Telefénica de Espafiaand the
consolidation of the Bell South mobile operators acquired by Telefonica Latam in late 2004 and early 2005. Our
effective corporate income tax rate (corporate income tax as a percentage of profit before taxes from continuing
operations) was 28.8% in 2005 compared to 30.9% in 2004.

Result from discontinued operations

The result from discontinued operations amounted to €124 million in 2005, compared with €245 million in
2004, after registering TPI’s results from both years. Additionally, in 2004 Lycos’s results are registered up to the
effective date of its salein October 2004.

Minority Interests

Profit attributable to minority interests increased 23.0% to €381 million in 2005 from €310 million in 2004,
mainly due to the minority shareholders’ share of the profit of Telefénica O2 Czech Republic (which we consolidate
as from July 2005) and the increased profit of Telesp in 2005 compared to 2004, as well as the decrease in minority
investors’ share of the losses of Telefénica Moviles Mexico, which had lower losses in 2005 compared to 2004.

Profit for the Year Attributable to Equity Holders of the Parent Company

Asaresult of the above, profit for the year attributable to equity holders of the parent company increased 40.0%
in 2005 to €4,446 million from €3,176 million in 2004.
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Results of Operations by BusinessLine

The table below sets forth the contribution to our results of operations by each of our principal business lines for
2004 and 2005. Revenues is presented for each of the business lines after elimination of sales to other members of
the Telefénica group. See note 17 to our Consolidated Financia Statements.

Year ended December 31,

2004 2005
(in millions of euro)
REVENUES ...ttt bbbttt et st e e e s be st eee 29,809 37,383
TEEFONICA SPAIN .....eeveeviieeeeie ettt bt sa e s aesbene s e saenenns 17,943 19,105
TelEfONICA O2 EUIOPE (1) ..evvevevveeerririeresiesieesiesiesessessesessessesesssssesessessesessessesssssssessssessenssses 291 1,316
LI L0 a1 or= W =0 o TR 9,988 15,389
Other companies & EliMINALTIONS........cccoireiierieireree et eb e seene 1,587 1,573
01 1SS 7 SRR 18,926 23,743
TEEFONICA SPAIN ..ottt sttt et saeseese st eneesenaenenns 9,637 10,695
TElEfONICA O2 BEUMOPE (1) ..vveveeeeeereriesesresieestesiesessessesessessesessessesessessesessessessssessessssessenssses 299 851
LI Lo g Tor= W - =0 o TSR 6,908 10,297
Other companies & EliMiNaLiONS.........coooiieiiriree e 2,082 1,901
Depreciation and amortiZation ...........cceceeeeeereererene s e se e e 5,642 6,693
TEEFONICA SPAIN ..ottt a et sb e s te s sesaenenns 3,044 2,804
TElEFONICA O2 BEUMOPE (1) .vveverveeeeririeresiesieestesiesestestesessessesessessesessessssessessssessessessssessenssses 14 364
LI Lo g o= W =0 o TSR 2,430 3,461
Other companies & EliMiNaLiONS.........cocooeriiiririee e 154 64
(@0 1c = 1] o [T oo o 1= 6,375 8,363
TEEFONICA SPAIN (1) .vevvevereereeririeeeiseese ettt s et s s et sesseseesessesbesessesseneesessenenns 5,664 6,066
TElEFONICA O2 EUMOPE (2) ..vveveeeeeeiirieresiesieisiesiesestestesestessesessessesessessesessessesessessesessessenssses (20 133
B L= o g TTor= Y I =10 G TR 1,359 2,052
Other companies & EliMiNaLiONS.........coooiiiiiririee e (628) 112

(1) Includes Telefénica Deutschland and Telefonica O2 Czech Republic consolidated as from July 2005.

(2) Expensesas used in thistable and in the below discussion include supplies expenses, personnel expenses and
other expenses. It does not include depreciation and amortization expense.

Telefénica Spain
Revenues
Telefénica Spain’s revenues increased 6.5% in 2005 from €17,943 million in 2004.

In the fixed business, revenues increased 4.6% to €11,755 million in 2005 from €11,240 million in 2004,
principally due to increasesin net sales and services rendered from broadband services and operator services. These
largely offset decreases in revenues from voice services.

Revenues from traditional accessincludes al revenues from our customers for rental and connection to the
public switched telephone network (PSTN) lines (for basic telephony service), ISDN lines (for integration of voice,
data and video services), corporate services and public use telephony and additional charges and advertising in
telephone booths. Revenues for connection access feesin 2005 remained nearly flat (+0.1%) compared to €2,823
million in 2004. Revenues from subscriptions were enough to offset the drop in revenues from connection fees,
affected by the free connection campaigns.

e Revenuesfrom traditional voice services amounted to €5,163 million in 2005, which represented decrease
of 0.7% compared to 2004.
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e Revenuesfrom Internet and broadband services contributed almost 79% of the growth in revenues, and
totaled €1,951 million in 2005, a 26.2% increase year on year.

e Revenues from data services amounted to €1,030 million in 2005, increasing 5.3% compared with 2004.

e Revenues from information technology services grew 37.6% to reach €319 million in 2005, up from €232
million in 2004.

e  Subsidiaries revenues amounted to €467 million in 2005, increasing 0.4% compared to 2004.

On the mobile side, revenuesincreased 7.5% to €8,834 million from €8,216 million in 2004, principally due to
increasesin voice and data traffic, offset in part by decreasesin service prices and lower interconnection tariffs.
Revenues from handset sales totaled €1,040 million in 2005, up 11.8% year-on-year and represented 11.8% of total
revenues.

Expenses

In 2005, Telefdnica Spain’s expenses grew 11.0% to €10,695 million from €9,637 millionin 2004 as a
consequence of the commercial efforts made and the development of new products.

e  Supplies expensesincreased 17.9% compared with 2004.
e Personnel expenses remained nearly flat in 2005 compared with 2004.

e External expenses grew 16.0% in 2005 compared with 2004 as aresult of the intense commercia
campaigns.

In the fixed business, total expensesincreased 4.8% to €7,324 million in 2005 compared with 2004 due to
supplies and external expenses increases.

e Thegreater supplies expensesin 2005 were related to the purchase of equipment for Imagenio and new
broadband connections.

e Personnel expenses decreased by 1.2% compared with 2004.

e External expensesin 2005 grew by 10.4% from 2004 as a consequence of higher commercial campaignsto
face increasing competition.

In the mobile business, total expensesincreased 16.8% to €4,845 million in 2005 from €4,149 million due to the
increase in supplies and external services expenses.

e  Supplies expensesincreased 14.7% to €2,359 million in 2005 from €2,058 million in 2004 due to the
increase in commercia activity and the increase in interconnection expenses mainly as aresult of the
growth in outgoing traffic.

e Personnel expenses grew 1.5% to €278 million in 2005 due to increases in both the average workforce and
salaries.

e External expenses grew 19.9% to €2,041 million in 2005 due to the increase in commercia efforts
including increasesin commissions to distributors, costs related to the acquisition and retention of
customers and adverting expenses due to the rebranding expenses carried out in the second quarter of 2005.

Operating Income Before Depreciation and Amortization

Telefonica Spain’s operating income before depreciation and amortization increased 1.9% to €8,870 million in
2005 from €8,708 million in 2004. On the fixed side, operating income before depreciation and amortization
increased 4.1% to €4,784 million in 2005 from €4,594 million in 2004. Mobile business operating income before
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depreciation and amortization closed at €4,096 million in 2005 virtually unchanged compared to 2004 despite the
increased commercial activity and the costs related to rebranding.

Telefénica Spain’s operating income before depreciation and amortization, as a percentage of Telefénica
Spain’s revenues, was 46.4% in 2005 compared to 48.5% in 2004. Fixed business operating income before
depreciation and amortization, as a percentage of Telefonica Spain’s revenues, was 40.7% in 2005 compared to
40.9% in 2004. Mobile business operating income before depreciation and amortization, as a percentage of revenues
declined to 46.4% in 2005 compared with 50.3% in 2004.

Depreciation and Amortization

Telefonica Spain’s depreciation and amortization expense decreased 7.9% to €2,804 million in 2005 from
€3,044 million in 2004. The fixed business’s depreciation and amortization expense decreased 10.1% to €2,138
million in 2005 from €2,379 million in 2004. The mobile business’s depreciation and amortization expense
remained stable at €666 million in 2005 compared to €665 million in 2004.

Operating Income

Telefénica Spain’s operating income increased 7.1% to €6,066 million in 2005 from €5,664 million in 2004.
Fixed business operating income increased 19.4% to €2,645 million in 2005 from €2,215 million in 2004. Mobile
business operating income decreased 1.1% to €3,430 million in 2005 from €3,468 million in 2004.

Telefonica O2 Europe

Telefénica O2 Europe includes the results of Telefonica O2 Czech Republic, in which we acquired a majority
stake in 2005 and which we consolidated as from July 2005, and the results of Telefdnica Deutschland. We did not
consolidate Telefonica O2 Czech Republic in our Consolidated Financial Statements in 2004 and therefore do not
present comparative information for the year ended December 31, 2004 in the discussion below.

Revenues

Telefénica O2 Europe revenues in 2005 were €1,316 million, of which €1,035 million was attributable to
Telefonica O2 Czech Republic. €533 million was attributable to Telefonica O2 Czech Republic’s fixed line
telephony business and €518 million was attributabl e to Telefonica O2 Czech Republic’s mobile telephony business.
Revenues of Telefonica O2 Czech Republic’s fixed line telephony businessin 2005 reflected the continuing trend of
increasing contributions from broadband, data and other value added services, relative to traditional voice services.
Revenues of Telefonica O2 Czech Republic’s mobile telephony business in 2005 reflected continued growth of its
customer base, offset by decreasesin revenue from traffic as aresult of an increase in the number of customers
purchasing service packages based on minutes.

Expenses

Telefonica O2 Europe’s expenses were €851 million in 2005, of which €600 million was attributable to
Telefénica O2 Czech Republic, including €286 million in supplies, €177 million in personnel expenses and €174
million in other expenses. Expensesrelating to Telefonica O2 Czech Republic’s fixed line business did not increase
significantly in 2005, while expenses relating to Telefénica O2 Czech Republic’s mobile telephony business
increased during 2005 due to an increase in other expenses, particularly external services and personnel expenses, as
well as supplies.

Operating Income Before Depreciation and Amortization
Telefénica O2 Europe’s operating income before depreciation and amortization was €496 million.

Telefénica O2 Europe’s operating income before depreciation and amortization, as a percentage of Telefénica
02 Europe’s revenues, was 37.7% in 2005
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Operating Income
Telefénica O2 Europe’s operating income was €133 million in 2005.
Telefonica Latinoamérica
Revenues
Telefonica Latinoamérica’s revenues increased 54.1% in 2005 to €15,389 million from €9,988 million in 2004.

The mobile business revenues increased 113.7% to €7,691 million in 2005 from €3,599 million in 2004,
principally due to the consolidation of the Bell South mobile operators acquired in October 2004 and January 2005
and the organic growth of our customer base in Colombia, Argentinaand Venezuela.

In relation to the fixed telephony business, revenues increased 28.2% to €8,352 million in 2005 from €6,516
million in 2004 principally due to increasesin revenues, in local currency terms, of Telesp, Telefénica de Argentina,
Telefonica Empresas América, Telefénicadel Peru and Telefénica International Wholesale Services (TIWS), offset
in part by a decrease in revenues of Telefénica Chile.

e Revenuesin Brazil increased 30.6% to €4,853 million in 2005 from €3,715 million in 2004. Excluding the
impact of variations in exchange rates, Telesp’s revenues would have increased 7.9% in 2005 from 2004,
principally due to an increase in revenues from its broadband business and public telephony service and, to
alesser extent, the increase in revenues from value-added services, such as automatic redial, call waiting
and call forwarding.

e Revenuesin Peruincreased 5.2% to €1,032 million in 2005 from €981 million in 2004. Excluding the
impact of variations in exchange rates, Telefonicadel Peru’s revenues would have increased 1.6% in 2005
from 2004, principally due to the rapid growth of its broadband business, offset in part by adecrease in
local and long distance traffic as aresult of the tariff reduction implemented by the Peruvian government.

e Revenuesin Chileincreased 5.9% to €899 million in 2005 from €849 million in 2004. Excluding the
impact of variations in exchange rates, Telefénica Chile’s revenues would have decreased 4.9% in 2005
from 2004, principally due to the decrease in local and long-distance traffic as aresult of customers
continuing to substitute the use of mobile telephones for fixed line telephones, offset in part by an increase
in revenues from Internet services, including narrowband and broadband access.

e Revenuesin Argentinaincreased 9.9% to €891 million in 2005 from €811 million in 2004. Excluding the
impact of variations in exchange rates, Telefonica de Argentina’s revenues would have increased 9.3% in
2005 from 2004, principally dueto the increase in fixed lines in service and an increase in wholesale
services to other operators, aswell as an increase in revenues from its broadband business.

Expenses
Telefonica Latinoamérica’s expenses increased 49.0% in 2005 to €10,297 million from €6,908 million in 2004.

Mobile business expenses increased 89.8% in 2005 to €6,105 million from €3,216 million in 2004, principally
due to an increase in supplies expenses and other expenses.

e  Supplies expenses increased 94.8% to €3,011 million in 2005 from €1,546 million in 2004, mainly due to
the consolidation of the Bell South mobile operators acquired in late 2004 and early 2005, and the increase
in commercial activity in Latin America

e Personnel expensesincreased 97.7% to €514 million in 2005 from €260 million in 2004, principally due to
the consolidation of the Bell South mobile operators acquired in late 2004 and early 2005.

e  Other expensesincreased 82.9% to €2,580 million in 2005 from €1,410 million in 2004, principally due to
a80.1% increase in external services expenses to €2,083 million in 2005 from €1,157 millionin 2004 asa
result of the consolidation of the BellSouth mobile operators and the commercial effortsin Latin America,
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including increases in commissions to distributors, costs related to the acquisition and retention of
customers and advertising expenses.

Fixed telephony business expenses increased 24.9% to €4,856 million in 2005 from €3,889 million in 2004,
principally dueto an increase in expensesin Brazil, Argentina and Telef6nica Empresas América, offset in part by a
decrease in expensesin Chile, Peru and Telefdnica International Wholesale Services (TIWS).

e Brazil’s expensesincreased 28.0% to €2,730 million in 2005 from €2,133 million in 2004, principally due
to anincreasein external services asaresult of Telesp’sincreased commercial activity and network
mai ntenance expenses.

e Peru’s expenses decreased 9.4% to €624 million in 2005 from €689 million in 2004, principally dueto a
decrease in personnel expenses and interconnection expenses and a reduction in management fees under the
new management contract with the Telefénica Group. These management fees are eliminated in
consolidation in connection with the preparation of our consolidated financial statements.

e Chile’s expensesincreased 5.9% to €535 million in 2005 from €505 million in 2004, principally dueto an
increase in interconnection expenses and external services (mainly advertising and customer service related
EXpenses).

e Argentina’s expenses increased 13.3% to €428 million in 2005 from €377 million in 2004, principally due
to anincrease in external services asaresult of an increase in network maintenance expenses.

Operating Income Before Depreciation and Amortization

Telefonica Latinoamerica’s operating income before depreciation and amortization increased 45.5% to €5,513
in 2005 from €3,789 million in 2004.

Mobile business operating income before depreciation and amortization increased 251.9% to €1,736 millionin
2005 from €493 million in 2004. Operating income before depreciation and amortization, as a percentage of mobile
business’s revenues, was 22.6% in 2005 compared to 13.7% in 2004.

Fixed telephony business operating income before depreciation and amortization increased 17.1% to €3,766
million in 2005 from €3,216 million in 2004.

Depreciation and Amortization

Telefénica Latinoamerica’s depreciation and amortization expense increased 42.4% to €3,461 million in 2005
from €2,430 million in 2004.

Mobile business depreciation and amortization expense increased 100.3% to €1,707 million in 2005 from €853
million in 2004, principally due to the consolidation of the Bell South mobile operators acquired by Telefénica
Movilesin late 2004 and early 2005.

Fixed telephony business depreciation and amortization expense increased 23.3% to €1,799 million in 2005
from €1,459 million in 2004.

Operating Income

Telefénica Latinoamerica’s operating income increased 51.0% to €2,052 million in 2005 from €1,359 million in
2004.

Mobile business operating income increased to €28 million in 2005 from aloss of €359 million in 2004.

The fixed telephony business’s operating income increased 11.9% to €1,967 million in 2005 from €1,757
million in 2004.
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Other companies & eliminations

The main companies included as other companies are Telefonica Contenidos and Atento.
Telefénica Contenidos
Revenues

Telefénica Contenidos’s revenues increased 4.1% to €1,269 million in 2005 from €1,219 million in 2004,
principally due to an increase in revenues of Endemol and the ATCO group (Argenting), offset in part by a decrease
in revenues due to the sale in 2004 of Lola Films, a Spanish motion picture production company.

Expenses

Telefénica Contenidos’s expenses increased 1.3% to €1,074 million in 2005 from €1,060 million in 2004,
principally dueto an increase in supplies, offset in part by slight decreases in personnel expenses and other
expenses.

Operating Income Before Depreciation and Amortization

Telefonica Contenidos’s operating income before depreciation and amortization increased 45.5% to €269
million in 2005 from €185 million in 2004, principally due to increases in operating income before depreciation and
amortization of Endemol, Telefénica Audiovisuaes and Telefonica Servicios de MUsica

Telefénica Contenidos’s operating income before depreciation and amortization, as a percentage of Telefonica
Contenidos total revenues, was 21.2% in 2005 compared to 15.2% in 2004.

Operating Income

Telefénica Contenidos’s operating income increased 53.8% to €240 million in 2005 from €156 million in 2004.
Atento

Revenues

Atento’s revenues increased 41.2% to €856 million in 2005 from €606 million in 2004, principally due to
increases in revenues of operationsin each of the countries in which Atento’s operates, especially in Brazil, Spain,
Mexico and Chile. Excluding the impact of variations in exchange rates, Atento’s revenues would have increased
31.2% in 2005 from 2004.

Expenses

Atento’s expenses increased 41.1% to €742 million in 2005 from €526 million in 2004, principaly dueto a
44.0% increase in personnel expenses to €580 million in 2005 from €403 million in 2004. The increase in personnel
expenses was mainly due to an increase in the average number of employeesin 2005 compared to 2004.

Operating Income Before Depreciation and Amortization

Atento’s operating income before depreciation and amortization increased 36.7% to €116 million in 2005 from
€85 million in 2004. Pricing pressure in 2005 in the customer relationship management business through call centers
resulted in decreased marginsin such market, which Atento has sought to address through its efforts to optimize
costs and improve its operating efficiency. In 2005, operating income before depreciation and amortization of our
Brazilian operations represented 42.1% of Atento’stotal operating income before depreciation and amortization,
while operating income before depreciation and amortization of Atento’s Spanish, Mexican and Chilean operations
represented 11.9%, 10.8% and 10.2%, respectively, of Atento’stotal operating income before depreciation and
amortization.

Atento’s operating income before depreciation and amortization, as a percentage of Atento’s revenues, was
13.6% in 2005.
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Operating Income
Atento’s operating income increased 72.2% to €88 million in 2005 from €51 million in 2004.
Differences between U.S. GAAP and IFRS

Asof January 1, 2004, our Consolidated Financial Statements have been prepared in accordance with IFRS,
which differsin certain respects from U.S. GAAP. The tablesincluded in note 25 to our Consolidated Financial
Statements give the effect that application of U.S. GAAP would have on profit for the year and shareholders’ equity
as reported under IFRS. Pursuant to current European Union law, we have applied the IFRS endorsed by the EU in
preparing our Consolidated Financial Statements. Our consolidated financial statements as of and for the year ended
December 31, 2006 would not present any difference had the standards issued by the |ASB been applied instead of
those endorsed by the EU.

IFRS 1 provides first-time adopters of IFRS with a number of exemptions and exceptions from full
retrospective application, some of which are applicable to us. Had IFRS been applied fully retrospectively, profit for
the year and shareholders’ equity under IFRS shown in the table included in note 25 to our Consolidated Financial
Statements would have been different and the reconciling items to U.S. GAAP shown would also have been
different.

Reconciliation to U.S. GAAP

Shareholders’ equity would have been €23,376 million at December 31, 2006 under U.S. GAAP compared to
€20,001 million at December 31, 2006 under |FRS, while shareholders’ equity would have been €19,222 million at
December 31, 2005 under U.S. GAAP compared to €16,158 million at December 31, 2005 under IFRS. The increase
in shareholders’ equity under U.S. GAAP at December 31, 2006 and 2005 as compared with shareholders’ equity
under IFRS at each of those dates is principally related to additions to shareholders’ equity related to business
combinations, goodwill and intangible assets and U.S. GAAP equity investees, which were offset in part principally
by deductions related to the effect of presentation of minority interests (within equity under IFRS). See notes 25.7,
25.8 and 25.1, respectively, to our Consolidated Financial Statements.

Net income would have been €6,341 million in 2006 under U.S. GAAP compared to profit for the year of
€6,579 million in 2005 under IFRS, while net income would have been €4,144 million in 2005 under U.S. GAAP
compared to profit for the year of €4,827 million in 2005 under IFRS. The decrease in net income in 2006 under
U.S. GAAP as compared with profit for the year in 2005 under IFRS is principally related to business combinations
and to the effect of presentation of minority interest within the profit for the year under IFRS, which are offset in
part, principally by additions related to the effect of inflation and pension plan and post-retirement benefits. See
notes 25.9 and 25.11, respectively. The decrease in net income in 2005 under U.S. GAAP as compared with profit
for the year in 2005 under IFRS is principally related to pension plan and post retirement benefits, derivatives and to
the effect of presentation of minority interests within the profit for the year under IFRS.

See note 25 to our Consolidated Financial Statements for a description of the principal differences between
IFRS and U.S. GAAP asthey relate to us and for a quantitative reconciliation of profit for the year and shareholders’
equity from IFRSto U.S. GAAP.

Recent U.S. Accounting Pronouncements
Statement of Financial Accounting Standards No. 157: Fair Value Measurement

In September 2006, the FASB issued this Statement that defines fair value, establishes a framework for
measuring fair value and expands disclosures about fair value measurements. This Statement applies under other
accounting pronouncements that require or permit fair value measurements. FAS 157 does not require any new fair
value measurement. The new Statement should be adopted prospectively for fiscal years beginning after November
15, 2007. The Company is currently assessing the impact of this statement in its results of operations, financial
position or cash flows.
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Statement of Financial Accounting Standards No. 158: Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans— an amendment of FASB Statements No. 87, 88, 106, and 132(R)

In September 2006, the FASB issued this Statement that improves financia reporting by requiring an employer
to recognize the overfunded or underfunded status of a defined benefit postretirement plan (other than a
multiemployer plan) as an asset or liability in its statement of financial position and to recognize changes in that
funded statusin the year in which the changes occur through comprehensive income. These requirements are
effective as of the end of the fiscal year ending after December 15, 2006. This Statement will have no effect in our
results of operations or cash flows. Theimpact in our financial position is disclosed in Note 25 to our Consolidated
Financial Statements.

This Statement also improves financia reporting by requiring an employer to measure the funded status of a
plan as of the date of its year-end statement of financial position, with limited exceptions. This requirement is
effective for fiscal years ending after December 15, 2008. The Company does not anticipate that the adoption of this
requirement will have asignificant effect in its results of operations, financial position or cash flows.

Statement of Financial Accounting Standards No. 159: The Fair Value Option for Financial Assetsand
Financial Liabilities—Including an amendment of FASB Statement No. 115

In February 2007, the FASB issued this Statement that permits entities to choose to measure many financial
instruments and certain other items at fair value. The objective isto improve financial reporting by providing entities
with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and liabilities
differently without having to apply complex hedge accounting provisions. This Statement is effective as of the
beginning of an entity’sfirst fiscal year that begins after November 15, 2007. The Company is currently determining
the policy of adoption aswell asthe resulting effect of SFAS 159 on its results of operations, financial position or
cash flows.

FASB Interpretation No. 48, Accounting for Uncertainty in | ncome Taxes—an interpretation of FASB
Statement No. 109

In June 2006, the FASB issued this interpretation that clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements in accordance with SFAS No. 109, Accounting for Income Taxes.
It prescribes arecognition threshold and measurement attribute for the financial statement recognition and
measurement of an income tax position taken or expected to be taken in an income tax return. It also provides
guidance on derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and
transition. This Interpretation is effective for fiscal years beginning after December 15, 2006. The Company is
currently evaluating the impact that FIN 48 will have in its results of operations, financia position or cash flows.

EITF 06-3: How Taxes Collected from Customers and Remitted to Governmental Authorities Should Be
Presented in the Income Statement (That |'s, Gross versus Net Presentation)

In June 2006, the Emerging Issues Task Force (EITF) ratified the consensus on EITF 06-3, “How Taxes
Collected from Customers and Remitted to Governmental Authorities Should Be Presented in the Income
Statement” (EITF 06-3). EITF 06-3 provides that taxes imposed by a governmental authority on arevenue
producing transaction between a seller and a customer should be shown in the income statement on either a gross or
anet basis, based on the seller’s accounting policy, which should be disclosed pursuant to Accounting Principles
Board Opinion No. 22, “Disclosure of Accounting Policies.” Amounts that are allowed to be charged to customers
as an offset to taxes owed by acompany are not considered taxes collected and remitted. EITF 06-3 will be effective
for annual reporting periods beginning after December 15, 2006. The Company considers that the adoption of this
requirement will not have a significant effect in its results of operations, financial position or cash flows.

New | FRS Pronouncements

At the date of preparation of our Consolidated Financial Statements, several new Standards, Amendments and
IFRIC Interpretations were issued but not yet effective. Please refer to Note 3 to our Consolidated Financial
Statements where this information is disclosed.
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B. Liquidity and Capital Resources
Cash Flow Analysis

The table below sets forth consolidated cash flow information for the periods indicated. Positive figures refer to
cash inflows and negative figures or those in parentheses refer to cash outflows.

Year ended December 31,

2004 2005 2006
IFRS (in million euros)
Net cash provided by operating aCtiVities...........ccccovirereieniniecesee e 10,131 11,139 15,414
Net cash used in INVEStiNg aCtIVITIES .......coeiieieiee e (5,808) (9,592) (28,052)
Net cash provided by financing activities...........ccccveveneieniniciencee e (3,937) (435) 14,572

Net Cash Provided by Operating Activities

In 2006, the Telefonica Group achieved operating cash flow less payments to suppliers for expenses and
personnel costs totaling €18,810 million, 36.1% more than the €13,821 million generated in 2005. The growth is due
largely to the consolidation of O2’swireless operatorsin early 2006 and sound operating performance.

Customer collections in 2006 increased by 35.9% to €60,285 million from €44,353 million in 2005. This growth
isthe result of the healthy business performance and, notably, the changes in the consolidation perimeter following
the acquisition of O2’s wireless operators. Customer collectionsin 2005 increased by 22.0% to €44,353 million in
2005 from €36,367 million in 2004. This increase was mainly due to the consolidation of Cesky Telecom and the
Argentine and Chilean mobile operators acquired from Bellsouth in January 2005.

Furthermore, cash payments to suppliers and employeesin 2006 totaled €41,475 million, up 35.8% (from
€30,532 million in 2005). This increase was due largely to the consolidation of O2’s wireless operators in 2006, and
also reflects costs arising from the management of the Group’s activities. In 2005 cash paid to suppliers and
employees increased 23.7% to €30,532 million from €24,674 million in 2004. These higher outflows were mainly
due to the increase in advertising expenses and handset purchases for the promotional efforts made by the Telefonica
Group and the consolidation of Cesky Telecom and the Argentine and Chilean mobile operators acquired from
Bellsouth in January 2005.

Personnel expenses were higher in 2006 than in 2005. The increase in 2006 was due mainly to the inclusion of
the workforces of O2’s wireless operators. Payments to employees increased in 2005 as aresult of the increasein
the Group’s average number of employees.

Accordingly, net operating cash flow totaled €15,414 million in 2006, an increase of 38.4% compared to
€11,139 million in 2005. Net operating cash flow totaled €11,139 million in 2005, an increase of 9.9% compared to
€10,131 million in 2004.

Net Cash Used in I nvesting Activities

Net cash used in investing activities increased by €18,460 million from €9,592 million in 2005 to €28,052
million in 2006. This net increase was due mainly to investments in companies (net of cash and cash equivalents
acquired) which totaled €23,757 million in 2006 versus €6,571 million in 2005, mainly as aresult of the O2 plc
acquisition for €23,554 million. The main investments in 2005 were the acquisition of Czech operator Telefonica O2
Czech Republic, a.s. for €3,663 million, aswell as the first disbursement of €1,266 million in connection with the
acquisition of O2 plc.

Net cash used in investing activities increased to €9,592 million in 2005 from €5,808 million in 2004, mainly
due to an increase in payments on investments in companies, net of cash and cash equivalents acquired and
payments on investments in property, plant and equipment and intangible assets and a decrease in interest received
on excess cash not included under cash and cash equivalents. Payments on investmentsin companies, net of cash
and cash equivalents acquired increased 56.4% to €6,571 million in 2005 from €4,201 million in 2004. Our main
investments in companiesin 2004 were €3,179 million for the acquisition of the Bellsouth’s operatorsin Latin
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America (other than in Chile and Argentina, which we acquired in 2005), €209 million related to tender offersto
increase our interests in the Brasilcel subsidiaries and €484 million for the acquisition of additional Portugal
Telecom shares.

Investmentsin property, plant and equipment and intangible assets amounted to €6,933 million in 2006, up
€2,510 million from 2005 due to the consolidation of O2 plc, which accounted for €2,234 million of consolidated
capital expenditures. Payments on investmentsin property, plant and equipment and intangible assets increased
26.8% to €4,423 million in 2005 from €3,488 million in 2004, principally as aresult of the expansion of the
broadband business, the network upgrades and the investment made in Distrito C (the Telefonica Grouo
headquartersin Madrid) in Spain and the expansion of the broadband, fixed line telephony and the roll-out of GSM
networks made in Latin America.

Gains on divestments, net of cash and cash equivalents acquired, in 2006 totaled €2,294 million, resulting from
the sale of TPI and part of the investment in Sogecable, which generated gains of €1,816 million and €330 million,
respectively.

Net Cash Provided by Financing Activities

Net cash from financing activities totaled €14,572 million in 2006, up from €435 million in 2005. The €15,007
million increase essentially reflects the increase in financing transactions. In 2006 net debt issuances totaled €20,114
million, up from (€4,387 million in 2005). Net cash used in financing activities decreased to €435 million in 2005
from €3,937 million in 2004. This decrease was due principally to theincrease in proceeds, net of repayments, from
loans, credits and promissory notes offset in part by the increase in cancellation of debentures and bonds redeemed.

Anticipated Uses of Funds
Our principal liquidity and capital resource requirements consist of the following:
e  debt service requirements relating to our existing and future debt;
e capital expendituresfor existing and new operations;

e acquisitions of new licenses or other operators or companies engaged in complementary or related
businesses,

e costs and expenses relating to the operation of our business; and
e dividend, other shareholder remuneration, and early retirement payments.

Our principal liquidity requirements relate to our debt service requirements. At December 31, 2006, we had
gross financial debt of €59,057 million and net financial debt of €52,145 million. For areconciliation of net financial
debt to gross financial debt (the sum of current and non-current interest-bearing liabilities), see “—Presentation of
Financial Information—Non-GAAP Financial Information—Net Financia Debt.”

We expect to spend approximately 30% of our capital expenditures budget for 2007 on Telefénica Spain, 38%
on Telefonica Latam and 29% on Telefénica O2 Europe, mainly to improve broadband services and to increase the
capacity of our mobile telephony networks, to roll-out the UMTS network in Europe and to make technological
upgradesin Latin America. Our principal capital expenditures are described in “ltem 4—Information on the
Company”. Our anticipated amounts of capital expenditures and investments in affiliates and the underlying
assumptions are subject to risks and uncertainties, and actual capital expenditures and investmentsin affiliates may
be less than or exceed these amounts. See “Cautionary Statement Regarding Forward-L ooking Statements”.

Anticipated Sources of Liquidity

Cash flows from operations are our primary source of cash funding for existing operations, capital expenditures,
interest obligations and principal payments. We aso rely on external borrowings, including a variety of short- and
medium-term financial instruments, principally bonds and debentures, and borrowings from financial institutions.
Cash and equivalents are mainly held in euro and euro-denominated instruments. We believe that, in addition to
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internal generation of funds, our medium-term note program, our euro commercial paper program, our corporate
domestic promissory note program and available lines of credit will provide us with substantial flexibility for our
future capital requirements as existing debt is retired. As of the date of this Annual Report, our management believes
that our working capital is sufficient to meet our present requirements.

The following table describes our consolidated gross financial debt, as stated in euro using the European Central
Bank buying rate for euro at December 31, 2006. We may have exchange rate financial derivatives instruments
assigned to the underlying debt instruments. In 2006, the average interest rate on our consolidated gross financial
debt was 5.5%. The debt profile below shows the notional amount at the date at which we entered into the related
derivatives.

Amortization schedule(1)

Year ended December 31,

2007 2008 2009 2010 2011 Subsequent Total

(in million of euros)
Non-convertible euro and foreign

currency debentures and bonds............ 2,621 1,063 1,670 4,065 3,193 11,678 24,290
Promissory notes and commercia

PADEN .ottt 2,300 - - - 281 - 2,581
Other marketable debt securities 134 53 - - - 2,084 2,271
L oans and other payables (principal

and interest accrued) ........ccoeeviiiniennne 3,409 1,600 4,780 3,067 4,934 11,767 29,557
Other financial liabilities............cccceveunne - - - - 358 - 358
TOtal v 8,464 2,716 6,450 7,132 8,766 25,529 59,057

(1) Thistable includesthe fair value of those derivatives classified as financial liabilities (negative mark to
market) under IFRS. It does not include the fair value of derivatives classified as financial assets (positive
mark to market) under IFRS. See “Item 11. Quantitative and Qualitative Disclosures About Market Risk”.

(2) Futureinterest payments as of December 31, 2006 on our interest-bearing-debt are as follows:. €2,082
million in 2007, €2,994 million in 2008, €2,770 million in 2009, €2,446 million in 2010, €1,982 million in
2011 and €9,982 million in subsequent years. With respect to floating rate debt, we estimate future interest
flows as the forward rates derived from yield curves quoted for the different currencies on December 31,
2006.

At December 31, 2006, we had unused committed credit lines of approximately €8,000 million, all of which
bear interest at a floating rate based on market indices, principally the Euro Interbank Offered Rate (EURIBOR) and
the London Interbank Offered Rate (LIBOR).

Our borrowing requirements are not significantly affected by seasonal trends.

The table below sets forth the ratings of our short- and long-term debt as of the date of this Annual Report. A
credit rating is not arecommendation to buy, sell or hold securities, may be subject to revision at any time and
should be evaluated independently of any other rating.

Long-Term Short-Term

Rating Agency | ssuer Debt Debt Outlook Last Update
Standard & Poor’s....... Telefénica, SA. BBB+ A-2 Stable January 11, 2007
Moody’s......ccereriennene Telefénica, SA. Baal P-2 Stable May 3, 2007
Fitch oo Telefonica, SA. BBB+ F-2 Stable October 10, 2006

On January 11, 2006, Standard & Poor’s downgraded Telefonica’s long term debt to “BBB-+/stable outlook”
dueto therisk, in its opinion, associated with increased leverage resulting from the O2 acquisition and its future
integration in the group. On May 26, 2006, after the announcement of the change in the dividend policy and the
decision to renew the share buy back program, Standard & Poor’s revised the outlook to “negative” because of the
negative effect that the financial policy will have on the group’s leverage. On January 11, 2007, the rating agency
upgraded the company’s perspective to “BBB+/stable outlook”, according to its report, based mainly on the strong
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operating performance acrossits diversified businesses, the smooth integration of its O2 operations and the
completion of the O2 loan refinancing.

On May 3, 2007, Moody’s changed the perspective of Telefénica’s long term debt to “Baal/stable outlook”
from “Baal/negative outlook based on the substantial progress Telefonica has made in extending its debt maturity
profile (including the refinancing of the debt to fund the acquisition of O2 in the UK), the improvement of the
overall operating cash flow generation prospects and the continuous demonstration of the company’s commitment to
maintain financial discipline.

On January 11, 2006, Fitch Ratings downgraded Telefénica’s long-term credit rating to “A-/ stable outlook”
and the Company’s short-term credit rating to “F-2” due to the last acquisitions made by the group and its financial
leverage increase. On April 11, 2006, Fitch Ratings downgraded the Company’s long-term credit rating to “BBB+/
stable outlook” following the announcement of the acquisition of a majority stake in Colombia Telecom. On
October 23, 2006, Fitch affirmed Telefonica’s rating at “BBB+/stable outlook™ and short-term “F2”, as stated in its
report, reflecting the diversity and strength of the group’s portfolio of national telecom assets in Europe and Latin
Americaand the prospects of continuing revenue and cash flow growth.

Our ability to use external sources of financing will depend in large part on our credit ratings. We believe that
we are well-positioned to raise capital in the public debt markets. However, a downgrade of any of the ratings of our
debt by any of Moody’s, Standard & Poor’s and/or Fitch may increase the cost of our future borrowing or may make
it more difficult to access the public debt markets. In connection with the credit rating agencies’ review of our debt
ratings, the rating agencies may give considerable weight to the general macroeconomic and political conditionsin
Latin America given our high degree of exposure in such region, the performance of our businesses in the Spanish
market, the performance of our business in Europe, our financial and shareholder remuneration policy, our
acquisition policy, our ability to integrate recent acquisitions and our ability to refinance debt incurred in connection
with recent acquisitions.

Intragroup Loans

We lend funds to our operating subsidiaries, directly or through holding companies that head our different lines
of business. These funds are derived from retained cash flows, loans, bonds and other sources (such as asset
disposals). Some of the subsidiaries receiving funds are located in Latin American countries.

C. Research and Development

We continue to be firmly committed to technological innovation as a key tool to achieving sustainable
competitive advantages, preempting market trends and differentiating our products. Through the introduction of new
technologies and the development of new products and business processes, we seek to become a more effective,
efficient and customer-oriented Group.

In 2006, Telefdnica further devel oped the model of technological innovation management it established in
2004, to aign, even more, our technological innovation with the strategy of the Telefonica Group. This model
encourages collaboration with other agents, who will become “technological partners”, including clients, public
administrations, suppliers, content providers and other enterprises. Our “technological partners” include Microsoft,
Ericsson, Google, Alcatel-Lucent or Huawei. Telefonica believes that differentiating its products from those of its
competitors and improving its market position cannot be based solely on acquired technology. Telefdonica believes it
isimportant to foster research and development activities in an effort to achieve this differentiation and to advance
other innovation activities. Our research and development (R& D) policy isamed at:

e developing new products and servicesin order to gain market share;
o fostering customer loyalty;
e increasing revenues;

e improving management;
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e improving business practices; and

e increasing the quality of our infrastructure and services to improve customer service and reducing
costs.

In 2006, the Telefénica Group undertook technological innovation projects focusing on profitable innovation,
process efficiency, the creation of new sources of revenues, customer satisfaction, the consolidation of new markets
and technological leadership. Our technological innovation activities have been especially integrated in Telefénica’s
strategy to create value through broadband and 1P network communications and services.

In addition, projectsto promote the information society, new services focused on new Internet business models,
TV mobile and other broadband services, were undertaken. These new projects, and others, were developed with a
view to identifying as soon as possible the emerging technol ogies that might have a relevant impact on our
businesses, testing them with trials relating to new services, applications and platform prototypes.

In 2006, new business and operational support systems were developed and existing systems were improved.

Most of the group’s R& D activities are developed by Telefénica Investigacion y Desarrollo S.A.U. (Telefénica
I+D), awholly owned subsidiary of Telefénica, which works principally for the group’slines of business. In
performing its functions, Telefénical+D receives assistance from other companies and universities. Telefénica
I+D’s mission focuses on improving the Telefonica Group’s competitiveness through technological innovation and
product development. Telefénica I+D conducts experimental and applied research and product development to
increase the range of our services and reduce operating costs. It also provides technical assistance to our Latin
American operations. Telefénical+D’s activities include the following:

e the development of new products and fixed telephone services, particularly the development of such
value added services as broadband, wireless communications and Internet services for the public,
corporate, wireless and multimedia sectors, and the automation of customer services while integrating
new features available through our GPRS and UMTS networks;

e the development of interactive services, focusing on the development of information services and new
infrastructure to provide such services, primarily in the Internet Protocol environment;

e the development of management systems designed to strengthen infrastructure and its quality, and to
develop innovative solutions for the management of our networks and services;

e the development of business support systems intended to provide innovative solutions for business
processes; and

e innovation in business services intended to reinforce technological skills in the areas of networks,
software and information technologies.

For example, our IP TV service (commercialized in Spain under the brand name Imagenio) is based on IP TV
technology and represents a new way to access TV and multimedia content in a customized and interactive way and
is supported by research and development carried out by Telefonical+D.

In 2006, approximately 38.5% of Telefonical+D’s amount assigned to research and development was for the
benefit of the fixed businessin Spain, 32% for the benefit of the mobile business, 12.5% for fixed businessesin
Telefonica Latinoamérica, 12% for Telefonica Corporation (including projects involving two or more business
units) and 5% for our other subsidiaries, such as Telefonica O2 Europe.

At December 31, 2006, Telefénica I1+D had 1,186 employees, who aso collaborated with Telefonica R& D
qualified professionals from 36 companies and 29 universities. In 2006, approximately 1,780 projects were
undertaken and incorporated into our strategy for value creation via broadband communications and services and |P
networks.
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Our total research and development expenses were €544 million and €588 million in 2005 and 2006,
respectively. These expenses represented 1.4% and 1.1% of our consolidated revenues in each of those years,
respectively. These figures have been calculated using the guidelines set out in the OECD Manual. These guidelines
include expenses for research and development that, because of timing of projects or accounting classifications, we
do not include in their entirety in our consolidated balance sheet.

D. Trendsand Outlook

Telefénicais ahighly geographically diversified company, offering fixed line telecommunications, broadband
and mobility solutions to our customers. We aim to deliver innovative services based on information and
communication technologies.

We have changed our business and geographical mix significantly during the past year and a half with the
acquisition of amagjority stake in Cesky Telecom, the acquisition of all of the shares of O2 and the acquisition of
Colombia Telecom. The acquisitions of Cesky Telecom and O2 allows us to enhance our presence in Europe,
consolidating our position in two of the principal European mobile markets: the United Kingdom and Germany. The
recent launch of DSL offers mobility solutions in these markets and is expected to allow us to grow in markets
where competition is very aggressive, prices are declining and margins reducing because of higher commercial
costs.

Also, we are facing an important transformation of the company orienting it clearly to create “fans” of our
customers, trying to maximize the synergies of aglobal and integrated company, pushing the innovation to capture
the major competitive advantages in the commercial offer, the operational excellence and the technological
evolution of the business, accelerating the integrated solutions on communication, information and entertainment
and continuing to transform Telefénica as a leading place to work.

In particular, our focusis as follows:

Our global scope challenges us to realize the potential synergistic benefits and economies of scale from the
integration of our operations, in order to offer customers a higher quality of service more efficiently.

In Spain, Telefonicaisintensifying its commercia efforts and is specifically focused on improving its quality of
service to increase customer satisfaction. Our business strategy is based on an integrated offer of
telecommunications solutions to satisfy the customer needs of voice, broadband and TV by providing a unique
service package. We will continue defending our leading mobile position by deploying new mobility solutionsto
facilitate customer life and launching innovative tariff optionsin order to compensate price reductions with higher
usage and more loyal customers. We are focused on offering awide range of products tailored to each customer
segment, reinforcing customer loyalty and our quality of service.

In Latin America, our strategy is based on an integrated regional model clearly oriented to the customer. Our
intention is to reinforce mobile growth and capture the benefits of convergence and scale to increase our efficiency.
We areinvesting to migrate to GSM in Brazil and VV enezuela and we will continue improving the quality and
coverage of our networks to increase customer satisfaction. In the fixed business we focus on massive broadband
development complemented by the launching of TV in all our markets and we will continue with the bundling of
products.

In the rest of Europe, we will continue to enhance customer satisfaction by delivering an integrated offer with a
strong DSL proposition in United Kingdom and Germany and will try to increase the profitability of the business by
increasing efficiencies and taking advantage of scale by being part of Telefonica. In the Czech Republic, we have
taken full advantage of the merger of the fixed and mobile business and aim to succeed in the launch of our mobility
solution in Slovakia

At the same time, we are in the process of transforming ourselves in order to increase our cash flow generation
and improve the returns on capital investment. This transformation is centered around our customers and focused on
adopting a more efficient business model that optimizes and redirects capital expenditures towards broadband and
new services, while at the same time becoming a much less capital intensive business.
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E. Off-Balance Sheet Arrangements

We have commitments that could require us to make material paymentsin the future. These commitments are
not included in our consolidated balance sheet at December 31, 2006. These commitments are primarily contingent
obligations in the form of guarantees for our subsidiaries and put and call rights with respect to some of our joint
ventures. These arrangements allow us to provide the necessary credit support for some our subsidiaries to develop
their operations and allow us to enter into joint ventures on market terms. As of the date of this Annual Report, we
are not aware of any events that would result in the material reduction to us of any of these off-balance sheet
arrangements. For a discussion of our off-balance sheet commitments please refer to note 21(b) to the Consolidated
Financial Statements.

F. Tabular Disclosure of Contractual Obligations

The following table describes our contractual obligations and commitments with definitive payment terms
which may require significant cash outlaysin the future. The amounts payable (including accrued interest payments)
are as of December 31, 2006. For additional information, see the Consolidated Financial Statements included
elsewhere herein.

Payments Due by Period

Lessthan Morethan 5
Total 1year 1-3years 4-5years Years
(in million euros)
Long-term debt obligations (1)(2)........cc.c..... 59,057 8,464 9,166 15,898 25,529
Operating lease obligations (3) ..........cc......... 5,628 790 1,457 1,070 2,311
Purchase obligations (4)............ccoveeeeeeneenn. 2,426 1,773 543 56 54
Other long-term obligations (5) .................. 2,053 592 495 415 551
TOtAl e 69,164 11,619 11,661 17,439 28,445

(1) Capital (finance) lease obligations are not calculated separately and are instead included as part of our long-term
debt obligations.

(2) Thisitem includesthe fair value of those derivatives classified as financial liabilities (negative mark to market)
under IFRS. Future interest payments as of December 31, 2006 on our interest-bearing-debt are as follows:
€2,082 million in 2007, €2,994 million in 2008, €2,770 million in 2009, €2,446 million in 2010, €1,982 million
in 2011 and €9,982 million in subsequent years. With respect to floating rate debt, we estimate future interest
flows as the forward rates derived from yield curves quoted for the different currencies on December 31, 2006.
It does not include the fair value of derivatives classified as financia assets (positive mark to market) under
IFRS. See “Item 11. Quantitative and Qualitative Disclosures About Market Risk”.

(3) Our operating lease obligations have in some cases extension options conditioned on the applicable law of each
country. Accordingly, we have included only those amounts that represent the initial contract period.

(4) Materia purchase obligations include network equipment and audiovisual content obligations and payment
obligations under existing licenses.

(5) Other long-term obligations include |ong-term obligations that require us to make cash payments, excluding
financial debt obligations included in the table under “—Anticipated Sources of Liquidity” above.

For details of the composition of, and changes in, our debt, see note 13 to our Consolidated Financial
Statements.

Item 6. Directors, Senior Management and Employees
A. Directorsand Senior Management

During 2006, the Board of Directors met 12 times. At April 27, 2007, the Board of Directors had met four times
during 2007. At May 18, 2007, the directors of Telefénica, S.A., their respective positions on the Board of Directors
and the year they were appointed to such positions were as follows:
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First Current Term

Name Age Appointed Ends
César AlIEMATZUE (1)..c.veeeeeeeeeeeeeeeeeeeeeeee e 62 1997 2012
[SIAr0 FAINE CaSaS(1)(2)....cveeveereereereereereeeeereereeteeteeseeseeseessesseeseenas 64 1994 2011
Gregorio Villalabeitia Galarraga(1)(3)(4)(6)(8) «+«veeveereeeereererreereenns 56 2002 2012
José Fernando de Almansa Moreno-Barreda)(8) .........cceeveeneeee. 58 2003 2008
Jose Maria Alvarez —Pallete(11) 43 2006 2012
DaVid ATCUIUS ......cceeiceeeeieeeceee ettt 60 2006 2011
Maximino Carpio GarCia(1)(4)(5) «..eeveerrereerererseressessesessessesessessens 62 1997 2012
Carlos Colomer CasallaS(1)(7) ..vcecveerreeirerieeiieseesieecee e 63 2001 2011
Peter ErskiNE(1) covveeeeeeeceeeciecie ettt et e re e snee s 55 2006 2011
Alfonso Ferrari HETErO(B)(6)(9) «..veevverreerreereeireeiecteesieestee e esre e 65 2001 2011
Gonzalo Hinojosa Fernandez de Angulo(4)(5)(6)(7) ....vevvevereerereenens 61 2002 2012
Pablo ISla Alvarez de TEEraG)(9).....ccrvrrrreercerreereresreseseesssensnees 43 2002 2012
JUliO LinareS LOPEZ(1)(8) vvvveververerrerrererresiesesressesessesseessessasessessenes 61 2005 2011
Antonio Massanell Lavilla2)(4)(7)(9) ...eeevvevveevrerieieeseeseeseeeve e, 52 1995 2011
Vitalino Manuel Nafria AZNar(3).....ccoeeeeeeeeveeeeeseeceeeeeie e 56 2005 2011
Enrique Used AZNEr(6)(8)(9) --«-+«verrerrererrerrerrerrrersesereesesseeseessesees 65 2002 2012
ANtonio VianaBaptiSta(1) ... ..eeveevereeeereeie e 49 2000 2010

(1) Member of the Executive Commission of the Board of Directors.
(2) Nominated by Caja de Ahorrosy Pensiones de Barcelona.
(3) Nominated by Banco Bilbao Vizcaya Argentaria, S.A.
(4) Member of the Audit and Control Committee of the Board of Directors.
(5) Member of the Nominating, Compensation and Corporate Governance Committees.
(6) Member of the International Affairs Committee.
(7) Member of the Service Quality and Customer Service Committee.
(8) Member of the Regulation Committee.
(9) Member of the Human Resources and Corporate Reputation Committee.
A significant majority, 12, of our current directors are non-executive directors. In accordance with the Board of

Directors regulations, aminority of these non-executive directors, four, are appointed by our significant
shareholders.

Executive Commission

Our Board of Directors has expressly delegated all of its authority and power to the Executive Commission
except as prohibited by Spanish corporate law or under our Articles of Association. This commission is made up of
fewer Directors and meets more frequently than our Board of Directors. The members of the Executive Commission
are Mr. César Aliertalzuel, Mr. Isidro Fainé Casas, Mr. Gregorio Villalabeitia Galarraga, Mr. Maximino Carpio
Garcia, Mr. Carlos Colomer Casellas, Mr. Peter Erskine, Mr. Julio Linares Lopez, Mr. Antonio Viana-Baptista and
Mr. Ramiro Sanchez de Lerin Garcia-Ovies, who is the secretary of the Executive Commission.

Audit and Control Committee

The Audit and Control Committee functions are regulated by our bylaws and the Board of Directors regulations.
The Audit and Control Committee has the primary objective of providing support to our Board of Directorsin its
supervisory oversight functions, specifically having the following responsibilities:

e to report, through its Chairman, to our Genera Meeting of Shareholders on matters raised at the
General Meeting by the shareholders relating to the functions and matters of competence of the
Committee;
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e to propose to our Board of Directors, to submit to our Genera Meeting of Shareholders, the
appointment of our auditors referred to in Article 204 of the Stock Company Act, as well as, when
appropriate, the terms of their engagement, scope of professional assignment and revocation or
renewal of their appointment;

e to supervisetheinternal audit services,
e to examinethe financial information process and the internal control systems; and

e to maintain the necessary relations with the auditors to receive information on all matters that may put
their independence at risk, and any other matters related to the process of auditing our accounts, as
well as to receive information and maintain communication with our auditors as required by laws
relating to the audit process and with respect to technical regulations on auditing.

The Audit and Control Committee meets at least once per quarter and as many times as considered necessary.
During 2006, the Audit and Control Committee met 11 times and, as of the date of this Annual Report, had met five
times in 2007. The members of the Audit and Control Committee are Mr. Maximino Carpio Garcia (chairman) Mr.
Antonio Massanell Lavilla, Mr. Gregorio Villalabeitia Galarraga and Mr. Gonzalo Hinojosa Ferndndez de Angulo.

Nominating, Compensation and Cor porate Governance Committee

The Nominating, Compensation and Corporate Governance Committee is responsible for reporting to the Board
of Directors with respect to proposals for the appointment of directors, members of the Executive Committee and
the other committees of our Board of Directors and top members of our management and management of our
subsidiaries. In addition, the Nominating, Compensation and Corporate Governance Committee is responsible for
the compensation packages for our Chairman, determining Directors’ compensation and reviewing the adequacy of
the compensation packages and reporting the Board of Directors on the compensation of top members of
management. The Nominating, Compensation and Corporate Governance Committee is responsible for preparing
our Corporate Governance Annua Report. The members of the Nominating, Compensation and Corporate
Governance Committee are Mr. Alfonso Ferrari Herrero (chairman), Mr. Maximino Carpio Garcia, Mr. Pablo Isla
Alvarez de Tejeraand Mr. Gonzalo Hinojosa Fernandez de Angulo. During 2006, the Nominating, Compensation
and Corporate Governance Committee met 11 times, and as of the date of this Annual Report, had met four timesin
2007.

Human Resources and Corporate Reputation Committee

The Human Resources and Corporate Reputation Committee is responsible for reviewing our personnel policy
and making proposals to our Board of Directors regarding our personnel policy, corporate reputation and the
promotion of our values within the Group. The Human Resources and Corporate Regulation Committee met 5 times
during 2006, and as of the date of this Annua Report had met twice in 2007. The members of the Human Resources
and Corporate Reputation Committee are Mr. Pablo Isla Alvarez de Tejera (chairman), Mr. Alfonso Ferrari Herrero,
Mr. Antonio Massanell Lavillaand Mr. Enrique Used Aznar.

Regulation Committee

The Regulation Committee’s main objective isto monitor the main regulatory matters which affect the
Telefénica Group. Another responsibility of the Regulation Committee is to act as a communication and information
channel between our management team and our Board of Directors concerning regulatory matters. The members of
the Regulation Committee are Mr. Enrique Used Aznar (chairman), Mr. Gregorio Villalabeitia Galarraga, Mr.
Fernando de Almansa Moreno de Barreda and Mr. Julio Linares L6pez. During 2006, the Regulation Committee met
11 times, and as of the date of this Annual Report, had met four times in 2007.

Service Quality and Customer Service Committee

The Service Quality and Customer Service Committee is responsible for monitoring and reviewing the
standards of quality of the main services provided by the Telefonica Group. The Service Quality and Customer
Service Committee acts as an information channel between our senior management team and our Board of Directors.
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The members of the Service Quality and Customer Service Committee are Mr. Gonzalo Hinojosa Fernandez de
Angulo (chairman), Mr. Carlos Colomer Casellas and Mr. Antonio Massanell Lavilla. During 2006 the Service
Quality and Customer Service Committee met 4 times, and as of the date of this Annual Report, had met oncein
2007.

I nternational Affairs Committee

The International Affairs Committee is responsible for analyzing international events and matters that affect the
Telefénica Group and reporting these events and possible consequences to our Board of Directors. The International
Affairs Committee pays close attention to events taking place in countries where the Telef6nica Group has
operations and which may affect our competitive position, corporate image and financial results. The International
Affairs Committee also oversees our non-profit foundations in such countries. The members of the International
Affairs Committee are Mr. José Fernando de Almansa Moreno-Barreda (chairman), Mr. Alfonso Ferrari Herrero,
Mr. Enrique Used Aznar, Mr. Gregorio Villaabeitia Galarraga and Mr. Gonzalo Hinojosa Fernandez de Angulo.
During 2006, the International Affairs Committee met 3 times, and as of the date of this Annual Report had met
oncein 2007.

Biographies of Directors

Mr. César Aliertalzuel serves as our Executive Chairman and Chairman of our Board of Directors. Mr.
Aliertais aso currently amember of the Telefénica O2 Europe plc Board of Directors. Mr. Aliertabegan his career
in 1970 as general manager of the capital markets division at Banco Urquijo in Madrid, where he worked until 1985.
From June 1996 until his appointment as our Chairman, he was the Chairman of Tabacalera, S.A., which after the
merger with the French tobacco company, Seita, became Altadis. Previously, he was the Chairman and founder of
Beta Capital. He has a so been a member of the Board of Directors of the Madrid Stock Exchange. Mr. Aliertais
currently a member of the Altadis Board of Directors and Standing Committee. On July 26, 2000, Mr. Aliertawas
appointed as our Chairman and Chief Executive Officer. Mr. Alierta holds alaw degree from the University of
Zaragoza and an MBA from Columbia University (New Y ork).

Mr. Isidro Fainé Casas serves as Vice-Chairman of our Board of Directors. Mr. Fainé is currently the General
Manager of La Cagja de Ahorrosy Pensiones de Barcelona (“la Caixa”) and is aso Chairman of Abertis
Infraestructuras, S.A. Mr. Fainé holds a doctorate degree in Economics, a Diplomain Alta Direccion (Senior
Management) from |ESE Business School and an ISMP in Business Administration from Harvard University. Heis
afinancial analyst and an academic at the Real Academia de Ciencias Econdmicasy Financieras.

Mr. Gregorio Villalabeitia Galarraga serves as a Vice-Chairman of our Board of Directors. Mr. Villaabeitia
is currently amember of the Board of Directors of Iberia Lineas Aéreas de Espafia, S.A. Heis also member of the
Board of Directors of Banco Bilbao Vizcaya Argentaria Chile and Chairman of the A.F.P. Provida, S.A. He has
been General Manager of Cajade Ahorros Vizcaina and Chief Executive of Banco Cooperativo Espafiol. He was
appointed Chief Operating Officer of Banco de Crédito Local and was Chief Executive Officer of CajaPostal in
January 1995. In October 1999, following the merger of Argentaria and Banco Bilbao Vizcaya (BBV), he was
named General Manager of Global Investment Banking of Banco Bilbao Vizcaya Argentaria, S.A., and after the
restructuring in December 2001 he was appointed General Manager of the Real Estate and Industrial Group of the
bank. Mr. Villalabeitia has a degree in law and economics from the University of Deusto (Bilbao, Spain).

Mr. José Fernando de AlImansa M oreno-Barreda serves as adirector. He is also amember of the board of
directors of Telefénicade Argentina S.A., Telefonicadel Peru SA.A., Telefonicalnternacional, SA.,
Telecomunicagoes de S&o Paulo S.A. and BBVA Bancomer México S.A. de C.N. He was a member of the Spanish
Diplomatic Corps and served from 1976 to 1992 as Secretary of the Spanish Embassy in Brussels, Cultura
Counselor of the Spanish Delegation to Mexico, Chief Director for Eastern European Affairs and Atlantic Affairs
Director in the Spanish Foreign Affairs Ministry, Counselor to the Spanish Permanent Representation to NATO in
Brussels, Minister-Counselor of the Spanish Embassy in the Soviet Union, General Director of the National
Commission for the 5th Centennial of the Discovery of the Americas, and Deputy General Director for Eastern
Europe Affairs in the Spanish Foreign Affairs Ministry. From 1993 to 2002, Mr. Fernando de Almansa was
appointed Chief of the Royal Household by His Mgjesty King Juan Carlos |, and is currently Personal Advisor to
His Mgjesty the King. He has a degree in law from the University of Deusto (Bilbao, Spain).
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Mr. José Maria Alvar ez-Pallete L opez serves as General Manager of Telefonica Latinoamérica. He began his
career at Arthur Young Auditorsin 1987. In 1988, he joined Benito & Monjardin/Kidder, Peabody & Co., where he
held various positions in the research and corporate finance departments. In 1995, he joined Vaenciana de
Cementos Portland (Cemex) as head of the Investor Relations and Studies department. In 1996, he was promoted to
Controller for the company in Spain, and in 1998 to General Manager of Administration and Financial Affairsfor
Cemex Group’s interests in Indonesia, headquartered in Jakarta. Mr. Alvarez-Pallete holds a graduate degree in
Economics from the Complutense University of Madrid. He also studied Economics at the Université Libre de
Belgique.

Sir David Arculus serves as a director. In 2003, he was awarded an Honoris Doctorate (D. UNIV) by the
University of Central England. In 1996, he received his mastersin Engineering and Science and Economics from
Oriel College, Oxford whilein 1972 he received his masters in business administration from the London Business
School. From 1998 to 2001, he was Chairman of Severn Trent Plc and |PC Group Limited. From 2002 to 2004, he
was Earls Court and Olympia Ltd Chairman. From 2004 to January 2006, he served as Chairman of O2 plc. Heis
currently adirector of Telefénica, S.A. and O2. Heis aso aNon Executive Director of Barclays Pic. Sir David
Arculusis Deputy President of CBI and a member of the Oxford University Press Finance Committee.

Mr. Maximino Carpio Gar cia serves as adirector. Since 1984, he has been Professor of Applied Economics
of the Universidad Autonoma de Madrid. From 1983 to 1984, he was Chief of the Studies Services of the
Confederacion Espafiola de Organizaciones Empresariales. From 1984 to 1992, he worked as head of the
Department of Economics and Public Finance of the Universidad Auténoma de Madrid. From 1992 to 1995, he was
dean of the Economics and Business Faculty of the Universidad Auténoma de Madrid. From 1995 to 1998, he
served as head of the department of Public Economy of the Universidad Auténoma de Madrid. He also servesas a
member of the Economic and Socia Council, a Spanish government advisory entity, and the Advisory Committee of
Abengoa. Mr. Carpio isamember of the Board of Directors of Telefénica, S.A.. Mr. Carpio received his doctorate
degree from the Universidad Auténoma de Madrid.

Mr. Carlos Colomer Casellas serves as adirector. Mr. Colomer is Chairman of the Colomer Group and a
director of Altadis, S.A. Mr. Colomer began his career in 1970 as Marketing Vice-Chairman of Henry Colomer,
S.A. In 1980, he was appointed as Chairman and General Manager of Henry Colomer, S.A. and Haugron Cientifical,
S.A. In 1986, he was a so appointed President of Revlon for Europe. In 1989, he became the President of Revion
International and in 1990, he was appointed Executive Vice-President and Chief Operating Officer of Revion Inc. In
2000, he was appointed Chairman and Chief Executive Officer of the Colomer Group. Currently, Mr. Colomer is
also the Chief Operating Officer of INDO, an import-export company, Director of Catalufia for Banco Santander
Central Hispano, Director of Hospital General de Catalufia and member of the Advisory Committee of CVC Capital
Partners. Mr. Colomer has an economics degree from the University of Barcelona and a degree in business
administration from |ESE Business School.

Mr. Peter Erskine serves as adirector and General Manager of Telefénica O2 Europe. In 1973, he received a
degree in psychology from Liverpool University. From 1993 to 1998, he held a number of senior positions,
including Director of BT Mobile and President and Chief Executive Officer of Concert. In 1998 he became
Managing Director of BT Cellnet. Subsequently in 2001 he became Chief Executive Officer and a member of the
Board of Directors of O2. He currently continues to serve as Chairman of the Board of Director’s of O2 along with
serving as adirector of Telefonica, S.A. Mr. Erskineis also amember of the Advisory Board of the University of
Reading Business School and Chairman Supervisory Board of Telefénica O2 Czech Republic.

Mr. Alfonso Ferrari Herrero serves as adirector. He also serves as adirector of CTC Chile S.A.and
Telefénicadel Peru. From 1995 to 2000, he was Executive Chairman of Beta Capital, S.A. and prior to that he
served on several Boards of Directors representing Banco Urquijo where he was a partner from 1985. He has a
doctorate in Industrial Engineering from the Industrial Engineers Technical School of the Polytechnic University of
Madrid and holds a master’s degree in business administration from Harvard University.

Mr. Gonzalo Hinojosa Fernandez de Angulo serves as adirector. Mr. Hinojosa served as Chairman and Chief
Executive Officer of Cortefiel, S.A. He began his professional career with Cortefiel in 1976, and has served in
various management positions since then. From 1991 through 2002, he served as a director of Banco Central
Hispano Americano and a director of Portland Vaderribas. He currently serves as a director of Altadis. Mr.
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Hinojosa has a doctorate in industrial engineering from the Industrial Engineers Technical School of the Polytechnic
University of Madrid.

Mr. Pablo Isla Alvarez de Tejera serves as adirector. Mr. Islais currently the Chief Executive Officer of
Inditex, S.A. Mr. Islabegan his career in 1988 as “Abogado del Estado” with the Spanish Ministry of Transports,
Tourism and Communications and in 1991 served as the official delegatein Spain for the United Nations
Commission in the Spanish General Direction of Legal Services. From 1992 through 1996, Mr. Isla served as
General Manager of the Lega Services Department of Banco Popular. In 1996, he was appointed General Manager
of the National Heritage department of the Treasury Ministry. He served as General Secretary of Banco Popular
Espariol from 1998 through 2000. In July 2000, Mr. Islawas appointed Chairman of the Board of Grupo Altadis and
Co-Chairman of the company. Mr. Isla has alaw degree from the Universidad Complutense of Madrid.

Mr. Julio Linares L 6pez serves asadirector. He is also our General Manager for Coordination, Business
Development and Synergies since December 2005. He joined Telefénicain May 1970 in the research and
development center, where he held several positions until he was appointed Head of Telefénica’s Technology and
Technical Regulations Department. In April 1990, he was appointed General Manager of Telefénica lnvestigaciony
Desarrollo (Telefénical+D). In December 1994, he became Deputy General Manager of Marketing and
Development of Telefénica Services in the commercial area and subsequently Assistant Managing Director of
Business Marketing. In July 1997, he was appointed Chief Operating Officer of Telefénica Multimedia and
Chairman of Telefénica Cable and Producciones Multiteméticas. From May 1998 to January 2000, he served as
General Manager of Strategy and Technology at the Telefénica, S.A.’s Corporate Centre, and as a director of
Telefénica Sistemas, Telefonica Investigacion y Desarrollo and ViaDigital. In January 2000, he was appointed
Chairman of Telefénica de Esparia, a position which he held until December 2005. Mr. Linaresis currently
Chairman of Teleinformaticay Comunicaciones, S.A. (TELY CO), Chairman of the Telefénica Cesky Telecom, a.s.
Supervisory Board, director of Telefdnica de Espafia, Telefonica O2 Europe plc. and Sogecable, S.A. Mr. Linares
holds a degree in telecommunications engineering from the Polytechnic University of Madrid.

Mr. Antonio Massanell Lavilla serves asadirector. Mr. Massanell is Senior Executive Vice President of Cgja
de Ahorrosy Pensiones de Barcelona and a member of the Boards of Directors of Port Aventura, S.A. and Bagueira
Beret, SA. Heisaso President of Servihabitat, e-laCaixa, S.A. and Internet Global Congress (IGC). Asa
representative of Cgjade Ahorrosy Pensiones de Barcelona, he has worked with the Telefénica Group in the
deployment of Cagja de Ahorrosy Pensiones de Barcelona’s corporate tel ecommuni cations network. Mr. Massanell
received his degree in economics from the University of Barcelona.

Mr. Vitalino Manuel Nafria Aznar serves asadirector. In 1983, Mr. Nafria Aznar was a Director of the
Banco de Financiacion Industrial (Induban) in Bilbao. In 1988 he worked as the regional Director of Aragon,
Navarray Riojafor Banco Bilbao Vizcaya. In 1990, he was appointed Business management Director of Banco
Bilbao Vizcaya (BBV). In 1994, he held a senior position at the Territorial Direction in Pais Vasco. In April 1998,
he was appointed as Chief Executive Officer of BBV in Mexico. In July 2000, he was appointed Director of BBVA
Bancomer. In December 2001, he was appointed a Directive Committee member of BBV A at the Global Level and
since January 2005 he has been the Retail Banks Director in Spain and Portugal for Banco Bilbao Vizcaya
Argentaria. Heis now retired.

Mr. Enrique Used Aznar servesasadirector. Mr. Used isthe Chairman of AMPER, SA. and
AmperProgramas and the Deputy Chairman of Medidata (Brazil). Previously, he held the position of Chairman of
TelefonicaMoviles, S.A., Estratel and Telefénica Investigacion y Desarrollo, S.A. He has also served as Deputy
Chairman and Chief Executive Officer of Telefénica Publicidad e Informacién and Compafiia Telecomunicaciones
de Chile. He has also served as a member of the Board of Directors of Telefénica de Argentina, Telecomunicaciones
de Sao Paulo, Telefénicadel Pert, and ATT Network System International and Ericsson (Spain). Mr. Used holds a
degree in telecommunications engineering from the Polytechnic University of Madrid.

Mr. Antonio Viana-Baptista serves as adirector and General Manager of Telefonica Spain. Mr. Viana-
Baptista has served as Chairman and Chief Executive Officer of TelefonicaMdviles SA. since August 2002. He
also serves on the Board of Directors of Telefénica Internacional, S.A., Telefénica Moviles Espafia, S.A., Telefénica
de Espafia, S.A., Telefénica O2 Europe plc, Brasilcel, N.V., Portugal Telecom SGPS, S.A. and member of the
Supervisory Board of Cesky Telecom, a.s. He was a principal partner of McKinsey & Co. at the McKinsey officesin
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Madrid and Lisbon from 1985 to 1991 and served as Executive Advisor of the Banco Portugués de Investimento
(BPI) from 1991 to 1996. From 1996 through July 2002, Mr. Viana-Baptista was President of Telefénica
Internacional. Mr. Viana-Baptista holds a bachel or’s degree from the Catholic University of Lisbon, agraduate
degree in European Economics from the Portuguese Catholic University and a master’s degree in business
administration from INSEAD.

Executive Officer M anagement Team

At May 18, 2007, our executive management team was composed of our chief executive officer and eight
general managers.

Name Position Appointed Age

César Aliertalzud .........ccoeuvneee. Chairman of the Board of Directors and Chief 2000 62
Executive Officer

Julio Linares Lopez........cccevvevuennne General Manager of Coordination, Business 2000 61
Development and Synergies

Antonio Viana—-Baptigta............... General Manager of Telefénica Spain 2000 49

Peter Ersking......ccvvvvveeeereenennen, General Manager of Telefénica O2 Europa 2006 55

Jose MariaAlvarez —Pdlete.......... General Manager of Telefénica Latinoamérica 2002 43

Santiago Fernandez Vabuena....... General Manager of Finances and Corporate 2002 49
Development

LuisAbril Pérez.......cceovvevecvenenen. Technical General Secretary to the Chairman 2002 59

Calixto Rios Pérez..........ccccevuvnnene. General Manager of Internal Audit 2000 62

Ramiro Sanchez de Lerin.............. General Secretary and Secretary to the Board 2003 52

Biographies of the Executive Officersand Senior M anagement

César Aliertalzuel serves as Chairman of the Board of Directors and Chief Executive Officer (See
“Biographies of Directors”, above).

Mr. Julio Linares L épez serves as General Manager for Coordination, Business Development and Synergies.
(See “Biographies of Directors”, above).

Mr. Antonio Viana-Baptista serves as General Manager of Telefonica Spain. (See “Biographies of Directors”,
above).

Mr. Peter Erskine serves as General Manager of Telefénica O2 Europa. (See “Biographies of Directors”,
above).

Mr. José Maria Alvar ez-Pallete L opez serves as General Manager of Telefonica Latinoamérica. (See
“Biographies of Directors”, above).

Mr. Santiago Fernandez Valbuena has served as General Manager of Finance and Corporate Development
since December 2003. He has served as our Chief Financial Officer since July 2002. He joined Telefénicain 1997 as
Chief Executive Officer of Fonditel, Telefonica’s Pension Assets Manager. Previously, he was Managing Director
of Societé Génerale Equities and Head of Equities & Research at Beta Capital in Madrid. He holdsan M.S. and a
PhD degree in Economics and Finance from Northeastern University. Mr. Fernandez Vabuena served as President
of the Research Commission at the Spanish Institute of Financial Analysts. He has held senior teaching positions at
Manchester Business School and Instituto de Empresa’s MBA programs.

Mr. Luis Abril Pérez serves as our Technical General Secretary to the Chairman. Mr. Abril started his
professional career as a Microeconomics Professor in the Universidad Comercial de Deusto, where he went on to
head the Finance Department. In 1978, he moved to Banco de Vizcaya as Treasury Director and then worked as
head of the President’s Technical Department under Pedro Toledo. During his work with the BBV Group (1988-
1991), he acted as General Director for the Asset Management division. During 1994 to 1999, Mr. Abril acted as
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General Director for Banesto, and he later acted as General Director for Communications for BSCH (1999-2001).
Mr. Abril holds adegree in Economics and a degreein Law from the Universidad Comercial de Deusto (1971) and a
graduate degree in Business Administration from the North European Management Institute, Oslo, Norway (1973).

Mr. Calixto Rios Pérez serves as our General Manager of Internal Audit. In 1973, Mr. Rios joined Banco
Exterior de Espafia as the General Manager of Extebank in New Y ork City. Subsequently he was appointed Chief
Executive Officer and Chief Operating Officer of Extebandes, in Venezuela. Later, Mr. Rios returned to Madrid as
the General Manager of Filiales Bancarias Internacionales of Banco Exterior de Esparia. In 1990, he was appointed
Chief Operating Officer responsible for overseeing the construction, management and marketing of the Olympic
Village for the Olympic games and a year later was named Chief Financial Officer of Tabacalera, SA. After the
merger of Tabacalera and Seita, he was appointed Advisor to the Chairmen and Head of Strategy and Planning.
After joining Telefdnica as Corporate General Manager for Institutional Relations, in July 2002 he was appointed
General Manager for Internal Auditing and Communications. He holds a degree in Economics from the
Complutense University of Madrid.

Mr. Ramiro Sanchez de L erin Gar cia-Ovies serves as our General Secretary and Secretary to our Board of
Directors. He began his career in Arthur Andersen, first working for its audit department and later for itstax
department. In 1982, he became an “Abogado del Estado” and started working for the Treasury Internal Revenue in
Madrid (Delegacién de Hacienda de Madrid). Afterwards he was assigned to the State Secretariat for the European
Communities and later to the Foreign Affairs Ministry. He has been General Secretary and Secretary of the Board of
Elostia, SA., Tabacalera, SA., Altadis, SA. and XferaMdviles, S.A. He has also been teaching in ICADE, Instituto
de Empresa and Escuela de Hacienda Publica.

B. Compensation

The compensation of Telefonica, S.A.’s directorsis governed by Article 28 of the bylaws, which states that the
compensation paid by the Company to its directors shall be determined at the Shareholders’ Meeting and shall
remain in force until aresolution is adopted at the Shareholders’ Meeting to amend it. The Board of Directorsis
responsible for setting the exact amount to be paid within the stipulated limits and distributing it among the
directors. On April 11, 2003, the shareholders set the maximum gross annual amount to be paid to the Board of
Directors at €6 million. Thisincludes a fixed payment and fees for attending meetings of the Board of Directors’
advisory or control committees.

Therefore, the compensation of Telefonica’s directorsin their capacity as members of the Board of Directors
and/or of the Executive Commissionand the advisory or control committees consists of afixed amount payable
monthly plus fees for attending the meetings of the Board’s advisory or control committees. In addition, executive
directors receive the appropriate amounts for discharging their executive duties as stipulated in their respective
contracts.

In 2006, the members of the Board of Directors of Telefénica, S.A. earned the following total compensation for
discharging their duties as such: fixed payments of €4,266,554.49 (including the compensation earned as members
of the Boards of Directors or of the advisory or control committees of other Telefonica Group companies) and
attendance fees of €206,250.00 for attending the Board of Directors advisory committee meetings (including fees for
attending Board advisory committee meetings of other Telefonica Group companies).

In their capacity as company executives the executive directors César Alierta lzuel, José Maria Alvarez-Pallete
Lopez (appointed director of Telefénica, S.A. on July 26, 2006), Peter Erskine (appointed director of Telefdnica,
S.A. on January 25, 2006), Luis Lada Diaz (who resigned as director on July 26, 2006), Julio Linares Lépez, Mario
E. Vé&zquez (who resigned as director on June 21, 2006) and Antonio Viana-Baptista received: €10,645,134.16 in
salaries and variable compensation; €59,062.32 in Company contributions, as the sponsor of pension plans; and
€433,807 in compensation in kind, which included life insurance premiums and the value of the 90,868 shares of
TelefénicaMoviles, S.A. granted to Antonio Viana-Baptista after exercising his share options (the MOS Plan), as
indicated in the notification registered at the Comisién Nacional del Mercado de Valores (CNMYV or the Spanish
Securities Exchange Commission) on July 13, 2006.
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In addition, with respect to the “Performance Share Plan” (see “Incentive Plans” below),, the maximum number
of shares corresponding to the first phase of the Plan (which began on July 1, 2006) to be delivered (from July 1,
2009) to each of the executive directors of Telefonica, S.A., if dl the terms established for such delivery are met, is
asfollows: 129,183 shares to César Alierta lzuel, 62,354 to José Maria Alvarez-Pallete L 6pez, 181,762 to Peter
Erskine, 65,472 to Julio Linares Lépez, and 62,354 to Antonio Viana-Baptista.

The detail of the compensation and benefits received by Telefonica’s directorsin 2006 is as follows:

Board of Directors

Fixed payment for each director (euros):

Position 2006

Chairman .........cccoevevineinineerenee 240,000.00
Vice Chairman.........cccoeveveneneneeieeiens 200,000.00
Directors:(*)

EXECULIVES ....c.eeeeececeeceeee, 120,000.00

Nom ndependent external 120,000.00

dIr€CtOrS ..o
Independent directors..................... 120,000.00

(*): José Maria Alvarez-Pallete L 6pez was appointed a director of Telefonica, S.A. on July 26, 2006. The fixed
compensation received by him from this date is €50,000. Miguel Horta e Costawas a director of Telefénica,
S.A. up to March 29, 2006. The fixed compensation received by him to that date was €40,000. Luis Lada Diaz
was adirector of Telefonica, S.A. up to July 26, 2006. The fixed compensation received by him to that date was
€80,000. Mario E. Véazquez was a director of Telefonica, S.A. up to June 21, 2006. The fixed compensation
received by him to that date was €90,050.58.

Executive Commission

Fixed payment for each director forming part of the Executive Commission, by position (euros):

Position 2006
Chairman.......coceeveeieceeecceeeeee 80,000.00
ViceChairman ......ccccceceeeeviveecenennne 80,000.00
MEMDENS ... 80,000.00

Directors receive no attendance fees for Board and Executive Commission meetings.

Other Board Committees

Fixed payment for each director forming part of one of the Board committees, by position (euros):

Position 2006
Chairman.......ccceeveeveeccie e 20,000.00
MEMDESS ... 10,000.00

Total fees paid to directorsin 2006 for attending meetings of the advisory or control committees (euros):

Committee 2006
Audit and Control Attendance fee per meeting: 1,250.00

Number of meetings: 11
Total paid: 46,250.00
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Committee 2006
Nominating and Compensation, and Attendance fee per meeting: 1,250.00
Corporate Governance Number of meetings: 11

Human Resources and Corporate
Reputation

Regulation

Total paid: 53,750.00

Attendance fee per meeting: 1,250.00
Number of meetings: 5
Total paid: 21,250.00

Attendance fee per meeting: 1,250.00

Number of meetings: 11
Total paid: 45,000.00

Attendance fee per meeting: 1,250.00
Number of meetings: 4
Total paid: 12,500.00

Attendance fee per meeting: 1,250.00
Number of meetings: 3
Total paid: 18,750.00

Service Quality and Customer Service

International Affairs

Executive Directors.

Thetotal paid to executive directors César Aliertalzuel, José Maria Alvarez-Pallete L épez (appointed director
of Telefénica, S.A. on July 26, 2006), Peter Erskine (appointed director of Telefonica, S.A. on January 25, 2006),
Luis Lada Diaz (who resigned as director on July 26, 2006), Julio Linares Lépez, Mario E. Vazquez (who resigned
as director on June 21, 2006) and Antonio Viana-Baptista received for performing their functions and group
executives, by item (in euros), was the following:

Item 2006
SAANY e 5,236,697.21
Variable compensation.................... 5,408,436.95
Compensation inkind...................... 433,807.00
Contributions to pension plans......... 59,062.32

In addition, it should be noted that the non-executive directors do not receive and did not receive in 2006 any
compensation in the form of pensions or life insurance, and they do not participate in the compensation plans linked
to share market price.

The Company does not grant and did not grant in 2006 any advances, loans or credit to the directors, or to its
top executives, thus complying with the requirements of the Sarbanes-Oxley Act passed in the U.S. which is
applicableto Telefonica as alisted company in that market.

Finally, the six Company directors who are members of the Catalonia, Andalusia and Valencia advisory
Committees received atotal €78,749.76 in 2006.

In 2006, the four directors who held positions as senior executives of the Company in December 2006 (in
accordance with the provisions of the Law, directors are general managers or similar officers who perform senior
management functions and report directly to the Management or Executive Committees or CEOs of the listed
company), excluding those who are members of the Board of Directors, were paid atotal compensation package of
€5,697,833.26. This amount includes the compensation paid from January to June 2006 to José Maria Alvarez-
Pallete Lopez, as he was appointed to the Board in July 2006.

In addition, the maximum number of shares corresponding to the first phase of the long-term incentive scheme
approved by the shareholders in the General Shareholders’ Meeting held on June 21, 2006 to be delivered to the
senior executives of the Company if al the established terms are met is 157,046 shares.
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With respect to our “Plan de Previsién Socia” (Employee Welfare System), at December 31, 2006, Telefonica,
S.A. had made total contributions of €11,279,303 for our executive directors César Alierta, José Maria Alvarez-
Pallete, Julio Linares and Antonio Viana-Baptista, and €4,571,434 for the other four senior directors of the
company.

Generally, members of our Executive Committee have an employment contract which includes a severance
clause including three years of salary plus another year based on years of service at the Company. The annual salary
on which the indemnity is based is the director’s last fixed salary and the average amount of the last two variable
payments received by contract.

Incentive Plans
TIES Program

Our TIES Program, which was tied to the market value of our shares, expired on February 15, 2005. At the
commencement of the TIES plan, eligible employees were able to subscribe for shares at the discounted price of €5
per share. The number of shares an eligible employee was able to subscribe for in the initial alocation was based on
such employee’swage level. As part of the initial allocation, we offered 1,197,880 shares, of which 1,123,072 were
subscribed. These shares became freely transferable when the TIES plan expired on February 15, 2005. In June
2005, we canceled 34,760,964 of our ordinary shares held as treasury stock which related to the expired TIES
Program.

I ncentive Plans carried over from merger with Terra Networks

Asaresult of the merger of Telefénica, S.A. and TerraNetworks, S.A., Telefénica, S.A. assumed responsibility
for TerraNetworks S.A.’s outstanding share option plans. Consequently, the options to acquire Terra Networks,
S.A. shares were automatically converted into options to acquire Telefonica, S.A. sharesin accordance with the
exchange ratio for the merger. The plan provides, through the exercise of the share options by their holders, for the
ownership of aportion of the capital of Telefénica, S.A. by the employees and executives who previously belonged
the Terra Networks Group companies. At December 31, 2005, atotal of 117,900 call options on Telefonica, S.A.
shares had been assigned to such persons. Following the consummation of the merger, the weighted average strike
price for such options was €28.28 per share. At December 31, 2006, atotal of 53,111 call options on Telefénica,
S.A. shares remain outstanding with a weighted average strike price of €22.70 per share.

Under the agreements entered into for the acquisition of Lycos, Inc., it was agreed to exchange options on the
shares of Lycos, Inc. for options on the shares of Terra Networks, S.A. On June 8, 2000, a resolution was passed at
the Shareholders’ Meeting of Terra Networks, S.A. to take over Lycos, Inc.’s share option plan.

At thetime of the sale of al the sharesin Lycos, Inc to Korean company Daum Communications in 2004, it was
agreed that Terra Networks, S.A. would remain responsible for the obligations arising from share options on Terra
Networks, S.A. shares to beneficiaries of Lycos, Inc. although Lycos, Inc. could carry out, on behalf of and at the
expense of Terra Networks, S.A. whatever actions were necessary or advisable in relation to the exercise of the
options by the beneficiaries.

After the merger of TerraNetworks, S.A. into Telefénica, S.A., these options became options on Telefonica,
S.A. shares. At December 31, 2006, employees of Lycos, Inc. had options on 115,247 shares outstanding, at a post-
merger weighted average price of 67.26 US dollars.

EN-SOP

In order to satisfy certain obligations in connection with our acquisition in 2000 of Endemol Entertainment
Holdings, N.V., in April 2001 our Board of Directors approved the establishment of a new stock option plan, which
we refer to as the “EN-SOP program”, that is open to al permanent employees of Endemol Entertainment N.V. and
its affiliated companies at January 1, 2001 who do not participate in asimilar compensation plan. As part of the EN-
SOP program, we delivered to each eligible employee who was employed at Endemol Entertainment N.V. on
January 1 of 2001, 2002, 2003 and 2004 a variable number of options to purchase shares of Telefénica, S.A. based
on such employee’slevel and salary.
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The options expire four years from their respective date of grant and may be exercised in equal amounts
beginning in the third and fourth years from such date of grant. At December 31, 2006, the average remaining life of
options outstanding was 0.62 years. We issued options to acquire an aggregate of 8,228,360 shares pursuant to the
plan. The total number of options granted each year pursuant to the plan was determined by dividing €27.5 million
by the exercise price, which price was equal to the weighted average of the price per ordinary share of Telefénica,
S.A. on the automated quotation system of the Spanish stock exchanges during the five trading days prior to the
meeting of the Board of Directors which convened the relevant annual shareholders’ meeting. The options issued
pursuant to this plan have exercise prices ranging from €9.03 to €19.28 per share.

Of the options exercised in 2006, 3,050 were settled viadelivery of the shares, as compared to 1,525 in 2005,
and the remainder were cash-settled for an aggregate of €4.86 million compared to €1.02 million in 2005.

The EN-SOP program is subject to anti-dilution and other provisions customary for stock option plans of this
type and to the condition that the participant not terminate his or her employment voluntarily and unilaterally prior
to the exercise date.

Telefonica S.A. sharerights plan: Performance Share Plan

At the General Shareholders’ Meeting of Telefénica S.A. on June 21, 2006, its shareholders approved the
introduction of along-term incentive plan for managers and senior executives of Telefénica S.A. and other
Telefénica Group companies. Under this plan, selected participants will be given a certain number of Telefénica
S.A. shares as aform of variable compensation as long as certain qualifying requirements are met.

The Planisinitially intended to last for seven years. It is divided into five phases, each three years long,
beginning on July 1 (the “Start Date””) and ending on June 30 three years later (the “End Date”). At the start of each
phase the number of shares to be awarded to plan beneficiariesis determined based on success in meeting targets
set. The shares are delivered, as appropriate , at the End Date of each phase. Each phase is independent to the rest.
Thefirst started on July 1, 2006 (with shares to be delivered, if targets are met, from July 1, 2009) and the fifth
phase begins on July 1, 2010 (with any shares earned delivered from July 1, 2013).

Award of the sharesis subject to a number of conditions:

e Thebeneficiary must continue to work for the Company throughout the three years of the phase, subject to
certain special conditions related to departures.

e Theactual number of shares awarded at the end of each phase will depend on success in meeting targets
and the maximum number of shares assigned to each executive. Successis measured by comparing the total
shareholder return (TSR), which includes both the share price of and dividends on Telefénica shares, with
the TSRs of abasket of listed telecommunications companies that comprise the comparison group. Each
employee who is a member of the plan is assigned at the start of each phase a maximum number of shares.
The actual number of shares awarded at the end of the phase is cal culated by multiplying this maximum
number by a percentage reflecting degree of success at the date in question. Thiswill be 100% if the TSR
of Telefonicais equal to or better than that of the third quartile of the comparison group and 30% if
Telefonica's TSR isin line with the average. The percentage rises linearly for all points between these two
benchmarks. If the TSR is below average no shares are awarded.

The maximum number of shares issuable in the 2006 phase is 6,530,615. The average remaining life
outstanding on these share rights at December 31, 2006 was two and a half years. This plan is equity-settled,
therefore, the €8 million expense recorded in 2006 isalso recognized directly in equity.

To ensure the Company has enough shares to meet its obligations at the end of the phase commenced in 2006,
Telefénica purchased an instrument from afinancia institution that will deliver to Telefonica, at the end of the
phase, a number of shares determined using the same measure of success asthe plan, i.e. an instrument that mirrors
the features of the plan. The cost of this instrument was €46 million, which in unit termsis €6.43 for every
maximum number of shares.
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This cost is the best benchmark of the fair value of the rights delivered to executives, since it corresponds to an
actual market transaction. Accordingly, the unit fair value of the rights on delivery date was set at €6.43 per every
maximum number of shares.

Telefonica, S.A. share option plan targeted at employees of O2: (02 Performance Cash Plan)

In addition to the Performance Share Plan, another plan called the Performance Cash Plan, operating under the
same conditions as the Performance Share Plan is targeted at employees of the O2 Group. This plan includes the
delivery to O2 executives of a specific number of theoretical optionsin Telefénica, S.A. which, would be cash-
settled at the end of each phase via a payment equivalent to the market value of the shares on settlement date.

The value of the theoretical optionsis established as the average share price in the 30 days immediately prior to
the start of each phase, except for the first phase, where the average share price during the 30 days immediately prior
to May 11, 2006 (namely €12.83) was taken as the reference price.

The estimated duration of thisplanisalso 7 years, with 5 phases, each of three years, commencing on July 1 of
each year, starting in 2006. The number of theoretical options assigned in 2006 was 794,473.

Telefénica Moviles, SA. (now Telefonica S.A.) share option plan (“MOS Program”).

Authorization was given at the Extraordinary Shareholders’ Meeting of Telefonica Méviles SA., in aresolution
passed on October 26, 2000, to establish a corporate share option plan for executives and employees of Telefénica
Moviles, S.A. and its subsidiaries. The terms of the plan were modified at Telefénica Moviles S.A.’s Shareholders’
Meeting of June 1, 2001.

In 2005, in the third exercise period, atotal of 1,298,072 options were exercised. A further 392,699 options
were cancelled in 2005 following voluntary departures of company empl oyees.

On January 3, 2006, the last exercise period expired, in which atotal of 9,404,040 options were exercised. Other
options were cancelled. This exercise period marked the end of this plan.

C. Board Practices

Please see “—Directors and Senior Management” above.
D. Employees
Employees and Labor Relations

The table below sets forth the average number of employees at the dates indicated for the parent company of the
Telefénica Group, during 2005 and 2006, each of the consolidated companies of the Group which comprise our
different lines of business and other consolidated subsidiaries.

Year Ended December 31, 2005 Year Ended December 31, 2006

1% Semester 2" Semester 1% Semester 2" Semester
Telefénica Spain 40,588 39,613 39,169 38,616
Telefénica O2 Europe 9,888 10,531 26,248 27,844
Telefénica Latam 46,004 47,175 48,315 47,833
Subsidiaries and other companies 95,675 107,380 111,744 118,703
Total 192,155 204,699 225476 232,996
TPI Group 2,931 2,942 1,661 —
Total 195,086 207,641 227,137 232,996
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Employee benefits

Telefénica Group has a Pension Plan for its Spanish employees. The Company contribution corresponds to
4.51% of an employee’s fixed salary (for those employees who joined Telef6nica de Espafia S.A.U. before June 30,
1992 the amount is 6.87%). The obligatory minimum employee contribution is 2.2%. This Plan is fully funded.

As of 31 December 2006, 36,209 Telefonica group employees were members of the pension plan managed by
the Telefénica subsidiary “Fonditel Entidad Gestora de Fondosy Pensiones, S.A.” (45,662 employees as of 31
December 2005). The total amount contributed in 2006 by the different Telefonica Group Companies came to €95
million (€94 million in year 2005)

In addition, during 2006, the Telefénica Group approved a new “Plan de Prevision Social” (Employee Welfare
System) for managers, which complements the above-mentioned pension plan. The contributions for this new plan
will be made exclusively by the Company: ordinary and extraordinary, both being defined as a percentage of the
managers fixed salary, according to manageria categories, and in response to managers’ circumstances. All these
amounts are to be realized in accordance with the conditions established in the Plan.

The cost for the Group of this new management plan amounted to €21 million in 2006. Extraordinary
contributions amounted to €113 million. No provision has been made for this plan by Telefonica, insofar asitis
sourced by external funds.

E. ShareOwnership

At May 18, 2007, the following members of our Board of Directors beneficially owned an aggregate of
2,956,815 shares, representing approximately 0.06% of our capital stock.

No. of Shares
Beneficially
Name Owned

(002 N1 =1 U (= R 0.040%
Lo (oY = LY 08 TR 0.003%
Gregorio Villalaheitia GAlAITAgA. .......c.ciereeeriereeterie ettt b e eb s be e eene s 0.000%
José Fernando de AImansa Moreno-Barreda.............ccueoveeeii et 0.000%
JOSE MAITAAIVBIEZ-PAIIELE ...ttt et ettt e et et e ee e esee et et et eneseeaeeeene et enneenenens 0.000%
[ F Y7o I o U U 0.000%
Y e Lol 0= g o o ol - TSRS 0.000%
(0= g Lo 1SY 00! 01411 g @S 1 F= L3 0.001%
S (= = £ (] (TSSOSO 0.000%
N0 S N = Al (= £ (= (0 IR 0.002%
Gonzalo Hinojosa FErnandez de ANQUIO ...ttt st 0.009%
PalIO IS8 AIVAIEZ 08 TEIEIA... .. ittt bbbt b et b e e s 0.000%
JUHO LINAIES LOPEZ......ecueieieiierteie sttt ettt b bbbt b ket b et b bbbt 0.001%
ANLONIO MASSANEN LAVITTB.....iiictiectii ettt e e et sre e eare e sareeeaeeesareennnes 0.000%
VitalinO ManUEl NGfTTAAZNGE .....ccveeiiieeeee ettt et tee et e st e e ebe e e sbeeesbeeeebeeebessbessnbessnbesensessnbessnsensn 0.000%
ENFIQUE USE AZNGI ...ttt bbbt b et b e e e 0.001%
ANONIO VIaNaBapEiStaL. .....coveueeeiieieeeirt bbbt 0.002%

At May 18, 2007, members of our executive management team (excluding members of our Board of Directors
listed above) beneficially owned an aggregate of 211,075 shares, representing approximately 0.004% of our capital
stock.

None of our Directors or executive officers beneficially owned shares representing one percent or more of our
share capital at May 18, 2007.

None of our Directors and executive officers held options in respect of shares representing one percent or more
of our share capital at May 18, 2007.
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Item 7. Major Shareholdersand Related Party Transactions
A. Major Shareholders
General

At May 18, 2007, we had 4,921,130,397 shares outstanding, each having a nominal value of €1 per share. All
outstanding shares have the same rights.

At December 31, 2006, according to information provided to Telefénica, S.A., beneficial owners of 5% or more
of our voting stock were as follows:

Name of Beneficial Owner Number of Shares Per cent
Banco Bilbao Vizcaya Argentaria, SAA. ... 316,764,189 6.437%
Cajade Ahorrosy Pensiones de Barcelona (“l1a CaiXa”) .....ccocevvererererieeiennenns 249,981,747 5.080%
Chase NOMINEES LTD.(1) cvcevvvereeeriireeerieseeesie s 487,376,897 9.904%

(1) Held by Chase Nominees LTD. on behaf of beneficial owners. Based on information obtained from a
communication made to the CNMV on September 7, 2005.

We do not keep a shareholder registry and our ownership structure cannot be known precisely. Based on the
information available to usthere is no individua or corporation that directly or indirectly through one or more
intermediaries may exercise any type of control over us. Nevertheless, we have certain shareholders whose holdings
are considered material.

Preliminary administrative authorization of certain transactions (Golden Share)

In response to the ruling handed down by the European Court of Justice on May 13, 2003, Law 62/2003,
December 30, on Tax, Administrative, Labor and Socia Security Measures amended the administrative
authorization system set out in Law 5/1995, March 23, on the legal regime applicable to the disposal of public
shareholdings in certain companies, to which certain corporate transactions and agreements of Telefénica SA.,
Telefonica Moviles SA., Telefénica Méviles Espafia, S.A.U. and Telefénica de Espafia, S.A.U. are subject pursuant
to Royal Decree 8/1997, of January 10.

The reform introduced a new model for administrative involvement, replacing the system of prior authorization
with that of subsequent notification.

Finally, the enactment of Law 13/2006, of May 26, did away with the framework for the disposal of publicly-
owned holdingsin certain companies. The Law put an end to the system of public controls which until now had been
applied to the transactions covered by Law 5/1995, of March 23. It also brought forward the end of this system,
which in Telefénica’s case was scheduled to finish on February 18, 2007.

Owner ship Limitations

The General Telecommunications Law (“GTL”), enacted on November 3, 2003, eliminated the existing
ownership limitations, which prohibited non-European nationals from owning directly or indirectly more than 25%
of our assets or share capital, except under certain circumstances. Article 6 of the GTL provides for the application
of the reciprocity principle under existing international treaties or agreements, signed and ratified by Spain. The
Spanish government, upon request, may authorize exceptions to the reciprocity principle contained in the GTL.

B. Related Party Transactions

During 2006 and through the date of this Annual Report, none of our Directors and no member of our
management team has been involved in any related party transactions with us.

Our Articles of Association grant our Board of Directors the exclusive power to authorize any transactions with
major shareholders or our directors and any proposed transaction affecting a company where one of our Board
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membersis an executive or a shareholder. Prior to authorizing any such transaction, our Board will receive an
opinion from the Nominating, Compensation and Corporate Governance Committee addressing the fairness of the
transaction to our shareholders and us. Any of our Directors that may have an interest in the proposed transaction
must abstain from voting on the proposed transaction.

Two of our major shareholders are financial institutions. We have entered into related party transactions with
both companies within our ordinary course of business, and always on arm’s length terms. During 2006, the
executed transactions were generally loans or capital markets transactions provided to us by these financial
institutions and agreements for us to provide telecommunications and broadband services to such institutions.

Related Party Transactionswith Significant Shareholders

The main transactions between Telefénica Group companies and significant shareholders of Telefonica, S.A. were
the following:

Banco Bilbao Vizcaya Argentaria, SA. (BBVA) and its subsidiaries comprising its consolidated group:

e Financing transactions arranged under market conditions, with approximately €490 million drawn down at
December 31, 2006 (€720 million at December 31, 2005).

e Derivative transactions contracted at market conditions, for atotal nominal amount of approximately
€3,516 million at December 31, 2006 (€3,320 million euros at December 31, 2005).

e  Guarantees granted by BBV A for approximately €18 million (€16 million at December 31, 2005).

e  Services, mainly telecommunications and telemarketing, rendered by Telefénica Group companies to the
BBVA Group, under market conditions.

e Thesdeby Telefdnica, S.A. to BBVA of its 33% stake in Uno e Bank, S.A. for €149 million payablein
four installments of €37,125,000 in accordance with prior commitments between Telefonicaand BBVA.
Refer to note 21 of our Consolidated Financial Statements included elsewhere in this document. The
outstanding amount at December 31, 2006 was €111 million.

e Thedeal signed between Telefonicaand BBV A establishing the procedures and conditions for the
integration of the BBV A group’s Spanish and international call center business in the Telefénica Group
subsidiary, Atento. This commitment is detailed in note 21 to the Consolidated Financial Statements.

Cajade Ahorrosy Pensiones de Barcelona, La Caixa, and subsidiaries comprising its consolidated group:

e Financing transactions arranged under market conditions, with approximately €356 million drawn down at
December 31, 2006 (€836 million at December 31, 2005).

e Derivative transactions contracted under market conditions, for atotal nominal amount of approximately €1
million.

e  Thetelecommunications services rendered by Telefonica Group companies to La Caixa group companies
under market conditions.

Agreementswith Subsidiaries

On March 29, 2006, each of the Board of Directors of Telefonica and Telefonica Mdviles approved a merger
plan for the acquisition of TelefonicaMdviles by Telefonica. The exchange ratio was set at four ordinary shares of
Telefénicafor every five shares of TelefénicaMoviles. The Board of Directors of Telefonica Mdviles aso approved
the proposal to pay two special cash dividends for atotal amount of €0.435 per Telefonica Mdviles share and was
approved by TelefonicaMoviles’ shareholders at the Annual General Shareholders’ meeting.

On February 23, 2005, the Board of Directors of Telefénica and Terra Networks each agreed to merge their
respective companies with the termination through dissolution without liquidation of Terra Networks and the
transmission of all of its assets to Telefonica, which through universal succession will acquire the rights and
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obligations of Terra Networks. The exchange ratio, which was determined on the basis of the assets and liabilities of
both companies, was two ordinary shares of Telefonicafor every nine ordinary Terra Networks shares. The Board of
Directors of Terra Networks also approved the distribution to Terra Networks” shareholders of a cash dividend of
€0.60 per ordinary Terra Networks share. The merger was approved by the shareholders of both Telefénica and
TerraNetworks on May 31, 2005 and June 2, 2005, respectively and was effected on July 15, 2005.

Intra-Group Loans

We are the parent company of the Telefénica Group and operate through our subsidiaries and affiliated
companies. We coordinate group policies, including financial policy and, in some cases, actua financial
management is conducted by us. Most of the transactions we perform with other members of the Telefénica Group
relate to financing transactions, including covering their needs for funds and providing interest rate and exchange
rate hedges.

During 20086, as recorded in our parent company accounts, we loaned atotal of €18,416 million (€23,619
million in 2005) to companiesin the Telefonica Group while companies of the Telefénica Group and their associates
loaned us atotal of €46,288 million (€18,767 million in 2005), of which €18,885 million (€9,982 million in 2005)
was loaned to us by Telefénica O2 Europe, €12,642 million was loaned to us by Telefonica Emisiones our financing
subsidiaries devoted to raising fundsin the capital markets, and €9,807 million (€7,531 million in 2005) was loaned
to us by Telefonica Finanzas, our subsidiary in charge of financial support for Telefonica Group companies. There
were also loans to Telefonica Méviles Espafia S.A.U. (from the merger with Telefénica Mdviles SA) for €3,402
million and Telefénica de Espafia S.A.U. for €1,402 million.

With respect to the balances with associated companies, the line item “Investments in Associates” on the
Consolidated Balance Sheet at December 31, 2006, presents an amount of €72 million that includes along-term
balance of €71 million with Medi Telecom.

C. Interestsof Expertsand Counsel
Not applicable.

Item 8. Financial Information

Consolidated Financial Statements
Please see Item 18.

L egal Proceedings

Telefénica, S.A. and its group companies are party to several lawsuits which are currently in progressin the
courts of law and the arbitration bodies of the various countries in which the Telefénica Group is present.

Based on the advice of the Company’s Legal Counsel it is reasonable to assume that this litigation will not
materially affect the financial position or solvency of Telefénica Group, regardless the outcome. We highlight the
following unresolved cases:

Procedures deriving from bankruptcy proceeding of Sistemas e | nstalaciones de Telecomunicacién, S.A.U.
(Sintel).

Sintel, aformer subsidiary of Telefénica, was declared bankrupt in 2001. As aresult of the voluntary
bankruptcy proceeding heard by Madrid Court of First Instance No. 42 (case 417/2001), two criminal proceedings
commenced which affect Telefénica:

e Inthefirst proceeding (“Abbreviated” proceeding No. 273/2001) being heard by Central Examining Court
no. 1, on September 24, 2002, Telefénica, S.A. and Telefonica de Espafia, S.A. filed acivil suit for
damages against the directors of Sintel and of Mastec Internacional, S.A.
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e The second proceeding (Preliminary proceeding No. 362/2002) is also being heard by Central Examining
Court no. 1 for apossible offense of extortion. This proceeding was subsequently assimilated to the
preliminary proceedings in case No. 273/2001 above.

The two proceedings were combined in April 2004. The motion filed by counsel for Telefénica, S.A. to have
the case dismissed was rejected and it was ruled that the preliminary proceedings should continue. To date, no
liahility has been established and the plaintiffs’ claim in this regard has been explicitly dismissed.

Class actionsfiled by shareholders of Terrain the U.S. in connection with Telefonica, S.A.’s takeover bid for
Terra Networks, S.A.

On May 29, 2003, certain Terra Networks, S.A. shareholders filed two class actions with the Supreme Court of
New Y ork State against Telefénica, S.A., TerraNetworks, S.A. and certain directors of TerraNetworks, S.A.

Both actions alleged that the takeover bid by Telef6nicawas the result of non-compliance with the fiduciary
commitments of this Company, and of the Board of Directors of Terra Networks. It was also alleged that Telefénica
had used its controlling position to offer an inadequate price for Terra Networks shares and that Terra Networks
directors had collaborated on this arise.

The lawsuits, for undetermined amounts, requested payment of damages, aswell aslegal costs. Asa
precautionary and definitive measure, the plaintiffs requested the takeover not to be completed. Since the actions
were brought, both actions have remained inactive.

Appeal for judicial review no. 6/461/03 filed at the National Appellate Court by the World Association of
Shareholders of Terra Networks, S.A. (ACCTER) and its President, Mr. Julian de Fabian Lopez, against the
administrative decision made by the Spanish National Securities Market Commission (CNMV) on June 19,
2003, to authorize the share offer by Telefonica, S.A. for Terra Networks S.A.

Telefénica S.A. appears in these proceedings as an intervening non-party in the case to defend the lawfulness of
the CNMV’s decision.

On January 27, 2006 the parties received notification of the ruling whereby Section 6 of the National Appellate
Court has rejected the appeal for judicial review filed by ACCTER and aso the appeal filed by Julian de Fabién
L 6pez against the administrative decision taken by the CNMYV on June 19, 2003 authorizing the takeover bid by
Telefonica, SA. for TerraNetworks, S.A.

In aruling dated March 15, 2006, the Company was informed that ACCTER’s counsel had filed an appeal
against the National Appellate Court ruling. On April 4, 2006, Telefonica S.A. appeared before the Third Section of
the Supreme Court.

The plaintiffs formalized their appeals on January 2007. On February 2007, Telefonicafiled itsreply. Asa
consequence the proceeding is pending on afinal judgment.

Proceeding contesting the Merger Resolution voted at the General Shareholders’ Meeting of Terra Networks,
S.A. held on June 2, 2005.

On June 30, 2005 the World Association of Shareholders of Terra Networks, S.A. (ACCTER) and its President,
on his own account, filed acomplaint contesting the Merger Resolution adopted at the Shareholders’ Meeting of
TerraNetworks S.A. of June 2, 2005 alleging a breach of article 60.4 of the Securities Market Law. The plaintiffs
maintain that before the Merger, Telefonica S.A. should have presented atender offer for the rest of the company’s
outstanding voting shares.

After Telefonicafiled its answer to the claim on December 21, 2005, on May 2, 2006 the Injunction Hearing,
and the Preliminary Hearing for the Proceedings took place, and was declared ready for the rendering of judgment
without the need for evidence. In aruling dated May 3, 2006, the injunction requested by the plaintiffs was rejected,
and they were required to pay the legal costs.
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On July 19, 2006, the court ruled against the appeal and required the plaintiffs to pay costs. The plaintiffs have
appealed thisruling. In December 2006 ACCTER appealed the ruling and Telefénica, S.A. wasinvited to oppose,
which it did.

Furthermore, in itsoriginal suit, ACCTER sought an injunction by which the fact of the lawsuit would be put on
record at the Mercantile Register. Thisinjunction request was rejected in May 2006 and ACCTER was obliged to
pay the legal costs. The ruling was appealed by ACCTER, with Telefonica, S.A. again opposing the appeal. On
April, 24", the Barcelona Provincial Court has issued aresolution confirming the previous ruling and obliging
Paintiffs to pay the appeal legal costs.

Proceedings by former shareholders of Terra (Campoaguas, S.L., Panabeni, S.L., José Maria Parra Hernandez
and Others) against Telefénica and one of its directors, seeking damages.

Ordinary Proceedings (No. 278/ 2006) commenced at Madrid Mercantile Court No. 2, on September 22, 2006
to hear the claim filed by former shareholders of Terra against Telefonica and one of its directors.

The plaintiffs argue an alleged breach of contract by Telefonicawith the shareholders of Terrain respect to the
terms and conditions set forth in the Prospectus of the Initial Public Offering of Terra shares, in addition to holding
the administrators—both Telefonica (as alleged de-facto administrator of Terra) and one of its directors—liable for
the alleged damages to the shareholders of Terra.

Telefonica, S.A. has answered the claim, and the date of the preliminary hearing has been set for October 17,
2007.

Proceedingsfiled by Jazz Telecom, S.A.U. (Jazztel) against Telefénica de Espafia S.A.U.

Jazztel began a number of legal proceedingsin 2005 related to the Local Loop Unbundling Reference Offer
(OBA) approved by the Spanish Telecommunications Market Commission, the CMT.

It filed a claim under ordinary court procedure seeking 337.36 million euros in damages for alleged delaysin
fulfilling contracts concluded under the OBA. This suit is currently before Madrid Court of First Instance no. 54
with case number 1619/2005. A ruling on July 19, 2006 found that Telefdnica had not acted in negligent non-
compliance. Telefdnicawas sentenced to pay 0.7 million euros, since the judge found that Jazztel had also acted in
non-compliance. This sentence was appealed by both parties.

The secoond claim filed by Jazztel alleges unfair trade practices by Telefénica de Espafia S.A.U. in relation
to the OBA, though without seeking damages. In this proceeding, Telefénica de Espafia, S.A.U. argued the matter
was outside the court’s jurisdiction, which was rejected; this decision was appealed by Telefénica de Espafia, S.A.U.
On April 6, 2006 Telefonica de Espafia, S.A.U. responded to the claim.

Additionally, Jazztel’s parent company, Jazztel Public Limited Company, filed an ordinary court claim for
456.53 million euros in damages against the Directors of Telefénica S.A. and the directors of Telefénica de Espafia
S.A.U., holding them responsible for Telefénica de Espafia, S.A.’s alleged failure to comply with the OBA. The suit
is currently before by Madrid Mercantile Court No. 1, with case number 585/2005. On December 21, 2006 the
preliminary hearing was held, in which the trial date was set. In aruling issued on February 15, 2007, at both
parties’ behest, the proceeding was suspended for a maximum of sixty days.

During such period, both parties analyzed a possible settlement which was reached at the end of February 2007.
As aconsequence of such settlement, both parties agreed to terminate all existing disputes between them, including
the three af orementioned proceedings.

Appeal for judicial review of the Spanish Competition Court (TDC) ruling of April 1, 2004.

On April 1, 2004, the TDC ruled that Telefénica de Espafia, S.A.U. had engaged in anticompetitive practices
prohibited under Article 6 of Antitrust Law 16/1989, dated July 17, and Article 82 of the EC Treaty, consisting in
the abuse of a dominant market position, by conditioning the provision of certain services to the non-existence of
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pre-dialing arrangements with rival operators and running deceptive advertising campaigns. It imposed afine of de
€57 million. Telefonica de Espaniafiled an appeal for judicial review of this decision.

On January 31, 2007, the National Court issued aruling in favor of the appeal for judicial review filed by
Telefénica de Espafia, S.A.U., cancelling the TDC ruling. Such ruling has been appealed at the Supreme Court.

Claim at the ICSID.

Asaresult of the enactment by the Argentine Government of Public Emergency and Exchange Rules Reform
Law 25561, of January 6, 2002, Telefonica considered that the terms and conditions of the Share Transfer
Agreement approved by Decree 2332/90 and the Pricing Agreement ratified by Decree 2585/91, both of which were
executed by the Company with the Argentine Government, were significantly affected since the Law renders
ineffective any dollar or other foreign currency adjustment clauses, or indexation clauses based on price indexes of
other countries, or any other indexation mechanism in contracts with the public authorities. The law also requires
that prices and rates derived from such clauses be denominated in pesos at an exchange rate of one peso (ARS 1) to
one US dollar (US$1).

Accordingly, since negotiations with the Argentine Government were unsuccessful, on May 14, 2003,
Telefonicafiled arequest for arbitration with the International Center for Settlement of Investment Disputes (ICSID)
pursuant to the Agreement for the Promotion and Reciprocal Protection of Investments between the Argentine
Republic and the Kingdom of Spain. On July 6, 2004, the first hearing at the ICSID took place in Washington and a
90-day stay was ordered in an attempt to reach a settlement. Following the expiration of the stay without any
settlement having been achieved, on December 6, 2004, Telefonicafiled the “memoria” or claim with the ICSID
together with the initial supporting testimonies. The Court is currently considering a pleafiled by the Argentine
Government alleging that the matter is outside the jurisdiction of the arbitration court.

On February 15, 2006, Telefonica Argentina, S.A. signed amemorandum of understanding with the Argentine
Government as a prerequisite to reaching an agreement to renegotiate the transfer contract approved by Royal
Decree-Law 2332/90 pursuant to the provisions of Article 9 of Law 25,561.

Among other issues, this memorandum of understanding includes the suspension by Telefénica de Argentina,
S.A. and Telefonica, S.A., for aperiod of 210 business days, of proceedings for al claims, Appeals and Demands
planned or underway, with the administrative, arbitrational or Legal Courts of Argentina or abroad, which are based
on events or measures taken as a result of the emergency situation established by Law No. 25,561 with regard the
Transfer Agreement and the license granted to the Company. The suspension came into force on October 6, 2006.

The suspension period has finished recently. Notwithstanding, Telefénica asked for the extension of such period
which has not been regjected by the Argentinian Government. Is still pending a Court Resolution with regards to such
extension.

This preliminary agreement could put an end to the litigation.

Proceedings by Agencia Nacional de Telecomunicacdes (Anatel) against various companies from the Brasilcel
NV Group (Telerj Celular, SA., Tdems Celular, SA., Tele Centro Oeste Celular Participacoes, SA., and
others) regarding the of interconnection revenues and revenues from network usage by other operators
inclusion in the Fundo de Universalizacdo de Servigos de Telecomunicacfes (FUST).

The Brasilcel N.V. (Vivo) Group operators have appealed Anatel’s decision to modify the basis for calculating
amounts payable into the Fund for Universal Accessto Telecommunications Services (FUST for itsinitidsin
Portuguese), a fund to pay for telecommunications services providers’ obligations to provide universal service (fixed
and wireless). The FUST’sincome consists of 1% of the operators’ gross operating revenues.

According to Anatel, revenues obtained from transfers received by other operators (interconnection and network
usage) should be included in the basis for calculating the contribution to the FUST.

The operators of Brasilcel N.V., together with other wireless operators, requested a stay of execution in order to
be able to continue calculating the FUST calculation basis exclusive of said revenues. Their petition was rejected on
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January 21, 2006. However, on March 13, 2006, the plaintiffs were granted an injunction allowing that revenues
from transfers received by other operators be excluded from the base for cal culating charges payable to the FUST.

Cancdllation of the UMTS license granted to Quam GMBH in Germany.

In December 2004, the German Regulatory Authority for Telecommunications and Post (RegTP) revoked the
UMTS license granted to Quam GMBH in 2000. After obtaining a suspension of the revocation order, on January
16, 2006, Quam filed a suit against the order with the German Courts. There are two main parts to this claim: the
first seeking that the suspension of the license revocation order issued by the RegTP be upheld, and the second, in
the event the first does not prosper, seeking the partial and total repayment of the original amount paid for the
license. In February 2007, Quam filed allegations. The public hearing was held on April 25, 2007. The Court issued
aruling rejecting Quam’s claim will shall be appealed by Quam.

European Commission (EC) disciplinary proceedings dated July 22, 2004 against O2 for international roaming
charges.

On July 22, 2004, O2 (and V odafone) was sent a statement of objections alleging that it had been abusing its
dominant market position in the UK for the provision of wholesale international roaming services, by applying
excessive fees to other mobile operators since early 1998 until, at least, the end of September 2003. O2 responded to
the claim and a hearing was held before the European Commission. The proceedings are awaiting the European
Commission’sruling.

European Commission proceeding of February 22, 2006 against Telefonica S.A.’s broadband pricing policy.

On February 22, 2006, Telefonica S.A. was sent a statement of objections, initiating formal proceedings
alleging the abuse its dominant market position by the fixing of unfair prices since 2001 in breach of Article 82.a of
EC Treaty rules.

Specifically, the Commission accuses Telefonica, S.A., and its subsidiaries Telefénica de Espafia, SA.U.,
Telefénica Data Espafia, S.A.U. and Terra Networks Espafia, S.A. (the latter two companies have, since then, been
merged into Telefénica de Espafia, S.A.U.) of abusing their dominant market position in the form of a price squeeze.
The Commission considers that the margin between the prices Telefonica was charging for wholesale access and the
tariffs charged to final retail broadband customers was too narrow.

Telefénica has sent the European Commission its response to the Statement of Objections and attended a
hearing before the Commission. The proceedings are awaiting the European Commission’s ruling.

Dividend I nformation

Between 1998 and 2002, we maintained a share dividend policy. At the Annual General Shareholders’ Meeting
held on April 11, 2003, the shareholders approved the distribution of a cash dividend of €0.25 per share, marking the
end of our prior dividend policy. The first payment was made on July 3, 2003, consisting of €0.13 per share, and the
second payment of €0.12 per share was made on October 15, 2003. In both cases, the dividends were charged
against “Additional paid-in capital”.

At the Annual General Shareholders’ Meeting held on April 30, 2004, the shareholders approved the
distribution of a cash dividend of €0.20 per share and a distribution of a share premium of €0.20 per share payablein
cash. Thefirst payment of €0.20 per share payable from 2003 net income was made on May 14, 2004, and the
second payment of €0.20 per share from additional paid-in capital reserve made on November 12, 2004.

On February 23, 2005, Telefonica’s Board of Directors approved an interim dividend of €0.23 per share payable
in cash from 2004 net income. The dividend was paid on May 13, 2005.

At the Annual General Shareholders’ Meeting held on May 31, 2005, the shareholders approved the distribution
of ashare premium of €0.27 per share payable in cash, which was made on November 11, 2005, and the distribution
of Telefonica’s treasury stock among its shareholders in the proportion of one share for every 25 shares held,
charged against paid- in capital reserve. This distribution was executed on June 2005.
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On February 28, 2006, Telefonica’s Board of Directors resolved to distribute an interim dividend of €0.25 per
share payable in cash from 2005 net income. The dividend was executed on May 12, 2006. On September 27, 2006,
Telefénica’s Board of Directors resolved to distribute an interim dividend of €0.30 per share payable in cash from
2006 net income. The payment of this dividend was executed on November 10, 2006.

At the Annual General Shareholders’ Meeting held on May 10, 2007, the sharehol ders approved the payment of
afinal cash dividend of €0.30 per share payable from 2006 net income. The dividend was paid on May 17,2007.

The table below sets forth the annual cash dividends per share paid by us from net income for each of the
periods listed.

Fiscal Year ended December 31, Cash Dividends per Share
(euro)
200 TSR 0.60
20013 TR 0.25
0 TSR 0.23
002 R 0.20

(1) Sharedividends were paid at aratio of one new share for every 50 shares outstanding on the applicable
dividend record date.

In 2003 we announced Company’s commitment to dedicate a minimum of €4 billion to the acquisition of
treasury stock over period from 2003 to 2006, subject to free cash flow generation and our share price. Consistent
with our commitment to shareholder remuneration, in April 2005 we announced our decision to execute a renewed
and extended €6 billion share buyback program until 2007.

Further, in accordance with our commitment of cancelling the shares purchased as part of the program,
Telefonica’s Board of Directors submitted for the approval of the Annual General Shareholders’ Meeting a proposed
resolution to reduce the share capital of the Company by the nominal value of certain of the aforesaid treasury stock.
The Annual General Shareholders’ Meseting held on May 10, 2007approved the reduction of the share capital of the
Company by €147,633,912, with the redemption of 147,633,912 shares of the treasury stock. The Annual General
Shareholders’ Meeting aso authorized the Board of Directors to execute this capital reduction within one year after
the adoption of the resolution.

Item 9. The Offering and Listing
A. Offer and Listing Details
General

Our ordinary shares, nominal value one euro each, are currently listed on each of the Madrid, Barcelona, Bilbao
and Valencia stock exchanges under the symbol “TEF”. They are also listed on various foreign exchanges such as
the London, Frankfurt, Paris, Buenos Aires and Tokyo stock exchanges and are quoted through the Automated
Quotation System of the Spanish stock exchanges. Our shares are eligible for deposit in the Euroclear system. Our
BDSs are listed on the S&o Paulo Stock Exchange. Our ADSs are listed on the New Y ork Stock Exchange and the
Lima Stock Exchange.

The table below setsforth, for the periods indicated, the reported high and low quoted closing prices, as
adjusted for all stock splits, for the shares on the Madrid Stock Exchange, which isthe principal Spanish market for
our shares and our ADSs on the New Y ork Stock Exchange:
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Per Share Per ADS

(in euros) (in dollars)
High Low High Low

Y ear ended December 31, 2002..........ccccoveeee. 15.75 7.45 39.43 21.47
Y ear ended December 31, 2003..........ccccvueneee. 11.78 7.82 44.38 26.08
Y ear ended December 31, 2004..........cccooueeee. 13.96 11.20 56.70 40.59
Y ear ended December 31, 2005..........ccccvueeene. 14.56 12.32 56.63 43.41
Y ear ended December 31, 2006............ccveeeee. 16.40 11.92 64.91 44.34
Quarter ended March 31, 2005..........ccccceveenene. 14.56 13.44 56.63 51.97
Quarter ended June 30, 2005 .........ccccceeereennnns 13.99 13.02 52.32 48.20
Quarter ended September 30, 2005................. 14.06 13.22 52.24 47.85
Quarter ended December 31, 2005 ................. 14.11 12.32 51.45 43.41
Quarter ended March 31, 2006 ...........cccceveneee. 13.47 12.22 48.45 44.34
Quarter ended June 30, 2006 .........ccceerereenenn 13.08 11.92 49.77 45.64
Quarter ended September 30, 2006................. 13.67 12.69 51.93 47.76
Quarter ended December 31, 2006 ................. 16.40 13.57 64.91 51.58
Quarter ended March 31, 2007 .........ccccceveeeene. 17.22 15.200 68.05 60.44
Quarter ended June 30, 2007 (through

May 16, 2007) .....coeerrereeriereeeneneeenieneenes 17.02 15.20 69.32 66.56
Month ended November 30, 2006 .................. 15.89 15.20 61.15 57.78
Month ended December 31, 2006................... 16.40 15.05 64.91 60.35
Month ended January 31, 2007 ..........ccceovnnene. 16.95 16.39 66.25 64.32
Month ended February 28, 2007 ..................... 17.22 16.30 68.05 64.31
Month ended March 31, 2007 ...........cccevrnene. 16.500 15.200 66.52 60.44
Month ended April 30, 2007 .........ccccoerereernenen. 17.02 16.51 69.32 66.95
Month ended May, 2007 (through May

16, 2007) 16.82 16.58 68.65 66.56

Source: Madrid Stock Exchange Information and Bloomberg.

On May 17, 2007, the closing price of our shares on the Automated Quotation System of the Spanish stock
exchanges was €16.50 per share, equal to $12.23 at the Noon Buying Rate for cable transfersin euro as certified for
customs purposes by the Federal Reserve Bank of New Y ork on that date.

Our ADSs are listed on the New Y ork Stock Exchange under the symbol “TEF”. Citibank, N.A. isthe
Depositary issuing ADRs evidencing the ADSs pursuant to the Deposit Agreement dated as of November 13, 1996,
as amended as of December 3, 1999 and as further amended as of June 23, 2000 and as of March 9, 2007 among
Telefonica, the Depositary and the holders from time to time of ADRs. Each ADS represents the right to receive
three shares.

At December 31, 2006, approximately 202,078,008 of our shares were held in the form of ADSs by 1,037
holders of record, including Cede & Co., the nominee of The Depository Trust Company. The number of ADSs
outstanding was 77,441,541 at December 31, 2006.

Spanish SecuritiesMarket Legislation

The Spanish Securities Markets Act (Ley del Mercado de Valores, from now on “LMV”) was enacted in 1988.
Thislegislation and the regulation implementing it:

e established an independent regulatory authority, the CNMV, to supervise the securities markets;
e established aframework for the regulation of trading practices, tender offers and insider trading;
e required stock exchange members to be corporate entities;

e required companies listed on a Spanish stock exchange to file annual audited financial statements and to
make public quarterly financia information;
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o established aframework for integrating quotations on the four Spanish stock exchanges by computer;
o exempted the sale of securities from transfer and value added taxes,

e deregulated brokerage commissions as of 1992; and

e provided for transfer of shares by book-entry or by delivery of evidence of title.

The LMV was amended by Law 37/1998, which implemented European Union Directive 93/22/CE into
Spanish law, relating to investment services within securities, later amended by Directive 95/26/CE of European
Parliament and Council. The LMV has been further amended by Law 44/2002 (November 22, 2002) on reform
measures of the financial system, which introduced certain modifications, including:

e provisions regarding market transparency such as: requiring listed companies to establish an audit
committee, redefining the reporting requirements for relevant events, rules relating to the treatment of
confidential and insider information and related party transactions, and prevention of manipulative and
fraudulent practices with respect to market prices,

e theestablishment of Iberclear; and
e theauthorization to the Minister of Economy to regulate the financial services electronic contracts.

On July 17, 2003, the LMV was amended by Law 26/2003 in order to reinforce the transparency of listed
companies. It modified both the LMV and the Corporate Law, introducing:

e information and transparency obligations including detailed requirements of the contents of the corporate
website of listed companies and the obligation to file with the CNMV an annua corporate governance
report; and

e theobligation to implement a series of corporate governance rules including, among others, regulations
regarding the boards of directors and the general shareholders’ meeting.

On March 11, 2005 Royal Decree Law 5/2005 was approved, modifying the LMV in order to implement the
Directive 2003/71/EC of the European Parliament and of the Council on the prospectus to be published when
securities are offered to the public or admitted to trading. The Directive: (i) harmonizes the requirements for the
process of approval of the prospectuses in order to grant to the issuer asingle passport for such document, valid
throughout the European Union; (i) it incorporates the application of the country of origin principle by which the
prospectus will be approved by the Member States of the European Union where the issuer has its registered office
but it also introduces as a new matter the possibility that in certain circumstances, such as issues with high minimum
denominations (€1,000 or more), the issuer may designate the relevant European Union competent authority for
prospectus approval.

Royal Decree 1310/2005 partially developed the Securities Market Law 24/1988, in relation to the admission to
trading of securitiesin the official secondary markets, the sales or subscription public offers and the prospectus
required to those effects.

Royal Decree 1333/2005 developed the Securities Market Law 24/1988, in relation to market abuse,
implementing Directive 2003/6/EC of the European Parliament and of the Council, relating inside dealing and
market manipulation (market abuse).

On April 12, 2007 Law 6/2007 was approved, modifying the LMV in order to implement the Directive
2004/25/EC of the European Parliament and of the Council relating to public tender offers and the Directive
2004/109/EC relating to the transparency of issuers, also of the European Parliament and of the Council. The Law
intends: (i) to boost an efficient business control market, protecting the rights of minor shareholders of listed
companies and (ii) to impulse transparency in financial markets.
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Securities Trading in Spain

The Spanish securities market for equity securities consists of four stock exchanges located in Madrid, Bilbao,
Barcelona and Valencia and the Automated Quotation System, or Mercado Continuo. During 2006, the Automated
Quotation System accounted for the majority of the total trading volume of equity securities on the Spanish stock
exchanges.

Automated Quotation System

The Automated Quotation System links the four Spanish stock exchanges, providing those securities listed on it
with auniform continuous market that eliminates certain of the differences among the local exchanges. The
principal features of the system are the computerized matching of buy and sell orders at the time of entry of the
order. Each order is executed as soon as a matching order is entered, but can be modified or canceled until executed.
The activity of the market can be continuously monitored by investors and brokers. The Automated Quotation
System is operated and regulated by Sociedad de Bolsas, S.A., a corporation owned by the companies that manage
the stock exchanges. All trades on the Automated Quotation System must be placed through a brokerage firm, an
official stock broker or adealer firm that is a member of a Spanish stock exchange. Beginning January 1, 2000,
Spanish banks were able to become members of a Spanish stock exchange and are therefore able to place trades on
the Automated Quotation System.

In apre-opening session held from 8:30 am. to 9:00 am. each trading day, an opening priceis established for
each security traded on the Automated Quotation System based on areal-time auction in which orders can be
entered, modified or cancelled but are not executed. During this pre-opening session, the system continuously
displaysthe price at which orders would be executed if trading were to begin. Market participants only receive
information relating to the auction price (if applicable) and trading volume permitted at the current bid and offer
price. If an auction price does not exist, the best bid and offer price and associated volumes are shown. The auction
terminates with arandom period of 30 seconds in which share allocation takes place. Until the allocation process has
finished, orders cannot be entered, modified or cancelled. In exceptional circumstances (including the inclusion of
new securities on the Automated Quotation System) and after giving notice to the CNMV, Sociedad de Bolsas, S.A.
may establish an opening price without regard to the reference price (the previous trading day’s closing price), alter
the price range for permitted orders with respect to the reference price and modify the reference price.

The computerized trading hours are from 9:00 am. to 5:30 p.m. During the trading session, the trading price of
asecurity is permitted to vary up to a maximum so-called “static” range of the reference price, provided that the
trading price for each trade of such security is not permitted to vary in excess of a maximum so-called “dynamic”
range with respect to the trading price of the immediately preceding trade of the same security. If, during the trading
session, there exist matching bid and ask orders over a security within the computerized system which exceed any of
the above “static” and “dynamic” ranges, trading on the security is automatically suspended and anew auction is
held where anew reference priceis set, and the “static” and “dynamic” ranges will apply over such reference price.
The “static” and “dynamic” ranges applicable to each particular security are set up and reviewed periodically by
Sociedad de Bolsas, SA.

Between 5:30 p.m. and 8:00 p.m., trades may occur outside the computerized matching system without prior
authorization from Sociedad de Bolsas, S.A. at a price within the range of 5% above the higher of the average price
and closing price for the day and 5% below the lower of the average price and closing price for the day if there are
no outstanding bids or offers, respectively, on the system matching or bettering the terms of the proposed off-system
transaction and, if, among other things, the trade involves more than €300,000 and more than 20% of the average
daily trading volume of the stock during the preceding three months. These trades must also relate to individual
orders from the same person or entity and be reported to the Sociedad de Bolsas, S.A. before 8:00 p.m. At any time
trades may take place (with the prior authorization of the Sociedad de Bolsas, S.A.) at any priceif:

e thetradeinvolves more than €1.5 million and more than 40% of the average daily volume of the stock
during the preceding three months;

e thetransaction derives from amerger or spin-off process, or from the reorganization of a group of
companies;
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e thetransaction is executed for the purposes of settling a litigation or completing a complex group of
contracts; or

e Sociedad de Bolsas, S.A. finds other justifiable cause.

Information with respect to the computerized trades between 9:00 am. and 5:30 p.m. is made public
immediately, and information with respect to trades outside the computerized matching systemis reported to
Sociedad de Bolsas, S.A. by the end of the trading day and published in the Boletin de Cotizacion and in the
computer system by the beginning of the next trading day.

Clearance and Settlement System

A new financial act (Ley 44/2002 de Medidas de Reforma del Sistema Financiero) was enacted on November
22,2002, to increase the efficiency of the Spanish financial markets. The new law introduced anew article, 44-bisto
the Ley del Mercado de Valores (the “Spanish Securities Act”) under which Sociedad de Gestion de los Sistemas de
Registro, Compensacién y Liquidacion de Valores S.A.U., formerly Iberclear, was created.

Iberclear isregulated by the Spanish Securities Act and where appropriate by Roya Decree 505/1987 of April
3, 1987, Royal Decree 166/1992 of February 14, 1992, and by any other related regulation. This company, which is
awholly owned subsidiary of Bolsasy Mercados Espafioles, Sociedad Holding de Mercados y Sistemas Financieros,
S.A. (the “Sociedad Holding”), has the following functions:

e bookkeeping of securities represented by means of book entries admitted to trading in the stock markets or
in the public debt book entry market;

e managing the clearance and settlement system for the brokerage transactions in the stock markets and at the
public debt book entry market; and

e providing technical and operational servicesdirectly linked to the registry, clearance and settlement of
securities, or any other service required by Iberclear to be integrated with any other registry, clearance, and
settlement systems.

Iberclear will provide the CNMV, the Bank of Spain and the Ministry of Economy with the information that
these entities may request regarding the registry, clearance and settlement performed within the systems managed by
Iberclear.

Transactions carried out on the Spanish stock exchanges are cleared and settled through Iberclear.

Only members of the system are entitled to use Iberclear, and membership is restricted to authorized broker
members of the Spanish stock exchanges, the Bank of Spain (when an agreement, approved by the Spanish Ministry
of Economy and Finance, is reached with Iberclear) and, with the approval of the CNMV, other brokers not
members of the Spanish stock exchanges, banks, savings banks and foreign settlement and clearing systems. The
clearance and settlement system and its members are responsible for maintaining records of purchases and sales
under the book-entry system. Shares of listed Spanish companies are held in book-entry form. Iberclear, which
manages the clearance and settlement system, maintains a registry reflecting the number of shares held by each of its
member entities (each, an entidad participante) as well as the amount of such shares held on behalf of beneficial
owners. Each member entity, in turn, maintains aregistry of the owners of such shares. Spanish law considersthe
legal owner of the sharesto be the member entity appearing in the records of |berclear as holding the relevant shares
inits own name or the investor appearing in the records of the member entity as holding the shares.

The settlement of any transactions must be made three business days following the date on which the
transaction was carried out.

Obtaining lega title to shares of a company listed on a Spanish stock exchange requires the participation of a
Spanish official stockbroker, broker-dealer or other entity authorized under Spanish law to record the transfer of
shares. To evidence title to shares, at the owner’s request, the relevant member entity must issue a certificate of
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ownership. In the event the owner is amember entity, Iberclear isin charge of the issuance of the certificate with
respect to the shares held in the member entity’s name.

Brokerage commissions are not regulated. Brokers’ fees, to the extent charged, will apply upon transfer of title
of shares from the Depositary to a holder of ADRsin exchange for such ADSs, and upon any later sale of such
shares by such holder. Transfers of ADSs do not require the participation of an official stockbroker. The Deposit
Agreement provides that holders depositing shares with the Depositary in exchange for ADSs or withdrawing shares
in exchange for ADSs will pay the fees of the official stockbroker or other person or entity authorized under Spanish
law applicable both to such holder and to the Depositary.

B. Plan of Distribution
Not applicable.
C. Markets
Please see “—Offer and Listing Details” above.
D. Sdling Shareholders
Not applicable.
E. Dilution
Not applicable.
F. Expensesof thelssue
Not applicable.
Item 10.Additional Information
A. ShareCapital
Not applicable.
B. Memorandum and Articles of Association

The following summary describes certain material considerations concerning our capital stock and briefly
describes certain provisions of our bylaws (estatutos) and Spanish law.

Corporate Objectives
Section 4 of Part | of our bylaws sets forth our corporate purposes:

e delivery and provision of any and all kinds of public and private telecommunication services and, to such
end, to design, install, preserve, repair, improve, acquire, dispose of, connect, administer, manage and
perform whatever other activities other than those mentioned above with respect to any types of networks,
lines, satellites, items of equipment, systems and items of technical infrastructure, both existing or to be
created in the future, including the property upon which any and all of the above items are set up;

e delivery and provision of any and all types of ancillary or supplementary services, aswell as of any
services that may stem from communication activities;

e research and development, promotion and application of any and all component principles, items of
equipment and systems which are directly or indirectly used in telecommunications;

e manufacturing, production and, generaly, any and all forms of industrial activities related to
telecommunications; and
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e acquisition, disposal and, generally, any and all forms of trade activities related to telecommunications.
Director Qualification

In order to be elected as a director, a person must have held a number of our shares representing a nominal
value of no less than €3,000 for at least three years prior to his or her election. These shares may not be transferred
so long as such person remains a director. This requirement does not apply to any person who, at the time of hisor
her appointment, has either alabor or professional relationship with the company or is expressly exempted from
such requirement by avote of at least 85% of the Board of Directors.

A director must retire upon reaching the age of 70. Such retirement shall take effect at the first board meeting
following the general shareholders’ meeting that approves the financial statements for the year in which such
director turned 70.

Interested Transactions

When adirector has an interest in a transaction, such transaction must be presented to the Nominating,
Compensation and Corporate Governance Committee. The Committee shall deliver an opinion to the Board of
Directors about the fairness of the transaction to our shareholders and to us. The interested director may not attend
the board meeting at which the related transaction is discussed and voted on.

Significant Differencesin Cor porate Gover nance Practices
Corporate Governance Guidelines

In Spain, companies with securities listed on a Spanish stock exchange are expected to follow the Olivencia
Code of Good Governance and the Aldama Report, which include recommendations for corporate governance
guidelines and shareholder disclosure. On May 2005, a new corporate governance code was published, the Conthe
Code, which combines and substitutes the af orementioned reports and which will come into effect on 2008. Spanish
listed companies are required by law to publish an Annual Report on Corporate Governance and also to publish
corporate governance information on their websites. We base our corporate governance procedures on the
recommendations of the Olivencia Code and the Aldama Report. As part of our corporate governance procedures,
we have adopted regulations for our Board of Directors that govern, among other things, director qualification
standards, responsibilities, compensation, access to management information, the Board of Directors’ purpose and
each of our Board Committee’s purpose and responsibilities. Moreover, we have a Regulation of the General
Shareholders’ Meeting that aims to reinforce its transparency, providing shareholders with aframework
guaranteeing and facilitating exercise of their rights. The Annual Report on Corporate Governance published by us
provides a detailed explanation of our corporate governance procedures and explains the role and duties of our
Board of Directors and Board Committees.

Our Annual Report on Corporate Governance is available at our registered office and on our website at
| Bl D D 1

www.telefonica.com. None of the information contained on our website isincorporated in this Annual Report.

Committees

We have had an Audit and Control Committee since 1997. Our Audit and Control Committee is composed of
four non-executive directors, two of whom are deemed independent by our Board of Directors. The committee’s
functions and duties are similar to those required by the NY SE.

We have a Nominating, Compensation and Corporate Governance Committee, which is composed of four non-
executive directors. The functions, composition and competencies are regulated by the company and are very similar
to those required by the NY SE.

I ndependence of the Board

As of the date of this Annual Report, we had 17 directors, out of which eight have been deemed independent by
our Board of Directors. A significant majority of our current directors (12) are non-executive directors. The NY SE
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rules include detailed criteriafor determining director independence. We, in accordance with our Board of
Directors’ Regulation, assess the independence of our directors by evaluating, among other things, (i) the
contractual, employment and commercial relations between directors and us, (ii) other Board of Directors positions
held by directors and (iii) the director’s familial relationships. The Nominating, Compensation and Corporate
Governance Committee eval uates these criteria and notifies the Board of Directors of its decision. Our Board of
Directors, in turn, is responsible for assessing whether a director is deemed independent as reported in our Annual
Report on Corporate Governance.

Internal audit function

We have an Internal Audit Department responsible for internal audit matters and for ensuring the efficiency of
the internal audit control process of our different units. This Internal Audit Department reports directly to the Audit
and Control Committee, thus supporting the adequate performance of all its functions.

Non-executive director meetings

Pursuant to the NY SE listing standards, non-executive directors of U.S. listed companies must meet on a
regular basis without management present and the company must disclose a method for any interested parties to
communicate directly with the non-executive directors. As a group, our non-executive directors do not meet
formally without management present. We have procedures in place that allow any employee to anonymously and
confidentially report instances of fraud, aterations of financial information or specific risks to the company and its
subsidiaries.

Code of ethics

The NY SE listing standards require U.S. companies to adopt a code of business conduct and ethics for directors,
officers and employees, and promptly disclose any waivers of the code for directors or executive officers. We have
adopted, as required by the Sarbanes-Oxley Act, a code of ethics that appliesto our principal executive officer,
principal financial officer and to our senior financial officers. We aso have an Internal Code of Conduct for
securities markets issues to prevent insider trading misconduct and to control possible conflicts of interest. In
addition, the Regulations of the Board of Directors set out in detail our directors’ main obligations relating to
conflicts of interest concerning business opportunities, misappropriation of our assets, confidentiality and non-
competition.

Description of Telefénica Capital Stock
Description of Share Capital

At May 18, 2007, our issued share capital consisted of 4,921,130,397 ordinary registered shares with anominal
value of €1.00 each. Our shareholders have delegated to the Board of Directors the authority to issue up to
2,460,565,198 new shares. The Board’s authorization to issue new shares expires on June 21, 2011.

Meetings and Voting Rights

We hold our ordinary general shareholders’ meeting during the first six months of each fiscal year on adate
fixed by the Board of Directors. Extraordinary genera shareholders’ meetings may be called, from time to time, at
the discretion of our Board of Directors or upon the request of sharehol ders representing 5% of our paid-in share
capital. We publish notices of al ordinary and extraordinary general shareholders’ meetingsin the Official Gazette
of the Commercial Registry and in at least one newspaper in Madrid at least one month before the relevant meeting.

Each share of Telefonica entitles the holder to one vote. However, only registered holders of shares representing
anominal value of at least €300, which currently equals at least 300 shares because our shares have a nominal value
of €1.00 each, are entitled to attend a general shareholders’ meeting. Holders of shares representing anominal value
of less than €300, meaning less than 300 shares, may aggregate their shares by proxy and select a representative that
is ashareholder to attend a general shareholders’ meeting or delegate his or her voting rights by proxy to a
shareholder who has the right to attend the shareholders’ meeting. However, under our bylaws, no shareholder may
vote a number of shares exceeding 10% of our total outstanding voting capital.
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Any share may be voted by proxy. Proxies must be in writing and are valid only for a single meeting.

Only holders of record five days prior to the day on which a general meeting of shareholdersis scheduled to be
held may attend and vote at the meeting. Under the deposit agreement for the ADSs, our depositary accepts voting
instructions from holders of ADSs. The depositary executes such instructions to the extent permitted by law and by
the terms governing the shares. The depositary or its nominee, whichever is applicable, will be entitled to vote by
proxy the shares represented by the ADSs.

Shareholders representing, in person or by proxy, at least 25% of our subscribed voting capital constitute a
guorum for a general meeting of shareholders. If aquorumis not present at the first call, then the meeting can be
held on second call. Regardless of the number of shareholders present at the meeting on second call, they are
deemed to constitute a quorum.

Shareholders representing, in person or by proxy, at least 50% of our subscribed voting capital constitute a
quorum on afirst cal for shareholders’ meetings at which shareholders will be voting on any of the following
actions:

e issuance of bonds;

e increase or reduction of share capitdl;

e amendment of corporate purpose;

e any other amendment of our bylaws; or
e merger, split or spin-off of Telefonica

When aquorum is present on the first call, these special resolutions must be adopted by the affirmative vote of
sharehol ders representing a majority of our present subscribed voting capital.

If aquorum for the meeting is not present after the first call, upon a second call for the meeting, 25% of our
subscribed voting capital will constitute a quorum. When sharehol ders representing less than 50% of the subscribed
voting capital are in attendance, these special resolutions must be adopted by a vote of two-thirds of those
shareholders present.

A shareholder who owns shares on the record date will not be entitled to vote his/her sharesin agenera
meeting of shareholders if the shareholder, individually or as part of agroup, has not complied with the notification
requirements relating to the acquisition of additional shares beyond certain threshold amounts.

Dividends
Shareholders vote on final dividend distributions at the shareholders’ meeting. Distributable profits are equal to:
e net profitsfor the year; plus
e profits carried forward from previous years; plus
o distributable reserves; minus
o losses carried forward from previous years; minus
e amounts alocated to reserves as required by law or by our bylaws.

The amount of distributable profitsis based on Telefénica, S.A.’s unconsolidated financial statements prepared
in accordance with Spanish GAAP, which differ from the Consolidated Financial Statements of the Telefénica
Group prepared in accordance with IFRS included elsewhere in this Annual Report.
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The Board of Directors can make interim dividend payments without a prior shareholder vote on the issue.
However, under those circumstances, the dividend is limited to distributable net profits of the current year and is
subject to certain legal requirements.

Unclaimed dividends revert to Telefonicafive years from their date of payment.
Registration and Transfers

Our shares are in registered book-entry form. Transfers executed through stock exchange systems are
implemented pursuant to the stock exchange clearing and settlement procedures carried out by the Spanish clearing
institution. Transfers executed outside of stock exchange systems, that is, over the counter, are implemented
pursuant to the general legal regime for book-entry transfer, including registration by the Spanish clearing
institution.

There are no restrictions with respect to the transfer of our shares.
Liquidation Rights

Under Spanish law, upon our liquidation, the shareholders would be entitled to receive, on apro rata basis, any
assets remaining after the payment of our debts and taxes and liquidation expenses.

C. Material Contracts
Agreements with Assicurazioni Generali S.p.A., Sintonia S.A., Intesa Sanpaolo S.p.A. and Mediobanca S.p.A.

On April 28, 2007, we, together with a group of Italian investors (the “Italian Investors”) -made up of
Assicurazioni Generali S.p.A., Sintonia S.A., Intesa Sanpaolo S.p.A. and Mediobanca S.p.A .- entered into several
agreements in order to constitute a consortium to purchase the entire share capital of Olimpia S.p.A., one of the
major shareholders of Telecom Italia.

(For more details, see “Item 4. Information on the Company—History and Development of the Company—
Recent Developments™).

Agreement with O2

On October 31, 2005, we entered into a Framework Agreement with O2 plc, which was amended on November
18, 2005. The Framework Agreement governed the conduct of Telefénica’s cash tender offer for O2 (See “Item 4—
Information on the Company—History and Development of the Company—Public Takeover Offers”). In addition,
under the Framework Agreement, we agreed to certain service contracts and incentive arrangements with certain key
managers of O2.

D. Exchange Controls
Exchange Controlsand Other Limitations Affecting Security Holders
Preliminary Administrative Authorization of Certain Transactions (Golden Share)

In response to the ruling handed down by the European Court of Justice on May 13, 2003, Law 62/2003,
December 30, on Tax, Administrative, Labor and Social Security Measures amended the administrative
authorization system set out in Law 5/1995, March 23, on the lega regime applicable to the disposal of public
shareholdings in certain companies, to which certain corporate transactions and agreements of Telefénica SA.,
TelefénicaMoviles SA., Telefénica Moviles Espaia, S.A.U. and Telefdnica de Espafia, S.A.U. are subject pursuant
to Royal Decree 8/1997, of January 10.

Thereform introduced a new model for administrative involvement, replacing the system of prior authorization

with that of subsequent notification. Finally, the enactment of Law 13/2006, of May 26, did away with the
framework for the disposal of publicly-owned holdings in certain companies. The Law put an end to the system of
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public controls which until now had been applied to the transactions covered by Law 5/1995, of March 23. It also
brought forward the end of this system, which in Telefonica’s case was scheduled to finish on February 18, 2007.

Ownership Limitations

The General Telecommunications Law (“GTL”) enacted on November 3, 2003 eliminated existing ownership
limitations, which prohibited non-European nationals from owning directly or indirectly more than 25% of our
assets or share capital, except under certain circumstances. Article 6 of the GTL provides for the application of the
reciprocity principle under existing international treaties or agreements signed and ratified by Spain. The Spanish
government, upon request, may authorize exceptions to the reciprocity principle contained in the GTL.

Trading by Telefénicain its own Shares or Shares of Companies under its Control

Consistent with applicable Spanish laws and regulations and the authorization of our shareholders, from time to
time we or our affiliates engage in transactions involving securities of members of the Telefdnica Group. These
transactions may include purchases of shares of group members, forward contracts with respect to these shares and
other similar transactions.

At December 31, 2006, we held 75,632,559 shares of treasury stock, representing 1.53% of our capital stock. At
April 3, 2007, as communicated to the Spanish CNMV, we held 128,405,280 shares of treasury stock, representing
2.609% of our capital stock. In 2003 we announced our commitment to dedicate a minimum of €4 billion to the
acquisition of our treasury stock over the 2003-2006 period, subject to free cash flow generation and our share price.
Consistent with our commitment to shareholder remuneration, in April 2005 we announced our decision to execute a
renewed and extended €6 billion share buy-back program until 2007. Further, in accordance with our commitment
of cancelling the shares purchased as part of the program, Telefénica’s Board of Directors submitted for the
approval of the Annual General Shareholders’ Meeting a proposed resolution to reduce the share capital of the
Company by the nominal value of certain of the aforesaid treasury stock. The Annual General Shareholders’
Meeting held in May 10, 2007 approved the reduction of the share capital of the Company by €147,633,912, with
the redemption of 147,633,912 shares of the treasury stock. The Annual General Shareholders’ Meeting aso
authorized the Board of Directorsto execute this capital reduction within one year after the adoption of the
resolution.

The Spanish Corporations Law prohibits the purchase by us and our subsidiaries of shares in the secondary
market except in the following limited circumstances:

e the purchase of shares must be authorized by a general meeting of shareholders of Telefonicaand, in the
case of apurchase of shares by asubsidiary, also by a general meeting of shareholders of the subsidiary;

e the shares so purchased have no economic or voting rights while held by Telefénica and have no voting
rights while held by its subsidiaries;

e thepurchaser must create reserves equal to the purchase price of any shares that are purchased and, if a
subsidiary is the acquirer, the reserve must also be recorded by the parent company; and

o thetotal number of shares held by Telefonica and its subsidiaries may not exceed 5% of the total capital of
Telefonica

Any acquisition of shares of Telefénica exceeding, or that causes Telefénica’s and its subsidiaries’ holdings to
exceed, 1% of Telefonica’s share capital must be reported to the CNMV.

At the Annual General Shareholders Meeting of Telefénicaheld on May 10, 2007, our shareholders extended
their prior authorization to the Board of Directors to acquire shares of Telefonicafor an additional 18 months from
the date of such meeting. The authorization also applies to companies under our control. Pursuant to the
authorization, the aggregate nominal value of the shares held by us or any of our subsidiaries cannot exceed 5% of
our shareholders’ equity.
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Other Restrictions on Acquisitions of Shares

A person or group of persons that directly or indirectly exercises beneficial ownership or control of 5% or more
of the outstanding shares, or which increases or decreases the number of shares which it owns or controls to an
amount which equals or exceeds any multiple of 5% of such outstanding shares, must inform the following entities
of such ownership:

e Telefbnicy
e the stock exchange management companies of the Spanish stock exchanges on which the shares are listed;
e theCNMV; and

e inthecaseof aforeign person or group of persons, the General Directorate of Commercia Policy and
Foreign Investments.

A person or group that is a member of our Board of Directors or amember of our Management Committee must
report any acquisition or transfer of our capital stock, regardless of the amount of shares acquired or transferred. A
person or group of personsthat fails to inform any of the above entities after reaching any of the indicated thresholds
may incur fines and penalties. Additionally, if a company fails to inform us after reaching ownership or control of
10% of the outstanding shares or increases the shares it controls to equal or exceed any successive multiple of 5%,
the rights corresponding to those shares will be suspended until a proper notification to usis made. For reporting
requirements concerning acquisitions by us or our affiliates of our shares, see “—Trading by Telefnicain its own
Shares or Shares of Companies under its Control” above.

Dividend and Liquidation Rights

According to Spanish law and our bylaws, dividends may only be paid out of profits or distributable reservesiif
the value of our net worth isnot, and as aresult of such distribution would not be, less than our capital stock.
Pursuant to Spanish law, we are required to reserve 10% of our fiscal year net income until the amount in our legal
reserve reaches 20% of our capital. Our legal reserveis currently at 20%.

Dividends payable by us to non-residents of Spain ordinarily are subject to a Spanish withholding tax. For the
tax implications of dividends, see “—Taxation”.

Upon our liquidation, our shareholders would be entitled to receive pro rata any assets remaining after the
payment of our debts and taxes and expenses of the liquidation. Any change in the rights of shareholdersto receive
dividends and payment upon liquidation would require an amendment to our bylaws by resolution adopted by a
general meeting of shareholders. If there were more than one class of shares, such amendment would also require
the approval of each class of shareholders affected by the amendment.

Preemptive Rightsand I ncreases of Share Capital

Pursuant to the Spanish Corporations Law, shareholders and holders of convertible bonds have preemptive
rights to subscribe for any new shares and for bonds convertible into shares. Such rights may not be available under
specia circumstances if waived by aresolution passed at a general meeting of shareholders in accordance with
Article 159 of the Spanish Corporations Law, or the Board of Directors, if authorized. Further, such rights, in any
event, will not be available in the event of an increase in capital to meet the requirements of a convertible bond issue
or amerger in which shares are issued as consideration. Such rights:

e aretransferable;
e may betraded on the Automated Quotation System; and

e may be of value to existing shareholders because new shares may be offered for subscription at prices
lower than prevailing market prices.
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Absent an exemption from registration, shares issuable upon exercise of rights must be registered under the
Securities Act of 1933 in order to be offered to holders of ADRs. If we decided not to register the shares, the rights
would not be distributed to holders of ADRs. Pursuant to the Deposit Agreement, however, holders of ADRs are
entitled to receive their proportionate share of the proceeds, if any, from sale by the Depositary of any rights
accruing to holders of ADRs.

E. Taxation

Thefollowing is ageneral summary of the material Spanish and U.S. federal income tax consequencesto U.S.
Holders (as defined below) of the ownership and disposition of shares or ADSs. This summary is based upon
Spanish and U.S. tax laws (including the U.S. Internal Revenue Code of 1986, as amended (the “Code”), final,
temporary and proposed Treasury regulations, rulings, judicial decisions and administrative pronouncements), and
the Convention Between the United States of America and the Kingdom of Spain for the Avoidance of Double
Taxation and the Prevention of Fiscal Evasion With Respect to Taxes on Income, signed February 22, 1990, (the
“Treaty”), al as currently in effect as of the date hereof and all of which are subject to change or changesin
interpretation, possibly with retroactive effect. In addition, the summary is based in part on the representations of the
Depositary and assumes that each obligation provided for in or otherwise contemplated by the Deposit Agreement or
any other related agreements will be performed in accordance with its terms.

As used herein, the term “U.S. Holder” means a beneficial owner of one or more shares or ADSs:
(@ that is, for U.S. federal income tax purposes, one of the following:
i. acitizen or resident of the United States,

ii. acorporation (or other entity taxable as a corporation) created or organized in or under the
laws of the United States or any political subdivision thereof, or

iii. an estate or trust the income of which is subject to U.S. federal income taxation regardless of
its source;

(b who is entitled to the benefits of the Treaty under the Limitation on Benefits provisions contained
in the Treaty;

(c) who holds the shares or ADSs as capital assets for U.S. federal income tax purposes;

(d) who owns, directly, indirectly or by attribution, less than 10% of the share capita or voting stock
of Telefénica; and

(e whose holding is not effectively connected with a permanent establishment in Spain.

This summary does not address tax considerations that may apply to holders that are subject to special tax rules,
such as U.S. expatriates, insurance companies, tax-exempt organizations, certain financial institutions, persons
subject to the alternative minimum tax, dealers and certain traders in securities or foreign currencies, persons
holding shares or ADSs as part of a straddle, hedging, conversion or other integrated transaction, persons who
acquired their shares or ADSs pursuant to the exercise of employee stock options or otherwise as compensation,
partnerships or other entities classified as partnerships for U.S. federal income tax purposes or persons whose
functional currency is not the U.S. dollar. Such holders may be subject to U.S. federal income tax conseguences
different from those set forth below.

If a partnership holds shares or ADSs, the tax treatment of a partner generally will depend upon the status of the
partner and the activities of the partnership. A partner in apartnership that holds shares or ADSs is urged to consult
its own tax advisor regarding the specific tax consequences of owning and disposing of the shares or ADSs.

The U.S. Treasury has expressed concerns that parties to whom ADSs are pre-rel eased may be taking actions
that are inconsistent with the claiming of foreign tax credits by U.S. Holders of ADSs. Such actions would also be
inconsistent with the claiming of the reduced rate of tax applicable to dividends received by certain non-corporate
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U.S. Holders. Accordingly, the availability of foreign tax creditsto U.S. Holders of ADSs and the reduced tax rate
for dividends received by certain non-corporate U.S. Holders of ADSs, both as described below, could be affected
by actions taken by parties to whom ADSs are pre-rel eased.

For purposes of the Treaty and U.S. federal income tax, U.S. Holders of American Depositary Receipts will
generally be treated as owners of the ADSs evidenced thereby and the shares represented by such ADSs.

This discussion assumes that Telefonicais not, and will not become, a passive foreign investment company
(“PFIC”), as discussed below under “U.S. Federal Income Tax Considerations—Passive Foreign Investment
Company Rules”.

U.S. Holders of shares or ADSs should consult their own tax advisors concerning the specific Spanish and U.S.
federal, state and local tax consequences of the ownership and disposition of sharesor ADSs in light of their
particular situations as well as any consequences arising under the laws of any other taxing jurisdiction. In
particular, U.S. Holders are urged to consult their own tax advisors concerning whether they are eligible for benefits
under the Treaty.

Spanish Tax Considerations
Taxation of Dividends

In 2006, under Spanish law, dividends paid by a Spanish resident company to aU.S. Holder of shares or ADSs
were subject to an income tax withheld at source on the gross amount of dividends at a 15% tax rate. As of January
1, 2007, the rate of withholding tax applicable to dividends paid by a Spanish resident company is 18% in case of
distributionsto U.S. companies and 18% in case of distributions to U.S. individuals exceeding €1,000 considering
the total yearly income of this kind.

Taxation of Capital Gains

In 2006, Spanish income tax was generally levied at a 35% tax rate on capital gains of non-residents of Spain
who are not entitled to the benefit of any applicable treaty for the avoidance of double taxation and who do not
operate through a fixed base or a permanent establishment in Spain. As of January 1, 2007, the rate applicable to
capital gainsis reduced to 18% under Spanish law.

Under the Treaty, capital gains realized by U.S. Holders arising from the disposition of shares or ADSswill not
be taxed in Spain, provided that the seller has not maintained a direct or indirect holding of 25% or more in our
capital during the 12 months preceding the disposition of the shares or ADSs. U.S. Holders will be required to
establish that they are entitled to the exemption from tax under the Treaty by providing to the relevant Spanish tax
authorities Spanish Form 210 and a certificate of residence on IRS Form 6166 from the IRS stating that to the best
knowledge of the IRS, such U.S. Holder isa U.S. resident within the meaning of the Treaty. Spanish law requires
that both of these forms be filed within one month from the date the capital gainisrealized. U.S. Holders are
required to request the IRS Form 6166 certificate of residence by filing IRS Form 8802 with the IRS. The U.S.
Holder must attach to IRS Form 8802 a statement by the U.S. Holder declaring that it was or will be aresident of the
United States for the period for which the Treaty benefit is claimed.

Spanish Wealth Tax

Individual U.S. Holders who hold shares or ADSs located in Spain are subject to the Spanish Wealth Tax
(Impuesto sobre el Patrimonio) (Spanish Law 19/1991), which imposes tax on property located in Spain on the last
day of any year. Shares or ADSs located outside of Spain are not subject to the Spanish Wealth Tax. However, the
Spanish tax authorities may argue that all shares of Spanish corporations and all ADSs representing such shares are
located in Spain for Spanish tax purposes. If such aview wereto prevail, U.S. Holders who held shares or ADSs
located in Spain or deemed to be located in Spain on the last day of any year would be subject to the Spanish Wealth
Tax for such year at margina rates varying between 0.2% and 2.5% of the average market value of such shares or
ADSs during the last quarter of such year, as published by the Spanish Ministry of Economic Affairs. U.S. Holders
should consult their tax advisors with respect to the Spanish Wealth Tax.
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Inheritance and Gift Tax

Transfers of shares or ADSs on death and by gift to individuals are subject to Spanish inheritance and gift taxes
(Impuesto sobre Sucesiones y Donaciones), respectively, if the transferee is aresident of Spain for tax purposes, or if
the shares or ADSs are located in Spain at the time of death, regardless of the residence of the heir or beneficiary.
The applicable tax rate, after applying all relevant factors, ranges from between 7.65% and 81.6% for individuals.
Gifts of shares granted to corporate U.S. Holders are subject to corporate tax which is generally levied at the rate of
35%.

Expenses of Transfer

Transfers of shares or ADSswill be exempt from any transfer tax (Impuesto sobre Transmisiones
Patrimoniales) or value added tax. Additionally, no stamp tax will be levied on such transfers.

U.S. Federal Income Tax Considerations
Taxation of Dividends

Distributions received by a U.S. Holder on shares or ADSs, including the amount of any Spanish taxes
withheld, other than certain pro rata distributions of sharesto al shareholders (including ADS holders), will
constitute foreign source dividend income to the extent paid out of Telefénica’s current or accumulated earnings and
profits (as determined for U.S. federal income tax purposes). The amount of the dividend a U.S. Holder will be
required to include in income will equal the U.S. dollar value of the euro, calculated by reference to the exchange
rate in effect on the date the payment is received by the Depositary (in the case of ADSs) or by the U.S. Holder (in
the case of shares), regardless of whether the payment is converted into U.S. dollars on the date of receipt. If aU.S.
Holder realizes gain or loss on a sale or other disposition of euro, it will be U.S. source ordinary income or loss.
Corporate U.S. Holders will not be entitled to claim the dividends-received deduction with respect to dividends paid
by Telefonica. Subject to applicable limitations and the discussion above regarding concerns expressed by the U.S.
Treasury, dividends received by certain non-corporate U.S. Holders in taxable years beginning before January 1,
2011 will be taxable at a maximum rate of 15%. Non-corporate U.S. Holders should consult their own tax advisors
to determine whether they are subject to any specia rules that limit their ability to be taxed at this favorable rate.

Certain pro rata distributions of shares to all shareholders (including ADS holders) are not generally subject to
tax.

Spanish taxes withheld from dividends on shares or ADSs at arate not exceeding the rate provided in the Treaty
will be creditable against a U.S. Holder’s U.S. federa income tax liability, subject to applicable restrictions and
limitations that may vary depending upon the U.S. Holder’s circumstances and the discussion above regarding
concerns expressed by the U.S. Treasury. Instead of claiming a credit, a U.S. Holder may elect to deduct such
Spanish taxes in computing its taxable income, subject to generally applicable limitations. The limitation of foreign
taxes eligible for credit is calculated separately with respect to specific classes of income. The rules governing
foreign tax credits are complex. Therefore, U.S. Holders should consult their own tax advisors regarding the
availability of foreign tax creditsin their particular circumstances.

Taxation Upon Sale or Other Disposition of Sharesor ADSs

A U.S. Holder will generally recognize U.S. source capital gain or loss on the sale or other disposition of shares
or ADSs, including a sale of distributed shares by the depositary on the ADS holder’s behalf, which will be long-
term capital gain or loss if the U.S. Holder has held such shares or ADSs for more than one year. The amount of the
U.S. Holder’s gain or loss will be equal to the difference between such U.S. Holder’s tax basisin the shares or ADSs
sold or otherwise disposed of and the amount realized on the sale or other disposition, as determined in U.S. dollars.

As discussed under “Spanish Tax Considerations—Taxation of Capital Gains” above, gain reglized by aU.S.
Holder on the sale or other disposition of shares or ADSs may be subject to Spanish tax unless the U.S. Holder
provides the relevant Spanish tax authorities with both a certificate of U.S. tax residence on IRS Form 6166 and
Spanish Form 210. Spanish law requires that both of these forms be filed within one month from the date on which
the capital gainisrealized. U.S. Holders are advised to submit IRS Form 8802 and the accompanying declaration to
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the IRS well in advance of the date on which the IRS Form 6166 that will be issued by the IRS may be required by
the Spanish tax authorities, as there may be delays in obtaining the necessary forms. U.S. Holders should consult
their own tax advisors regarding the potential Spanish tax consegquences of a sale or other disposition of shares or
ADSs and the procedures available for an exemption from such tax.

Passive Foreign | nvestment Company Rules

Telefénicabelieves that it was not a PFIC for U.S. federal income tax purposes for its 2005 taxable year.
However, since PFIC status depends upon the composition of a company’s income and assets and the market value
of its assets (including, among others, less than 25% owned equity investments) from time to time, there can be no
assurance that Telefdnicawill not be considered a PFIC for any taxable year. If Telefénicawere treated as a PFIC
for any taxable year during which aU.S. Holder held a share or ADS, certain adverse tax consegquences could apply
tothe U.S. Holder.

If Telefonicawastreated as a PFIC for any taxable year during which aU.S. Holder held a share or ADS, gain
recognized by aU.S. Holder on a sale or other disposition of a share or ADS would be allocated ratably over the
U.S. Holder’s holding period for the share or ADS. The amounts allocated to the taxable year of the sale or other
disposition and to any year before Telefénica became a PFIC would be taxed as ordinary income. The amount
allocated to each other taxable year would be subject to tax at the highest rate in effect for individuals or
corporations, as appropriate, and an interest charge would be imposed on the amount allocated to each such taxable
year. Further, any distribution in respect of shares or ADSsin excess of 125% of the average of the annual
distributions on shares or ADSs received by the U.S. Holder during the preceding three years or the U.S. Holder’s
holding period, whichever is shorter, would be subject to taxation as described above. Certain elections may be
available (including a mark-to-market election) to U.S. Holders that may help to mitigate the adverse tax
consequences resulting from PFIC status.

In addition, if Telefonicawere to be treated as a PFIC in ataxable year in which it pays a dividend or the prior
taxable year, the favorable dividend rate discussed above with respect to dividends paid to certain non-corporate
U.S. Holders would not apply.

I nformation Reporting and Backup Withholding

Payments of dividends and sales proceeds that are made within the United States or through certain U.S.-related
financial intermediaries generally are subject to information reporting and to backup withholding unlessthe U.S.
Holder is a corporation or other exempt recipient or, in the case of backup withholding, the U.S. Holder provides a
correct taxpayer identification number and certifies that no loss of exemption from backup withholding has
occurred. The amount of any backup withholding from a payment to a U.S. Holder will be allowed as a credit
against the U.S. Holder’s U.S. federal income tax liability and may entitle such U.S. Holder to arefund, provided
that the required information is furnished to the IRS.

F. Dividendsand Paying Agents
Not Applicable.
G. Statementsby Experts
Not Applicable.
H. Documentson Display
Where You Can Find More Information

Wefile Annual Reports on Form 20-F and furnish periodic reports on Form 6-K to the SEC. Y ou may read and
copy any of these reports at the SEC’s public reference room in Washington, D.C. Please call the SEC at 1-800-
SEC-0330 for further information on the public reference rooms. Our SEC filings are also available to the public
from commercia document retrieval services. Some SEC filings of ours are also available at the website maintained
by the SEC at “{htip://www.sec.qov’.
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Our ADSs are listed on the New Y ork Stock Exchange under the symbol “TEF”. Y ou may inspect any periodic
reports and other information filed with or furnished to the SEC by us at the offices of the New Y ork Stock
Exchange, 20 Broad Street, New Y ork, New Y ork 10005.

Asaforeign private issuer, we are exempt from the rules under the Exchange Act which prescribe the
furnishing and content of proxy statements, and our officers, directors and principal shareholders are exempt from
the reporting and ““short-swing” profit recovery provisions contained in Section 16 of the Exchange Act.

We are subject to the informational requirements of the Spanish securities commission and the Spanish stock
exchanges, and we file reports and other information relating to our business, financial condition and other matters
with the Spanish securities commission and the Spanish stock exchanges. Y ou may read such reports, statements
and other information, including the annual and biannual financial statements, at the public reference facilities
maintained in Madrid and Barcelona. Some of our Spanish securities commission filings are also available at the

We have appointed Citibank, N.A. to act as depositary for the Telefénica ADSs. Citibank will, as provided in
the deposit agreement, arrange for the mailing of summariesin English of such reports and communicationsto all
record holders of the ADSs of Telefonica. Any record holder of Telefénica ADSs may read such reports and
communications or summaries thereof at Citibank’s office located at 111 Wall Street, New Y ork, New Y ork 10043.

Item 11.Quantitative and Qualitative Disclosures About Market Risk

The Telefonica Group is exposed to diverse financial market risks due to (i) our business activities, (ii) the debt
incurred to finance our business, (iii) our shareholdings in various companies and (iv) other related financial
instruments that we have entered into.

The principal market risks that affect the companiesin the Telefénica Group are:

e Exchangeraterisk. Thisrisk arises mainly dueto (i) the Telef6nica Group’s international presence, with
investments and businesses in countries with currencies other than the euro, mainly in Latin America, the
United Kingdom and the Czech Republic, and (ii) the existence of debt in currencies other than the those of
the countriesin which the Telefénica Group is operating or different from the currency of the country in
which the obligor is established.

e Interest raterisk. Thisrisk arises mainly dueto fluctuationsin interest rates affecting (i) the financial costs
associated with variable interest rate debt (or debt with a short-term maturity and likely to be rolled over)
and (ii) the value of our long-term liabilities with fixed interest rates (whose market value rises as interest
rates decrease).

e Sharepricerisk. Thisrisk arises asaresult of variationsin the value of (i) our shareholdings in other
companies that may be sold, bought, or otherwise involved in transactions, (ii) the derivatives affecting
those shareholdings, (iii) the shares held in the Telefonica Group’s own portfolio (treasury shares) and (iv)
the derivatives affecting such shares.

Additionally, the Telefénica Group faces liquidity risk arising from the possible imbal ances between our capital
needs (due to operating and financial expenses, investment, debt maturities and committed dividends) and our
sources of funds (revenue, divestments, financing commitments with financial institutions and capital raising in the
capital markets). The cost of these funds may be affected by variations in the credit margins (over reference interest
rates) demanded by lending institutions.

Finally, we face political risk and country risk (which is directly related to market and liquidity risksin
reference to possible declines in asset value, cash flow generation and repatriation of cash flow to the parent
company), which arise from political, economic and social instability in the countries in which the Telefénica Group
operates, especialy in Latin America.

The Telefonica Group actively manages the above-mentioned risks, in an effort to stabilize:
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e cash flows, so asto facilitate financia planning and profit from investment opportunities,

e theprofit and loss account, in order to facilitate its understanding and the forecast of our future results by
investors; and

e thevaue of our equity, by protecting the value of the investments made.

In the event that these objectives are mutually exclusive, our corporate finance areawill evaluate the policy to
be followed in each particular situation.

In connection with our risk management policy, the Telefénica Group uses financial derivative instruments,
mainly related to exchange rates, interest rates and share prices.

Exchange Rate Risk

The main objective of our exchange rate risk management policy isthat, in the event of depreciation of foreign
currencies relative to the euro, potential lossesin the value of the assets related to our business are offset (to some
extent) by savings from the reduction in the euro value of our debt denominated in such currencies.

The degree of hedge (defined as the percentage of debt in foreign currency over the value of assets)
implemented tends to be larger:

1 the greater the estimated correlation between the value of the assets and the exchange rate of the
foreign currency;

2. the smaller the estimated cost of the hedge (calculated as the difference between the additional
costs from the financing in local currency and the expected depreciation of the foreign currency
with respect to the euro); and

3. the greater the liquidity of the money and derivative markets in local currency.

In general, the estimated correlation between the value of the asset and the exchange rate of the foreign
currency islarger the larger the weight of the cash flows generated in early years as a percentage of the estimated
value of the asset.

We aim to protect against future depreciation of Latin American currenciesin relation to the euro is by issuing
debt denominated in Latin American currencies. At December 31, 2006, Telefénica Group’s debt denominated in
Latin American currencies was approximately €7.3 billion. Nevertheless, this amount is not uniformly incurred by
currency in proportion to the cash flows generated by our Latin American operations in such currencies. Therefore,
the future effectiveness of the Telefénica Group’s exchange rate risk protection will depend on which Latin
American currencies depreciate relative to the euro. Additionally, we aim to protect against losses in the value of the
Telefonica Group’s Latin American assets due to variations in exchange rates by issuing debt denominated in U.S.
dollars, both at the parent company level (the debt is considered associated with an investment provided that the
hedge is considered an effective hedge under applicable accounting rules) and in the countries where there isnot a
capital market for local currency or where the derivatives market is not sufficiently liquid. At December 31, 2006,
the Telefonica Group’s debt denominated in U.S. dollars was equivalent to €1,462 million (net of derivatives and
financial assets).

To protect itsinvestment in the Czech Republic, the Group has debt denominated in Czech crowns which, at
December 31, 2006, amounted to the equivalent of €1.9 hillion.

Another essential element of our exchange rate risk management policy isto seek to minimize negative
financial results due to exchange rate variations while maintaining currency positions open. These positions arise
due to three reasons: (i) the low level of liquidity of certain derivative markets or the difficulty in obtaining
financing in local currency, which prevents us from implementing a hedge at alow cost (such asin Argentina); (ii)
financing through intercompany loans, whose accounting treatment is different from financing with capital
contributions; and (iii) our decisions to take a currency position.
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In 2006, exchange rate management resulted in gains totaling €61 million, mostly from the positions hedging
against possible weakness in the US dollar. Gains from exposure to Latin American currencies were offset by
variationsin Latin American currency exchange rates against the US dollar.

The acquisition of O2 was financed with debt using a multi-currency loan which was refinanced in 2006,
mainly through the issuance of bonds and long-term loans. The refinancing strategy in relation to liquidity risk
management is discussed below. The final breakdown by currency of the liabilities assumed in connection with this
acquisition takes into account the fact that a portion of the company’s value derives from its euro zone businesses
(Germany and Ireland), which is therefore financed in euros. With regard to the United Kingdom businesses, and in
view of the imperfect correlation between the value of the business and the euro/sterling exchange rate,
approximately 70% of the acquisition of the United Kingdom businesses has been financed in pounds sterling.
Accordingly, at December 31, 2006 the amount of debt denominated in pounds sterling (via debt or derivative
instruments) was equivalent to €11,095 million.

Interest Rate Risk

Telefonica’s financial expenses are exposed to changes in interest rates. In 2006, the rates applied to the largest
volume of short-term debt were based on Euribor, pounds sterling Libor (due to the acquisition of O2, plc.),
Brazilian SELIC rate, dollar Libor and Chilean UF. At December 31, 2006, 45.4% of total debt (46.3% of long-term
debt) was at rates fixed for more than one year. Of the remaining 54.6% (debt at floating or fixed-rates maturating in
less than one year), the interest rate on 41.1 percentage points was set for a period of more than one year (23% of
long-term debt). At December 31, 2005, 66% of the long-term debt carried fixed interest.

New debt incurred in 2006, particularly debt linked to O2’s acquisition, has created additional exposure to the
short-term and long-term rates prevailing at the time of arranging the debt or related hedging contracts. Finaly, early
retirement liabilities were discounted to present value over the year using the implied interest rate curve on swaps
markets. The increase in interest rates during 2006 has reduced the size of these liabilities.

Net financial expensesin 2006 were €2,734 million, 68.0% higher than in 2005. Excluding the impact of
foreign exchange gains, interest expense in 2006 and 2005 would have been €2,777 million and €1,793 million,
respectively, ayear-over-year increase of 55.9%. Thisincrease was principally due to the 83.9% increase in the total
average net debt balance (€54,315 million at December 31, 2006, including early retirement commitments), which
resulted in an increase of €1,372 million. The increasein net financial expenses was offset in part by a€47 million
reduction in expenses related to liabilities carried at fair value and a reduction of 109 basis points in the Group’s
average cost of debt (2006 over 2005), generating savings of €322 million. The reduction in average cost of debt in
2006 was due to the fact that the debt incurred during 2006 carried lower interest rates than our average debt in
2005. The figure for financial expensesin 2006 gives an average cost of average total net debt of 5.0%, or 5.1%
stripping out exchange rate gains.

Share Price Risk

The Telefonica Group is exposed to equity risks due to movements in the price of Telefonica shares as aresult
of our share buy-back program, which was announced in October 2003 and renewed in April 2005 for an estimated
amount of €6 billion up to and including 2007. This renewal is subject to the Telefonica Group’s cash flow
generation and to the evolution of the price of our shares. In May 2006, Telefdnica, S.A. announced that it would
continue with its current share buy-back program, with €2,700 million pending through 2007.

At December 31, 2006, Telefénica, S.A. owned over 75 million of its shares and held options to purchase an
additional 85 million shares, which were exercisable during the first half of 2007. This strategy seeks to protect
against share price increases which make share repurchases more expensive and therefore limit the amount of shares
that we can purchase given that the buy-back program is subject to a pre-set maximum amount we can spend.
Pursuant to this strategy, the Telefénica Group can sustain a maximum economic loss equal to the premium paid for
the option to purchase shares in the event that, upon expiration of the exercise period, the price of Telefénica’s
shares is below the exercise price. Notwithstanding, in that case, Telefénica could buy its sharesin the market for
such lower price.
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At the Shareholders’ Mesting of Telefdnica, S.A. on June 21, 2006, shareholders approved the introduction of a
long-term incentive plan for managers and senior executives of Telefénica S.A. and other Telefénica Group
companies. Under this plan, selected participants who met the qualifying requirements were given the rightsto earn
a certain number of Telefonica S.A. shares as a form of variable remuneration.

The maximum number of shares assigned in 2006 (first cycle) was 6,530,615. According to the plan, the shares
may be either (a) treasury sharesin Telefonica, S.A., acquired by either Telefénica, SA. itself or any of the
Telefénica Group companies, in compliance with the legal requirementsin force; or (b) newly-issued shares. The
possibility of delivering sharesto employeesin the future, in accordance with rel ative shareholder remuneration,
implies arisk since there could be an obligation to deliver a maximum number of shares at the end of each cycle,
whose acquisition (in the event of acquisition in the market) in the future could imply a higher cash outflow than
required on the start date of each cycleif the share price is above the corresponding price on the cycle start date. In
the event that new shares are issued for delivery to the beneficiaries of the plan, there would be a dilutive effect for
the ordinary shareholder as aresult of the higher number of shares outstanding.

To reduce risk and ensure the company has enough shares to meet its commitments at the end of the cycle
commenced in 2006, Telefdnica bought an instrument from a financia institution that will deliver to Telefénica, at
the end of the cycle, a number of shares based on the same measure of success used in the plan. The maximum
number of shares which Telefonica could receiveis 7,200,000. The cost of thisinstrument was €46 million which, in
unit terms, is equivalent to €6.43 per maximum number of shares.

Telefénica also remains susceptible to variations in the price of the sharesit ownsin companiesin which it has
made investments, especially to the extent that these companies are not part of the Telefénica Group’s core business
and may be subject to divestment. For example, in 2006, Telefdnica sold its stake in Telepizza and partialy divested
Sogecable by virtue of tendering a portion of its sharesin a public takeover bid.

Liquidity Risk

The Telefonica Group seeks to adjust the maturity profile of its debt to its cash flow generation ability so asto
comfortably repay its debt obligations. In practice, thisimplies the two following criteria

1. The average maturity of the Telefdnica Group’s debt must exceed the time required to repay that debt,
assuming that internal projections are fulfilled and that all cash flows generated are assigned to repayment
of debt rather than to dividend payments or acquisitions.

2. The Telefdnica Group must be able to pay for al of its commitments in the following 12 months, without
having to incur additional debt (although supported by the credit lines committed by financial institutions),
assuming compliance with the Telefénica Group’s budget.

With respect to the first criterion, at December 31, 2006, the average maturity of the Telefénica Group’s net
financial debt of €52.145 billion was 6.5 years. For areconciliation of net financial debt to gross financial debt (the
sum of current and non-current interest-bearing liabilities), see “Item 5. Operating and Financial Review and
Prospects—Presentation of Financial Information—Non-GAAP Financia Information—Net Financial Debt.” The
Group would therefore need to generate approximately €8,000 million per year to repay the debt in this period if itis
used all its cash for this purpose. Cash generation in 2006 exceeded this amount, so that if the same pace of cash
generation was maintained during the average lifetime of the debt, the Group would repay the debt in its entirely
before 6.5 years, assuming it used all its cash for this purpose.

With respect to the second criterion, as at December 31, 2006, the aggregate amount of debt maturing in 2007
(€8,381 million including derivatives) is less than the Telefénica Group’s estimated availability of funds, calculated
as the sum of: (i) cash and cash equivalents and temporary financial investments at December 31, 2006 of €5,472
million; (ii) the annual cash flow generation estimated for 2007; and (iii) available credit lines committed by
financial institutions with initial maturities exceeding one year (an aggregate of €5,400 million at December 31,
2006, including Cesky Telecom, Endemol BV, and the O2 group. Our estimated availability of fundsin 2007 is
expected to permit the payment of the minimum dividend of €0.50 per share (for an aggregate of approximately €2.4
billion) and for the continuation of the share buy-back program.
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On October 31, 2005, Telefénicalaunched atakeover bid for 100% of UK operator O2 for £17,887 million. To
finance the O2 public takeover bid, Telefénica arrange a syndicated |oan for £18,500 million with a group of
financial ingtitutions. One third of the facility matures in two years, one-third in two-and-a-half years, and the
remaining third in three years. Payment for the acquisition of 100% of O2 shares took place in various installments
over thefirst four months of 2006. Use of thisloan to finance the payment considerably increased the Group’s debt
repayment obligations for 2007 and 2008, significantly reducing the average life of its debt to 3.75 yearsfrom 5
years at December 31, 2005.

In order to comply with the two aforementioned principles governing liquidity risk management, the Group
launched a plan to refinance the loan used to acquire O2. Since the refinancing plan relied on accessing the
international capital markets, the Group set and announced medium-term financing objectives in order to preserve
its creditworthiness and preserve its access to capital markets. Financing activity has been concentrated in
international capital markets, mainly in the euro, pounds sterling and dollar markets. The principal bond issuesin the
year 2006 were as follows:

e |nJanuary, €4,000 million and £1,250 million of bonds denominated in euro and pounds sterling,
respectively, were issued. The euro denominated bonds carry maturities of between 5 and 10 years,
while the sterling denominated bonds carry maturities of 12 to 20 years,

e InJune, €5,250 million of bonds were issued in the US market with maturities of 3, 5, 10 and 30 years;
e InJuly, €1,250 million of 3.5-year floating rate debentures were issued;
e In September, €500 million of 5.5- year debentures were issued;

e In October, the company issued €300 million in debt maturing in 2 years; and

In December, £500 million in debt was issued, maturing in 7 years and one month.
The Group also undertook the following transactions in the syndicated loan market in 2006:

e InApril, it arranged a syndicated loan with agroup of saving banks in the amount of €700 million
carrying an average maturity of 10 years; and

e |InDecember, it arranged to refinance £7,000 million of the syndicated loan used to acquire O2, with a
term extension to 2013 from the participant banks, and the financial terms were brought into line with
those applying to other Telefénicaloans.

Dueto this intense activity in the financial markets, in 2006 Telefénica refinanced the entire syndicated loan
used to acquire 02, substantially mitigating refinancing risk for 2007 and 2008. At December 31, 2006 net debt
maturities in 2007 and 2008 following the refinancing transactions totaled €2,911 million and €3,700 millions,
respectively, having been reduced by more than €20,000 million on aggregate. As aresult, the long-term nature of
most of the financial transactions completed extended the average maturity of net debt from 3.75 years following the
02 acquisition to 6.5 years at December 31, 2006.

See “Cautionary Statement Regarding Forward-Looking Statements” and “Item 3. Key Information—Risk
Factors”.

Country Risk

Sovereign risk perception (measured by credit spreads) in Latin America ended 2006 at 180 bps, the lowest
level in history. Macroeconomic developmentsin 2006 throughout the region continued to be very positive,
registering a GDP growth rate of 5.3%, with Venezuela at the top of the ranking (10%) and Brazil at the bottom
(2.8%). The region posted four consecutive years of high growth rates— the last three years with a rate of more than
4% — and an increasingly solid composition based on internal demand. In this sense, dynamic investment (10%) and
the acceleration of consumption (6%) have been determining factors.
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This positive macroeconomic scenario has alowed per capitaincome to grow 12% since 2002, the highest
consecutive increase since the 1970’s. At the sametime, inflation has dropped to historically low levels (4.8%), with
the exception of Venezuela (15.8%) and Argentina (10%). Employment growth has fostered an improvement in
social indicatorsin the region, with the the unemployment rate falling to 8.7% — the lowest level since the beginning
of the 1990’s and real wages grew to over 2%, and poverty and extreme poverty continued to fall.

This favorable economic situation must not cast a shadow over the growing political risk that existsin some
Latin American countrieswhich islinked in the majority of casesto the discretional nature of the presidenciesin
power. In thisway, the Assembly approved the “Ley Habilitante” in Venezuela that concedes full powersto Hugo
Chavez for relevant matters such as economic policy, social policy, education and infrastructure. In the absence of
any outlining of additional measures, the first announcements of nationalisation, the new cooperative regimes and
fiscal changes could be thetip of the iceberg of a substantial regulatory change with notable harmful implications
for business development. Also, thefirst proposals of Rafagl Correa, in Ecuador, generate uncertainty for publicly
announcing a possible default on an external debt that is considered illegitimate, a probable reconsideration of
government participation in economic activity and even possible key contract renegotiations -including the
telecommunications sector- or a possible exit from the current exchange rate mechanism. Argentina remains subject
to aninflation alteration policy along with a price freeze in many public service tariffs since 2001, hidden subsidies,
and repressive policy affecting staple items from the basic shopping basket.

Political instability is still prevalent in some Latin American countries, whether it is due to majority opposition
in the Congress (the case of Peru) or because of the splintering of political partiesin the Congress (Colombia and
Brazil), afact that hinders the implementation of structural reforms to further boost the human objectives that have
been achieved in the last few years with the purpose of reaching the Millennium Development Goals. Scarce
improvements in the institutional framework, despite the economic bonanza, and the scourge of corruption (much
higher than in other regions with similar economic development) should generate strong incentives for
implementing deep changes across the region.

An analysis of the credit quality in the region shows that it has improved in 2006 as can be seen in the table
below. In general terms, Latin American countries have taken advantage of the positive macroeconomic
environment created by the increase in raw material prices, trade dynamism and workers remittances to improve
external indicators, such asforeign debt and the level of reserve assets. In thisway, during 2006, L atin American
countries cancelled $23,000 million of externa debt and accumulated $38,600 million — the highest amount since
1990 - in international reserves. The fiscal situation also improved throughout 2006 and fiscal needs were reduced
by more than one percentage point in terms of GDP, almost reaching fiscal balance.

Credit Rating according to Standard & Poor’s

Changein notches from Jan.

Country Rating 2006 to Feb. 2007 Outlook
Argentina........cccoeevevesenesieeiennens B+ +2 Sable
(2774 | BB +1 Positive
(O o1 1 T A = Positive
Colombia........cccvveeveeieeciecrecne, BB = Positive
ECuador ..o CCC -1 Negative
MEXICO ....veevveeeee e BBB = Sable
PErU oo BB+ +1 Sable
UNUQUAEY ..o B+ +1 Sable
Venezuela......cccooveveeceveeecieereeienns BB- +1 Sable

Debt pre-cancellations or internal debt swaps with more favorable conditions have taken place in Brazil or Peru
and which have allowed theses countries to achieve the highest investment grade qualificationsin their history.

Argentina and Uruguay each improved their respective credit ratings in 2006, returning to pre-default levels
(late 2001 in Argentina and first half of 2003 in Uruguay).
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Chile and Mexico, the only investment grade countries in the region, have not shown any credit ratings
movement during the last two years. Chile’s outlook revision to positive in 2006 could lead the country to the
highest qualification in its recent history. And Mexico, once investment grade was consolidated in 2002, paid in
advance an important external debt amount ($12.5 billion) in 2006, reducing to 5% GDP its external debt ratio.

Colombia, with a good economic and financial performance in 2006, recovered the positive outlook in February
2006. That put an end to the credit deterioration that the country experienced after the financial crisisin late 1999,
which caused the loss of its historic condition as an investment grade country. The return to a positive climate
generated a historic growth rate in business investment, and a strong foreign bet on the large privatization program
announced by the government.

Venezuela, the country with the least stable credit outlook in the last 10 years (14 rating changes), also
recovered the BB condition in February 20086, last reached in 1994. The impact of oil price increases on public and
external sectors were the main contributors. External surplus (greater than 20% GDP) made possible two external
and internal debt restructuring processes in order to improve the maturity profile, more than one billion dollarsin
Argentina’s and Ecuador’s sovereign debt purchases, a pay in advance program of all Brady bonds ( 4.4 billion
dollars), and finally, the constitution of an external official fund with more than 18 billion dollars. The cumulative
effect was that the capital control regime through Cadivi, and fixed exchange rate established in 2003, were
maintained.

The exception to this general improvement environment was Ecuador. Its credit qualification was downgraded
to CCC in January 2007. This notch has been maintained during most of the last decade, as a consequence of its
political instability and financia problems that resulted in the country’s debt restructuring. Statements by the new
president and new finance minister mentioning the possibility of a selective default of considered “illegal” debt
caused the credit outlook change to negative. However, financial numbers do not point to any fiscal instability.
Indeed, estimated fiscal surplusin 2006 will be a historical high (4.5%GDP), with the primary surplus reaching
6.5% GDP.

Despite the improvements in sovereign risk perception and the generally positive outlook for the region, we
continue to monitor closely any unexpected lossin value of our Latin American assets due to social, economic or
political instability. To monitor our country risk we continue to follow two basic guidelines:

1 To partially match our Latin American assets with liabilities of our Latin American companies that
we do not guarantee so that any loss in such assets would be partially offset by areduction in
liabilities; and

2. To repatriate funds generated by our Latin American operations, when it is not expected that these

funds would generate profits in the relevant country in the near future.

In accordance with the first guideling, at December 31, 2006 the Telefonica Group’s Latin American companies
had net financial debt (calculated as described above) of €4,669 million that is not guaranteed by the Telefonica
Group’s Spanish companies, of which €2,719 million corresponds to Colombia and €1,386 million corresponds to
Brazil. This represents 9% of the Group’s net financial debt at that date.

With regard to fund repatriation, in 2006 a net amount of €2,526 million was received from Latin America, the
largest part in the form of intra-group loan return/capital reduction concepts (€1,294 million), and dividends (€995
million). The remaining amount were interest returns, and management fees payments.

Finally, in Venezuelaa CADIVI authorization continues to be necessary in order to change declared Bolivar
dividendsinto US Dollars at the official exchange rate. In 2006 an authorization was obtained to repatriate $137
million of dividends corresponding to 2004 profits. A new application of $219 million corresponding to 2005
profits, iswaiting for approval.

Derivative Policy

At December 31, 2006, the notional amount of outstanding derivatives with external counterparties came to
€120,267 million. This amount implies a 107% increase compared with December 31, 2005 and evidence the
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increase in Group’s debt resulting from the O2 acquisition. This amount reflects the fact that derivatives may be
applied several times on the same underlying item for an amount equal to such underlying item’s face value. For
example, adebt denominated in foreign currency may be converted to floating rate debt in euro, and then, for each
of the interest rate periods an interest rate may be fixed by using a fixed rate agreement. Even if we consider only
the underlying item’s face value, it is necessary to take extreme care in the use of derivatives so asto avoid potential
problems as aresult of errors or due to lack of full knowledge about the real position and itsrisks. Our policy with
respect to the use of derivatives places emphasis on the following points:

i. Existence of aclearly identified underlying item on which the derivative is applied.

Among the acceptable underlying items are financial results, income and cash flows both in local currencies or
in currencies other than the local one. These flows can be contractual (such as debt and interest payments and
accounts payable in foreign currency) or reasonably certain or foreseeable (capital expenditures program, future
debt issuances and commercial paper programs). The consideration as an underlying item in the previously
mentioned cases will not depend on whether such item satisfies the criteria required by the accounting rulesto
be treated as a hedged item as happens, for example, in the case of certain intercompany transactions. In the
case of the parent company of the Group, Telefénica, S.A., we can consider as an underlying item the
investment held in asubsidiary with afunctional currency that is not the euro.

The hedges designed with an economic rationale, that is, which have been assigned an underlying item and that
under certain circumstances can compensate the variationsin value of the underlying item, do not always fulfill
the requirements and efficiency tests established by the applicable accounting rules to be treated as hedges. The
decision to maintain hedges once it has been assessed that they do not fulfill the efficiency test or when they do
not meet certain criteriawill depend on the marginal variability that these hedges can cause on the income
statement and therefore the difficulty they pose when following the principle of income statement stability.
Notwithstanding this, the results are recorded in the profit and loss account.

ii. Matching the underlying item and one side of the derivative.

This matching is especially sought for the foreign currency debt and derivatives hedging paymentsin foreign
currencies of the subsidiariesin the Telefénica Group, as away of eliminating the risk of variations of interest
ratesin foreign currency. Nevertheless, even when a perfect hedge of the flows is sought, the scarcity of
liquidity of certain markets, especially those associated with Latin American countries, has led historically to
poor adjustments between the features of the hedges and the underlying debts. The Telefonica Group intendsto
reduce these imperfect matches as long as this objective does not involve disproportionate transaction costs. In
this sense, if the match is not perfect due to the above-mentioned reasons, we will seek to modify the financial
duration of the underlying item in foreign currency so that the interest rate risk in foreign currency is
minimized.

In certain cases, the accounting definition of the underlying item to which the derivativeis assigned doesn’t
match the time horizon of an underlying contract.

iii. Coincidence between the company that contracts the derivative and the company that owns the underlying item.

In general, we will look for a situation in which the hedging derivative and the hedged item or the risk we
expect to be hedged are in the same company. Nonetheless, on some occasions, the hedges have been
implemented by holding companies (for example, Telefonica, S.A and Telefonica Internacional, S.A.) on behalf
of asubsidiary where the underlying item is recorded. This has led to a situation in which the operations did not
fulfill the hedging criteria required by the accounting rules and so their result has been recorded in the profit and
loss account. The main reasons for the separation between the hedge and the underlying item have been the
possibility of differencesin the legal validity of local hedges as opposed to international validity (asa
consequence of unforeseen legal modifications) and the different credit quality of the counterparties (of the
companies in the Telefonica Group involved as well as that of the banking institutions).

iv. Ability to carry out the valuation of the derivative by using calculation systems available to the Telefonica
Group.
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Vi.

Telefénica uses several tools for the valuation and risk management of derivatives and debt. These include the
Kondor+ system, licensed by Reuters, which iswidely used among diverse financial institutions, as well asthe
speciaized financial library, the MBRM financia library.

Sale of options only when there is an underlying exposure.

The sale of putsor call optionsisonly permitted when: (i) there exists an underlying exposure (recorded on our
balance sheet or associated with a highly probable external cash flow) that offsets the potential loss of
exercising the option, or (ii) the option isincluded in some structure where there exists another derivative that
can compensate the loss. Similarly, options may be sold that are part of option structures where the net premium
islarger or equal to zero at the time of contracting.

For example, it isfeasible to sell short-term options on interest rate swaps that give the counterparty the right to
enter a swap that receives a certain fixed rate, lower than the prevailing rate at the time of the sale. In this
manner, if interest rates decline, Telefonicawould earn the premium and transform part of its debt from floating
to fixed at levels below the initial ones.

Hedge Accounting.
Risks with hedges that qualify for hedge accounting are mainly:

e Thefluctuation of market interest rates (whether the market rate, the credit spread or both), which has an
influence in the valuation of the underlying item or in the determination of the cash flows it generates.

e Thevariation of the exchange rate, which modifies the valuation of the underlying item in terms of the
company’s functional currency and which has an influence in the cash flow determination in terms of the
functional currency.

e Theoscillation in the volatility associated with any financia variable, financial asset or liability that
modifies the valuation or the cash flow determination of debts and investments with embedded options,
whether or not these are separable.

e Thechangein the vauation of any financia asset, especially shares of companies that are within the
available-for-sale portfolio.

Asfor the underlying item:
e Hedges can be implemented for the totality or for a part of such item.
e Therisk being hedged might be the whole term of the operation or just atemporary fraction of it.

e Theunderlying item can be: (i) ahighly probable future transaction; (ii) a contractible underlying item
(such as aloan, apayment in foreign currency, an investment or afinancial asset); or (iii) a combination of
both giving rise to a more extended term definition of underlying item with alonger term. Thus, in some
cases, hedges have longer maturity than the underlying items with which they are associated. This happens
when Telefénica enters long-term swaps, caps or collars to protect itself against interest rate increases that
could cause an increase in financial expenses generated by payables, commercial paper and certain floating
rate loans with maturity earlier than that of the hedge. These financing operations are likely to be renewed
at afloating rate. Also, the company commitsto this renewal when it defines the underlying item in amuch
more general way, that is, as a financing program at floating rates whose maturity matches the maturity of
the hedge.

Hedges might be of the following types:
e Fair value hedges.

e Effective cash flow hedges, for any value of the risk being hedged (e.g., interest rate risk or foreign
exchangerisk) or for arange of value associated with such risk (such as interest rates within 2% and 4% or
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interest rates above 4%). In thislast case, we will use options as the hedging instrument, and we will only
recognize as an effective hedge the intrinsic value of the option, recognizing variations in the time value of
the option to the profit and loss account.

e Netinvestment hedges linked to consolidated subsidiaries of the Telefénica Group. In general, these will be
carried out by Telefénica, S.A. and the rest of holding companiesin the Telefonica Group. Whenever
possible, real debt in foreign currency will be used for these hedges. Nonetheless, on many occasions, this
will not be possible for many Latin American currencies, since non-resident companies cannot issue debt in
those currencies as they are non-convertible. Similarly, it might be the case that the liquidity of the debt
market in terms of that particular currency is not sufficient enough in relation to the objective of the hedge
(e.g., the Czech crown or British pound) or that an acquisition is accomplished by means of accumulated
cash instead of raising funds in the capital markets. In these cases, both forwards and cross-currency swaps
will be used as hedging instruments to hedge the net investments. For cross-currency swaps where we pay
foreign currency at afixed rate, we will use the forward method (the interest differential and the variations
in the value of the derivative due to movements in interest rates are accounted for as reserves). For cross-
currency swaps where we pay foreign currency at afloating rate, we will use the spot method (the interest
differential and the variationsin the value of the derivative due to movementsin interest rates are
accounted for in the profit and loss account). As an exception to this general rule, for those currencies
where the interest rate differential is high with respect to the euro (e.g., Brazil), short-term structures are
chosen (approximately one year), and the spot method is used even if cross-currency swaps for paying
foreign currency at afixed rate have been contracted so as to make the comprehension of the income
statement easier. For hedges with forwards, we analyze each case currency-by-currency. Due to technical
market reasons or due to a potential change in foreign-exchange risk perception, we could reversein
advance the designation of the hedge independently of its maturity. Similarly, for those hedging positions
with near maturity (within three months) and as aresult of technical reasons such as liquidity and the size
of the market, maturity can be anticipated (by taking the opposite position or unwinding the derivative in
the market) if it has been decided not to rollover the hedge. In this case, the hedge designation would be
revoked and it would be considered similar to the maturity of the hedge. On the other hand, we could also
carry out in advance the rollover of the hedge, revoking the designation of the first one so asto design the
second one. On some occasions, the renewal of the hedge with derivatives could be implemented through
debt instrumentsin foreign currency.

e Hedges can be made up of a set of derivatives.

e Themanagement of accounting hedges does not need to be static. That is, the hedging relationship does not
need to remain unchanged until the end of the hedge, but it could be altered in order to perform an adequate
management so as to adhere to stated principles of stabilizing cash flows and financia results, and
protecting the value of our equity. Therefore, a hedge designation could be revoked before its maturity asa
result of achange in the underlying item or as a consequence of a change in the risk perceived with respect
to the underlying item. The derivative instruments included in those hedges could be reassigned to other
potential new hedges. These will need to be well-documented and fulfill applicable efficiency tests.

Our risk management guidelines are issued by the corporate finance area of the Telefénica Group and
implemented by the company CFO (who is responsible for balancing the interests of each company with those of the
Group), ensuring they arein line with the individua interests of the relevant company and those of the Telefénica
Group. The corporate finance area of the Telefénica Group may authorize exceptionsto this policy for justified
reasons, including the low level of liquidity of the markets with respect to clearly limited and reduced risks.
Similarly, the incorporation of new companiesin the Telefénica Group as aresult of acquisitions or mergers
requires an adaptation period.

The breakdown of the Group’s derivatives at December 31, 2006, their fair value at year-end and the expected
maturity scheduleis as follows:
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(in millions of euro)

Notional value

Maturity
Fair value Subsequent
Associated 12/31/06 2007 2008 2009 years Total
Interest rate hedges (268) 390 126 657 2,074 3,247
Cash flow hedges (210) 319 103 654 4,395 5,471
Fair value hedges (58) 71 23 3 (2,321) (2,224)
Exchangerate hedges 837 528 (305) 853 3,703 4,779
Cash flow hedges 862 511 67 853 3,703 5,134
Fair value hedges (25) 17 (372) 0 0 (355)
Interest and exchange rate
hedges 356 456 857 131 2,277 3,721
Cash flow hedges 179 52 481 0 2,268 2,801
Fair value hedges 177 404 376 131 9 920
Hedge of net investment in
foreign operations 185 (2,234) (244) (563) (1,946) (4,987)
Derivatives not designated as
hedges 34 7,372 (485) (402) 1,038 7,523
Interest rate 9 6,606 (202) (488) 999 6,915
Currency (51) 192 32 4 8 172
Interest and exchange rate 76 574 (251) 82 31 436

For hedges, the positive amount isin terms of fixed “payment”

For exchange rate hedges, a positive amount means payment of operating vs. foreign currency.

The breakdown of the Group’s derivatives at December 31, 2006 and 2005 are provided in the following tables:

SENSITIVITY TO INTEREST RATESAND EXCHANGE RATES OF DEBT OBLIGATIONS
AT DECEMBER 31, 2006

(in million euros, except percentages)

MATURITY DATES FAIR VALUE
Underlying Associated
2007 2008 2009 2010 2011 Subsequent Total Debt Derivatives TOTAL
EURO 691 1,915 3,632 3,342 8,630 12,234 30,444 28,463 2,516 30,979
Floating Rate.............. (6,808) (5,472) 2,430 1,236 4,762 4,992 1,140 7,194 (6,500) 694
Spread - Ref Euribor .. — — 0.40% 0.70% 0.30% 0.62% 0.39%
Fixed Rate.......c..c....... 7,499 480 (198) 2,106 2,968 6,042 18,897 10,539 9,113 19,652
Interest Rate................ 4.44% 4.24% 0.77% 7.14% 3.66% 4.82% 4.77%
Bounded Réte............. — 6,907 1,400 — 900 1,200 10,407 10,730 (97) 10,633
OTHER
EUROPEAN
CURRENCIES 577 612 1,362 2,162 806 7,150 12,669 8,801 4,003 12,804
Instrumentsin CZK 464 107 543 598 — 256 1,968 119 1,850 1,969
Floating Rate.............. 601 — — 272 — — 873 — 872 872
Spread ....c.coeeeveneeeiene — — — 0.02% — — 0.01%
Fixed Rate (137) 107 543 326 — 256 1,095 119 978 1,097
Interest Rate................ 3.75% 3.17% 3.15% 3.26% — 3.50% 3.19%
Bounded Rate............. — — — — — — —
Instrumentsin GBP 113 505 819 1,564 806 6,894 10,701 8,682 2,153 10,835
Floating Rate.............. 453 (439) 819 1,564 — 3,872 6,269 5,356 979 6,335
Spread ....c.ooeeevenieieiene 1.56% (0.04%) 0.24% 0.26% 0.37% 0.76%
Fixed Rate (340) 423 — — 806 3,022 3,911 2,802 1,178 3,980
Interest Rate............... 4.65% 5.00% — — 5.12% 5.87% 5.73%
Bounded Rate............. — 521 — — — — 521 524 (4) 520




MATURITY DATES FAIR VALUE
Underlying Associated
2007 2008 2009 2010 2011 Subsequent Total Debt Derivatives ~ TOTAL
AMERICA 145 1,370 1,375 1,215 508 4,622 9,235 13,916 (5,076) 8,840
Instrumentsin USD (969) 208 780 280 144 1,131 1,574 10,753 (9,175) 1,578
Floating Rate.............. (601) (25) (53) 130 — — (549) 2,711 (3,093) (382)
Spread .... (0.30%) (1.88%) 2.40% 0.09% 0.00% 0.00% (0.20%)
Fixed Rate.. (368) 222 63 139 133 1,080 (1,269) 7,357 (6,067) 1,290
Interest Rate................ 2.47% 7.41% 4.87% 11.03% 11.13% 8.62% 10.53%
Bounded Rate............. — 11 770 11 11 51 854 685 (15) 670
Instrumentsin UYU 0 2 1 1 2 — 6 6 — 6
Floating Rate.............. — — — — — — — — — —
Spread ........ — — — — — — —
Fixed Rate..... 0 2 1 1 2 — 6 6 — 6
Interest Rate.. 3.75% 3.75% 3.75% 3.75% 3.75% — 3.75%
Bounded Rate . — — —
Instrumentsin ARS 322 251 88 19 0 — 680 @ 706 705
Floating Rate.............. 79 — — — — — 79 — 78 78
Spread ... — — — — — — —
Fixed Rate.................. 231 251 88 19 0 — 589 (13) 628 615
Interest Rate................ 10.76% 11.22% 11.43% 11.10% 10.38% — 11.07%
Bounded Rate............. 12 — — — — — 12 12 — 12
Instrumentsin BRL 796 409 112 168 4 4 1,493 397 1,102 1,499
Floating Rate.............. 353 115 112 168 4 4 756 397 297 694
Spread ....coevevveeeeennnne (0.81%) (2.96%) (3.06%) 0.08% 1.66% 0.00% (1.25%)
Fixed Rate.................. 443 294 — — — — 737 — 805 805
Interest Rate................ 15.99% 12.45% — — — — 14.58%
Bounded Rate............. — — — — — — —
Instrumentsin CLP (40) 155 102 33 165 44 459 39 430 469
Floating Rate. 4 17 48 33 165 44 311 153 169 322
Spread ........ — (0.28%) 0.15% 0.38% 0.07% 0.38% 0.14%
Fixed Rate.................. (44) 138 54 — — — 148 (114) 261 147
Interest Rate................ 6.41% 4.80% 5.07% — — — 4.42%
Bounded Rate............. — — —
Instrumentsin UFC 3 132 171 96 119 86 607 192 424 616
Floating Rate.............. — — — 93 — — 93 94 — 94
Spread ..o — — — 0.45% — — 0.45%
Fixed Rate.. 3 132 171 3 119 86 514 98 424 522
Interest Rate.. 6.49% 2.57% 3.46% 6.49% 4.22% 3.97% 3.52%
Bounded Rate............. — — — — — — —
Instrumentsin PEN 208 89 40 57 67 273 734 546 239 785
Floating Rate.............. 6 8 — — — — 14 — 14 14
Spread ... — — — — — — —
Fixed Rate.................. 202 81 40 57 67 273 720 546 225 771
Interest Rate.. 6.88% 6.51% 6.40% 6.40% 6.93% 7.81% 7.13%
Bounded Rate — — — — — — —
Instrumentsin COP 445 117 — — 7 414 983 537 446 983
Floating Rete.............. 184 — — — 3 123 310 127 181 308
Spread ......cooevveeienne. — — — — 2.00% 4.45% 1.78%
Fixed Rate.................. 261 117 — — 4 291 673 410 265 675
Interest Rate................ 10.99% 8.04% — — 9.50% 5.50% 8.10%
Bounded Rate............. — — —
Instrumentsin UVR — — — — — 2,426 2,426 1,896 — 1,896
Floating Rete.............. — — — — — — — — — —
Spread — — — — — — —
Fixed Rate.. — — — — — 2,426 2,426 1,896 — 1,896
Interest Rate................ — — — — — 4.00% 4.00%
Bounded Rate............. — — — — — — —
Instrumentsin VEB (1,000) — — — — — (1,000) (1,000) — (1,000)
Floating Rate.............. — — — — — — — — — —
Spread ........ — — — — — — —
Fixed Rate..... (1,000) — — — — — (1,000) (1,000) — (1,000)
Interest Rate.. 5.69% — — — — — 5.69%

Bounded Rate
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MATURITY DATES FAIR VALUE
Underlying Associated
2007 2008 2009 2010 2011 Subsequent Total Debt Derivatives TOTAL
Instrumentsin MXN 379 7 81 561 — 244 1,272 563 740 1,303
Floating Rate.............. 590 4 78 350 — — 1,022 563 461 1,024
Spread .......... (0.01%) (0.52%) 2.59% 0.61% — — 0.40%
Fixed Rate.... (211) 3 3 211 — 244 250 — 279 279
Interest Rate.... 5.46% 8.83% 8.83% 8.17% 0.00% 9.25% 11.52%
Bounded Rate............. — — —
Instrumentsin GTQ 1 — — — — — 1 (12) 12 0
Floating Rate.............. 13 — — — — — 13 — 12 12
Spread ....c.coeeeverecieeene — — — — — — —
Fixed Rate................. (12) — — — — — (12) (12) — (12)
Interest Rate............... 2.00% — — — — — 2.00%
Bounded Rate............. — — — — — — —
ASIA 1 3 0 0 0 — (2 366 (374 (8)
Instrumentsin JPY 1 ?3) 0 0 0 — 2 366 (374) 8)
Floating Rete.............. 1 0 0 0 0 — 1 98 (98) 0
Spread ... — — — — — — —
Fixed Rate........c.c...... — 3) — — 0 — (©)] 268 (276) (8)
Interest Rate.... — — — — 2.30% — —
Bounded Rate.. — — —
AFRICA — — — — — 90 90 — 90 90
Instrumentsin MAD — — — — — 90 90 — 90 90
Floating Rate.............. — — — — — — — — — —
Spread .......... — — — — — — —
Fixed Rate.... — — — — — 90 90 — 90 90
Interest Rate.... — — — — — 4.54% 4.54%
Bounded Réte............. — — —
TOTAL 1,414 3,894 6,369 6,719 9,944 24,096 52,436 51,546 1,159 52,705
Total Floating Rate..... (5,125) (5,792) 3,434 3,846 4,934 9,035 10,332 16,693 (6,628) 10,065
Total Fixed Rate......... 6,527 2,247 765 2,862 4,099 13,810 30,310 22,902 7,903 30,805
Total Bounded Rate... 12 7,439 2,170 11 911 1,251 11,794 11,951 (116) 11,835
EXCHANGE RATE
OPTIONS a7) a7 (17)
OTHER (273)

The table below is an extract of the previous table that shows the sensitivity to interest rates originated by our
position on interest rate swaps.
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SENSITIVITY TO INTEREST RATESAT DECEMBER 31, 2006
DETAIL FOR INTEREST RATE SWAPS

(in millions of euro, except per centages)
MATURITY DATES

2007 2008 2009 2010 2011 Subsequent TOTAL Fair Value
EUR 0 0 — — — — (0) (101)
Fixed to floating — (0) — — — — (0) (12
Receiving leg ......ccocccuneeee. (241) (1,340) (997) (296) (2,031) (1,230) (6,135) (6,092)
Average Interest Rate............ 5.72% 4.35% 3.47% 3.31% 3.50% 4.27% 3.92%
Paying 1€ ....cooveevreeerreirrireieins 241 1,340 997 296 2,031 1,230 6,135 6,080
Average Spread..........ccoveuune. 0.05%  (0.34%) — — — — (0.07%)
Floating to fixed ........cccoevuennne — — — — — — — (79
Recaiving [€g .....cvverreerrerirenne. (6,315) (1,199) (326) — (2,685) (2,888) (13,413) (13,465)
Average Spread...........coeenee. 0.01% (0.18%) — — — — (0.01%)
Paying leg .....c.cocovvneucrnenee. 6,315 1,199 326 — 2,685 2,888 13,413 13,386
Average Interest Rete............ 3.77% 4.22% 3.55% — 3.24% 3.80% 3.71%
Floating to floating.........cccccu.... (0) — — — — — (0) (10
Recaiving [€g ......covevveerverircnne. (57) — (300) — — (50) (407) 411
Average Spread...........cceunee. 0.26% — 0.63% — — 0.45% 0.56%
Paying 1€ ....cocovevreecrreirririeennns 57 — 300 — — 50 407 (421)
Average Spread..........ccveuene. 0.33% — 0.11% — — 0.28% 0.16%
(74 G — — — — — — — 1
Floating to fixed ........cccocoeuenne — — — — — — — 1
Recelving [€g ....ccveevreivreriecnne, — (207) (543) (326) — — (976) 977)
Average Spread..........ccoveuene. — 0.03% 0.03% 0.02% — — 0.02%
i — 107 543 326 — — 976 978
Average Interest Rate............ — 3.17% 3.15% 3.26% — — 3.19%
— — — — — — — (119
Fixed to floating .......cccccvverunnee — — — — — — — (97)
Recelving [€g ......coveevreirnereecnne. — — — (494) (759) (2,468) (3,721) (3,828)
Average Interest Rate........... — — — 4.71% 5.44% 5.55% 5.42%
Paying 1€g ....cvvveeremeireeeeereeeinns — — — 494 759 2,468 3,721 3,731
Average Spread...........cceunee. — — — — — — —
Floating to fixed .......ccccccovununee — — — — — — — an
Receiving leg............. (114) (71) (28) (370) (28) (240) (751) (754)
Average Spread.... 0.73% 0.02% — — — — 0.11%
Paying l€g ....ccooveeereecenenee. 114 71 28 370 28 140 751 737
Average Interest Rete............ 5.98% 4.94% 4.34% 4.10% 4.34% 4.34% 4.53%
BRL oottt 62 — — 2 — — 64 92
Floating to Fixed ........cccccoeueunne 62 — — 2 — — 64 92
Recaiving [€g .....cvverveerreriecnne. (279) (294) — — — — (573 (609)
Average Spread...........cceenee. — — — — — — —
Paying 1€ ....coovuvvreeerreirneriicins 341 294 — 2 — — 637 701
Average Interest Rate............ 16.64% 12.45% — — — — 14.65%
Fixed tofloating ........cccccoeueunne — — — — — — — —
Receiving leg — — — — — — — —
— — — — — — — @
Floating to fixed ........cccocveuenne — — — — — — — 2
Recalving 1€g ....coveeeureeererieenne, (53) 1) @ (210) — — (265) (269)
(0.83%) (0.54%)  (0.54%) 0.61% — — 0.31%
53 1 1 210 — — 265 268
7.94% 8.43% 8.43% 8.16% — — 8.12%
— — — — — — — (10)
— — — — — — — 4




MATURITY DATES

2007 2008 2009 2010 2011 Subsequent TOTAL Fair Value

Recelving 1eg .....cccoveeirenninnnne — — — — — (745) (745) (741)
Average Interest Rate............. — — — — — 5.25% 5.25%

Paying 1€g ....cvenvveureeeirerenereneenns — — — — — 745 745 745
Average Spread...........cceunee. — — — — — — —

Floating to fixed .......ccceoevvurnnne — — — — — — — (15)

Recelving [€g ......ccoveerveirreriecnne. (521) — — — (806) (602) (1,929) (1,933)
Average Spread...........cceenee. — — — — — — —

Paying 1€g ....covevveuremeirererereeennns 521 — — — 806 602 1,929 1,919
Average Interest Rate............ 5.23% — — — 5.12% 4.96% 5.10%

The tables below describe all interest rates, foreign exchange options and interest rate options to which we were
aparty at December 31, 2006. Options are identified by notional amount and average strike price, and are classified
by both type and maturity.

FOREIGN EXCHANGE OPTIONS

(in euros) 2007 2008 2009 2010 2011 2012+
Call USD / Put ARS
Notional bought Options..........ccccceverirueunnen. 148,357,173 — — — — —
SHTKE. oo 3.1356 — — — — —
Notional sold options.........ccccceevrerereerennnen. 18,381,195 — — — — —
SHKE. v 3.4800 — — — — —
Call EUR / Put USD
Notional bought Options..........cccceevreeueeee. 212,177,910 — — — — —
SHTKE. oo 1.2643 — — — — —
Notional sold options.........ccccceevrerereerennnen. 176,678,815
SUTKE. e 1.3150
Put USD / Call EUR
Notional bought Options..........cccceeevreeueuneen. 602,126,044 — — — — —
SHMKE. et 1.3158 — — — — —

INTEREST RATE OPTIONS

(in euros) 2007 2008 2009 2010 2011 2012+

Collars

Notional bought.........cccevrrerieceiennrnnenes 12,399,000 7,439,279,505 2,169,847,296 10,545,853 910,545,853 52,729,267

SIKE CaP et 12.50% 2.83% 3.72% 4.25% 3.96% 4.25%

StHKE FIOON .....veveveeeeieeeteeeeeee e 4.50% 2.32% 2.75% 3.00% 3.19% 3.00%

Notional sold.......cccceeevvievieiecceeeeeeins — — — — — 1,500,000,000

SINKE CaP et — — — — — 6.82%

S GG Lo R — — — — — 4.18%
Caps

Notional sold ........ccceveueiieeiveereeeeececevee, — 7,428,733,651 2,169,847,296 — 900,000,000 —

SHHKE...vvcveeee et — 4.26% 4.62% — 4.55% —
Floors

Notiona bought.........ccccovrervreeienireninennen, — 7,421,221,000 2,169,847,296 — 900,000,000 —

SHKE. vttt e — 1.11% 0.01% — 1.00% —

Notional sold.......cccceeeevievieeieeceeeeeis — — — — — 700,000,000

SHTKE. ettt — — — — — 2.15%
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SENSITIVITY TO INTEREST RATESAND EXCHANGE RATESOF DEBT OBLIGATIONS
AT DECEMBER 31, 2005

(in million euros, except percentages)

MATURITY DATES FAIR VALUE
Underlying Associated
2006 2007 2008 2009 2010 Subsequent Total Debt Derivatives TOTAL
EURO ..ot 10,300 577 332 2,123 2,040 10,235 25,607 20,555 6,387 26,942
Floating Rate ... 6,313 (286) (426) 398 (338) 2,035 7,696 9,620 (1,864) 7,756
Spread-Ref Euribor..... 0.03% (0.05)% 0.61% 1.27% (1.25)% 0.54% 0.26%
Fixed Rate..........ccceveunene 3,979 855 750 325 2,154 7,000 15,063 8,075 8,094 16,169
Interest Rate................ 3.03% 5.10% 4.18% 5.73% 7.06% 391%  4.25%
Bounded Rate.............. 8 8 8 1,400 224 1,200 2,848 2,860 157 3,017
Other European
CUrrencies.....oovveeenns (6,104) — 308 515 567 — (4,714 141 (4,836) (4,695)
Instrumentsin CZK ........ 651 — 308 515 567 — 2,041 141 1,902 2,043
Floating Rate.................. 717 — — 0 361 — 1,078 — 1,077 1,077
Spread ..o — — — 0.05% 0.02% — 0.01%
Fixed Rate........cccoeueunnene (66) — 308 515 206 — 963 141 825 966
— 3.39% 3.15% 3.17% — 3.32%
— — — — — (6,755) — (6,738) (6,738)
Floating Rate ................. (6,755) — — — — — (6,755) — (6,738) (6,738)
Spread...... — — — — — — —
Fixed Rate....... — — — — — — — —
Interest Rate. — — — — — —
AMERICA. ..o 1,500 1,779 1,245 1,449 920 2,167 9,060 9,890 (127) 9,763
Instrumentsin USD ......... (980) 183 515 973 361 1,748 2,800 8,739 (5,324) 3,415
Floating Rate.................. (615) (136) 288 44 — 223 (196) 2,366 (2,472) (206)
(2.25)
Spread.....cccovvvenicnene (0.57)% (0.65)% 0.22% (4.30)% — 0.59% %
Fixed Rate........ccocereurnene (365) 319 215 70 180 1,454 1,873 5,402 (3,011) 2,391
Interest Rate................ 1.02% 8.92% 7.10% 5.02% 9.93% 7.68% 9.23%
— — 12 859 181 71 1,123 971 159 1,130
439 93 — — — 0 532 18 506 524
136 — — — — — 136 2 129 131
Fixed Rate........cccoceueurnene 285 79 — — — 0 364 (16) 377 361
Interest Rate..... 7.88% 8.77% — — — 10.38% 8.08%
Bounded Rate...... 18 14 — — — — 32 32 — 32
Ingtrumentsin BRL ......... 370 1,047 213 100 148 25 1,903 412 1,570 1,982
Floating Rate.................. 203 1,047 213 100 148 25 1,736 412 1,409 1,821
(0.72)
Spread .....coooveeveeeeeennne (1.43)% (0.30)% (1.69)% (3.62)% — 2.69% %
Fixed Rate..........ccccueuenee 167 — — — — — 167 0 161 161
10.38
Interest Rate................ 10.38% — — — — — %
Instrumentsin CLP......... 442 100 217 80 — — 839 (43) 870 827
Floating Rete.................. 300 — 20 18 — — 338 — 331 331
(0.03)
o =To I — — (0.28)% (0.33)% — — %
Fixed Rate....... 142 100 197 62 — — 501 (43) 539 496
Interest Rate..... 4.28% 4.45% 4.80% 5.07% — — 4.62%
Instrumentsin UFC. 73 3 150 194 109 75 604 139 456 595
Floating Rate ................. 70 — — — 106 — 176 111 58 169
Spread .....ccooveeveeeeeenne 0.08% — — — 0.45% — 0.30%
Fixed Rate....... 3 3 150 194 3 75 428 28 398 426
Interest Rate.... 6.49% 6.49% 2.57% 3.51% 6.49% 4.74% 3.45%
Instrumentsin PEN. 262 215 16 11 23 196 723 353 384 737
43 25 — — — — 68 — 65 65
219 190 16 11 23 196 655 353 319 672
6.10% 5.80% 7.94% 7.00% 6.07% 7.99% 6.64%

147



MATURITY DATES FAIR VALUE
Underlying Associated
2006 2007 2008 2009 2010 Subsequent Total Debt Derivatives TOTAL
Instrumentsin COP......... 243 58 128 — 5 434 44 404 448
Floating Rate.................. 97 — 0 — 0 97 0 96 96
Spread .....ooveeveeerneenne 0.00% — 6.50% — — 6.50%  0.00%
Fixed Rate........cccccouvenee. 146 58 128 — 5 337 4 308 352
Interest Rate................ 9.51% 8.79% 8.04% — 9.50%  8.83%
Instrumentsin MXN ....... 646 80 6 91 279 118 1,220 238 993 1,231
Floating Rete........ 702 13 3 88 277 — 1,083 279 808 1,087
Spread .... (0.01)% (0.66)% (0.52)% 2.59% 0.60% — 0.35%
Fixed Rate.........cocccovunees (56) 67 3 3 2 118 137 (412) 185 144
11.27
Interest Rate................ 2.61% 7.93% 8.83% 8.83% 8.83% 9.25% %
Instrumentsin GTQ 5 — — — — — 5 (10) 14 4
Floating Rate.................. 15 — — — — 15 — 14 14
— — — — — (10 (10) — (10)
— — — — 2.00%
[€)) 0 0 — 1 1 291 (289) 2
(1) 0 0 — 1 1 291 (289) 2
0 0 0 1 2 148 (247) 1
3.79% 3.79% 1.25% 379%  3.79%
(1) — — 0 (1) 143 (142) 1
2.16% — — 230%  3.76%
— — — 91 91 — 82 82
— — — — 91 91 — 82 82
— — — — 91 91 — 82 82
— — — — 454%  454%
2,355 1,885 4,087 3,527 12,494 30,045 30,877 1,217 32,094
Total Floating Rate.......... 1,227 663 98 648 554 2,284 5474 12,938 (7,234) 5,704
Total Fixed Rate..... .. 4444 1,670 1,767 1,180 2,568 8,939 20,568 14,076 8,135 22,211
Total Bounded Rate......... 26 22 20 2,259 405 1,271 4,003 3,863 316 4,179
EXCHANGE RATE
OPTIONS.......cocccninnne (15 — — — — (15) — (15) (15)
OTHERLIABILITIES... — — — — — 502 — — —
NET DEBT ....coonerrennne 29,887
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The table below is an extract of the previous table that shows the sensitivity to interest rates originated by our
position on interest rate swaps.

SENSITIVITY TO INTEREST RATESAT DECEMBER 31, 2005

Fixed to floating ..
Receiving leg......ccccoeeennenne
Average Interest Rate.......
Paying leg
Average Spread.................
Floating to fixed .......ccccovvene
Receiving leg........
Average Spread
Paying leg
Average Interest Rate.......
Floating to floating..
Receiving leg.......
Average Spread .
Paying leg ...........
Average Spread .

Floating to fixed .........ccccouvenne
Receiving leg
Average Spread................
Paying leg .....cccoooveicninennns

Fixed to floating .........ccccovennne
Receiving leg
Average Interest Rate.......
Payingleg .....ccooveicninennne
Average Spread .
Floating to fixed .......ccccccvnune
Receiving leg......ccccceeennennne
Average Spread .
Paying leg ....ccccovveveeninennns
Average Interest Rate.......
BRL
Floating to fixed ........ccccceunenene
Receiving leg......ccccceeevinenne
Average Spread .
Paying leg ....ccccovvevenirenne

Floating to fixed ..
Receiving leg.......
Average Spread .
Payingleg .....ccocovueunne
Average Interest Rate.......

DETAIL FOR INTEREST RATE SWAPS

(in million eur os, except per centages)

MATURITY DATES

2006 2007 2008 2009 2010 Subsequent TOTAL Fair Value

0 ) () — — — 0 74

— — ) — — — ©) (95)
(334) (241) (740) (497) (196) (139) (2,147) (2,159)
2.51% 5.72% 4.69% 3.06% 3.06% 6.73% 4.07%
334 241 740 497 196 139 2,147 2,065
(0.12)% 0.05% (0.62)% (0.00)% (0.00)% (0.04)% (0.23)%
— — — — — — — 178
(330) (615) (1,199) (326) — (5,000) (7,470) (7,493)
— 0.08% (0.18)% — — — (0.02)%
330 615 1,199 326 — 5,000 7,470 7,671
1.61% 4.81% 4.22% 3.55% — 3.40% 3.57%

0 (0) — — — — 0 ©)
(28) (57) — (300) — (92) (477) (448)
— 0.26% — 0.63% — 0.20% 0.47%

28 57 — 300 — 92 477 438
0.15% 0.33% — 0.11% — 0.10% 0.14%
— — — — — — — 2
— — — — — — — 2
— — (101) (515) (206) — (822) (823)
— — 0.03% 0.03% 0.01% — 0.02%
— — 101 515 206 — 822 825
— — 3.17% 3.15% 3.17% — 3.16%
— — — — — — — (15)
— — — — — — — 2
— — — — (551) — (551) (556)
— — — — 4.71% — 4.71%
— — — — 551 — 551 554
— — — — — — — (14)
— (127) (79) (3D (413) (187) (837) (799)
— 0.73% 0.02% — — — 0.11%
— 127 79 31 413 187 837 785
— 5.98% 4.94% 4.34% 4.10% 4.34% 4.53%
— — — — — — — 0
— — — — — — — 0
— (22) — — — — (21) (21)
— 9.43% — — — — 9.43%
_ 21 _ — — — 21 21
— — — — — — — 2
— — — — — — — 2
(106) (59) (1) @) @) — (168) (169)
(0.63)% (0.83)% (0.54)% (0.54)% (0.54)% — (0.70)%
106 59 1 1 1 — 168 171
7.73% 7.94% 8.43% 8.43% 8.43% — 7.82%
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The tables below describe all interest rates, foreign exchange options and interest rate options to which we were
aparty at December 31, 2005. Options are identified by notional amount and average strike price, and are classified
by both type and maturity.

INTEREST RATE OPTIONS

(in euros) 2006 2007 2008 2009 2010 2011+
Collars
Notiona bought ............ 7,512,651 7,512,651 19,285,889 2,259,446,375 11,773,238 70,639,428
Strike Cap ......... 5.520% 5.520% 4.745% 3.725% 4.250% 4.250%
Strike Floor ... 5.415% 5.415% 3.941% 2.740% 3.000% 3.000%
Notional sold................. — — — — — 1,500,000,000
Strike Cap ....oeveeereen — — — — — 6.823%
Strike FIOOr .....cccvvevnee, — — — — — 4.184%
Caps
Notiond sold................. 7,512,651 7,512,651 19,285,889 2,559,446,375 11,773,238 70,639,428
S (T 7.000% 7.000% 6.237% 3.796% 5.750% 5.750%
Floors
Notiona bought ............ — — — 2,247,673,137 — —
S (T — — — 0.010% — —
Notiond sold................. — — — — 393,800,158 700,000,000
S T — — — — 4.431% 2.146%
FOREIGN EXCHANGE OPTIONS
(in euros) 2006 2007 2008 2009 2010 2011+

Call USD/Put ARS
Notional bought — — — _

OptioNS....cccovveeereenen. 212,919,154 —
2.9645 — — — _ _
OpLioNS....ccovveceeeeenen. 312,081,925
S 1] 3.1168 — — — _ _
Put USD/Call ARS — — — — _
Notional bought — — — — _
OpLioNS....cccevreeveeerenen, 46,201,302
S L1 T 2.7200 — — — — _
Put USD/Call EUR — — — — _
Notiond options............ 1,380,494,535 — — — _ _
S L1 T 1.2108 — — — — _
Notional sold — — — — _
OpLioNS....ccevveeeeeennen, 1,122,785,454
SHHKE..cveiereeees 1.2644 — — — — _
Call USD/Put MXN — — — — _
Notional bought — — — _ _
OptioNS....cccovveeeeeennen. 77,731,627
S (1T 11.4550 — — — — _
Notional sold — — — _ _
OpLioNS....cccovveeericnnen. 77,731,627
S 11T 12.4550 — — — — _

Item 12.Description of Securities Other Than Equity Securities

Not applicable.
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Part 11
Item 13.Defaults, Dividend Arrearages and Delinquencies
None.
Item 14.Material Modificationsto the Rights of Security Holders and Use of Proceeds
Not applicable.
Item 15.Controlsand Procedures
(a) Disclosure Controls and Procedures

Our Chief Executive Officer and our Chief Financial Officer, after evaluating the effectiveness of our disclosure
controls and procedures (as defined in Exchange Act Rule 13a-15(€)) as of the end of the period covered by this
Form 20-F, have concluded that, as of such date, our disclosure controls and procedures were effective.

(b) Management’s Annual Report on Internal Control over Financial Reporting

The management of Telefonica S.A. isresponsible for establishing and maintaining adequate internal control
over financial reporting as defined in Rules 13a— 15(f) and 15d and 15(f) under the Securities Exchange Act of
1934. Telefonica’sinternal control system is designed to provide reasonable assurance as to the reliability of the
published financial statements under generally accepted accounting principles.

Telefonica management assessed the effectiveness of the company’sinternal control over financial reporting as
of December 31, 2006. In making this assessment, it used the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) in Internal Control — Integrated Framework. Based on its
assessment and those criteria, Telefonica management believes that, as of December 31, 2006, the Company’s
internal control over financial reporting is effective.We excluded from the scope of our assessment of internal
control over financial reporting the operations and related assets of O2 plc which we acquired on January 23, 2006.
At December 31, 2006 and for the period from January 23, through December 31, 2006, total assets and total
revenues subject to O2 plc’sinternal control over financial reporting represented 11% and 21%, of Telefonica’s
consolidated total assets and total revenues as of and for the year ended December 31, 2006.

(c) Attestation Report of the Independent Registered Public Accounting Firm

Telefénica’s independent registered public accounting firm, Ernst & Young S.L., has issued an attestation report
on management’s assessment of the company’sinternal control over financial reporting. The attestation report is
included on page F-1.1.

(d) Changesin Internal Control Over Financial Reporting

There were no changesin our internal control over financial reporting during the period covered by this Annual
Report that have materially affected, or are reasonably likely to materially affect, our internal control over financial

reporting.
Item 16.
A. Audit Committee Financial Expert

Our Board of Directors has determined that Mr. Antonio Massanell meets the requirements of an “audit
committee financial expert” as defined by the SEC.

B. Codeof Ethics

We have adopted a code of ethics (Normas de Conducta Para Financieros Grupo Telefénica), applicable to our
Chief Executive Officer, Chief Financial Officer, principal accounting officer, controller and persons performing
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similar functions within the Telefénica Group. A copy of our code of ethicsisfiled as an Exhibit to this Annual
Report.

C. Principal Accountant Feesand Services

The fees accrued for the fiscal years 2006 and 2005 from various member firms of the Ernst & Y oung
international organization, to which Ernst & Young, S.L, our auditors, belongs, amounted to €23.47 and €14.84
million, respectively. These feesinclude the total amounts of the Spanish and foreign companies in which the
Telefénica Group has effective control or joint control with third parties.

For theyear ended

December 31,
2006 2005
(in million euro)
AUAIT FEES....e et b bttt e e b e bbbt se e eneas 22.04 12.54
YT T e = =Y ¢ TN 0.92 0.61
I ) ¢ T 0.11 0.31
F e T ==Y (<) N 0.40 1.38
TOLAl FEES...otieeiiete ettt ettt sttt st sttt b et e et et et et ente e renteneere s 23.47 14.84

(1) Audit-Related Fees. The services included under this caption are basically services related to review of
information required by the different regulatory authorities and attest services related to financial reporting that
are not required by statute or regulation.

(2) Tax Fees: The services included under this caption are, among others, consultancy and fiscal advising, review
tax returns, studies of transference prices, tax reviews and issues of opinions of fiscal nature demanded by local
regulations.

(3) All Other Fees. The services included under this caption are assistance in relation to the Sarbanes-Oxley Act,
process consulting related to implementation project and quality assurance, revision of operative procedures of
security, project manage the completion of the interior of new offices, etc.

D. Exemptionsfrom the Listing Standardsfor Audit Committees
Not applicable.

E. Purchasesof Equity Securities by the Issuer and Affiliated Purchasers

2006

Total Number of Shares (or
AveragePrice Units) Purchased as Part of
Total Number of Paid per Share  Publicly Announced Plansor

Period of Fiscal Year Shares Purchased (euros) Programs(1)(2)
January 110 January 31........cccoocereerennenie e 16,151,959 12.80 16,151,959
February 1to February 28..........cccooviiininenenenieeeienens 11,200,000 12.76 11,200,000
March 1toMarch 31........cccccoviiiieie e, 62,338,979 13.14 62,338,979
AP 110 APFIT 30t 18,692,502 12.53 13,692,502
May LIoOMay 31L......ooeeeeeeee e 6,321,704 12.84 4,500,000
JUNE L0 JUNE 0. — — —
JULY 21O JUIY 3L — — —
August 1to AUGUSE 3L ... 17,264,486 13.22 17,264,486
September 1 to September 30 ......covveeriverereeeee 33,704,004 13.17 33,704,004
October 1to October 31........cccoeeeeveeiieiecece e, 8,314,813 13.86 8,314,813
November 1 to November 30.......ccccoceveveveveseeieieeciennens 28,005,644 14.58 15,005,644
December 1 to Decembier 31........cocovvveveveneneeeeeeiennens 12,500,000 15.28 1,208,569
TOLAl i e 214,494,091 13.38 183,380,956
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2

The number of shares of the treasury stock at the end of year 2006 amounted 75,632,559 (136,647,061 at
the end of year 2005)

All purchases listed are related to our announcement in 2003 of our commitment to dedicate a minimum of
€4 hillion to the acquisition of our treasury stock over the 2003-2006 period, subject to free cash flow
generation and our share price. Consistent with our commitment to shareholder remuneration, in April 2005
we announced our decision to execute a renewed and extended €6 billion share buyback program until
2007.

Further, in accordance with our commitment of cancelling the shares purchased as part of the program,
Telefénica’s Board of Directors submitted for the approval of the Annual General Shareholders’ Meeting a
proposed resolution to reduce the share capital of the Company by the nominal value of certain of the
aforesaid treasury stock. The Annual General Shareholders’ Meeting held on May 10, 2007approved the
reduction of the share capital of the Company by €147,633,912, with the redemption of 147,633,912 shares
of the treasury stock. The Annual General Shareholders’ Meeting also authorized the Board of Directors to
execute this capital reduction within one year after the adoption of the resolution
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Part I11

Item 17.Financial Statements

We have responded to Item 18 in lieu of responding to this Item.

Item 18.Financial Statements

Please see pages F-1 through F-145.

Item 19.Exhibits

Exhibit

Number  Description

11 Amended and Restated Articles of Association (English translation)

41 Shareholders’ Agreement dated as of April, 28 2007 among Telefénica S.A., Assicurazioni Generdi
Sp.A., SintoniaS.A., Intesa Sanpaolo S.p.A., Mediobanca S.p.A.

4.2 Co-investment Agreement dated as of April, 28 2007 among Telefénica S.A., Assicurazioni Generali
S.p.A., Sintonia S.A., Intesa Sanpaolo S.p.A., Mediobanca S.p.A.

4.3 Merger Plan of Telefénica, S.A. and TelefonicaMdviles, SA. dated as of March 29, 2006*

44 Framework Agreement between Telefonica, S.A. and O2 plc dated October 31, 2005, together with the
amendment thereto dated November 18, 2005***

45 Merger Plan of Telefénica, S.A. and Terra Networks, S.A. dated as of February 23, 2005**

8.1 Subsidiaries of Telefonica, S.A. (see note 1 to the consolidated financial statements and Appendix |
thereto)

111 Code of Conduct for Financia Officers****

121 Certification of César Alierta lzuel, Chief Executive Officer of Telefonica, S.A., pursuant to Section 302
of the Sarbanes-Oxley Act of 2002

12.2 Certification of Santiago Fernandez Valbuena, Chief Financial Officer of Telefénica, S.A., pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

131 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-

Oxley Act of 2002

*kk

*kk*k

Incorporated by reference to Telefénica, S.A.’s filing made pursuant to Rule 425 under the U.S. Securities
Act of 1933, as amended, on March 29, 2006.

Included as Annex A-1 to the joint information statement/prospectus contained in the registration statement
on Form F-4 of Telefénica, S.A. and Terra Networks, SA. (registration no. 333-123162).

Incorporated by reference to Telefonica, S.A.’s Annua Report on Form 20-F for the fiscal year ended
December 31, 2005.

Incorporated by reference to Telefonica, S.A.’s Annual Report on Form 20-F for the fiscal year ended
December 31, 2003.
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SIGNATURES

Theregistrant hereby certifies that it meets all of the requirements for filing on Form 20-F and has duly caused
and authorized the undersigned to sign this Annual Report on its behalf.

TELEFONICA, SA.

By: /4 César Aliertalzuel

Name:  César Aliertalzue
Title: Chief Executive Officer

TELEFONICA, SA.

By: /s/ Santiago Ferndndez Vabuena

Name:  Santiago Fernandez Vabuena
Title: Chief Financia Officer

Date: May 18, 2007
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CONSOLIDATED FINANCIAL STATEMENTS (CONSOLIDATED
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Report of Independent Registered Public Accounting Firm

The Board of Directors of and Shareholders of Telefénica S.A.

We have audited management’s assessment, included in the accompanying Assessment of Internal
Control, that Telefonica S.A. maintained effective internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (the COSO
criteria). The controlling Company’s Directors are responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility isto express an opinion on management’s assessment and
an opinion on the effectiveness of the company’sinternal control over financial reporting based on
our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective interna control over financial reporting was
maintained in al material respects. Our audit included obtaining an understanding of internal
control over financial reporting, evaluating management’s assessment, testing and evaluating the
design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides areasonable basis
for our opinion.

A company’sinternal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements
for external purposes in accordance with generally accepted accounting principles. A company’s
internal control over financial reporting includes those policies and procedures that (1) pertain to
the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the company; (2) provide reasonable assurance that transactions
are recorded as necessary to permit preparation of financial statementsin accordance with
generally accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company;
and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of itsinherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

As indicated in the accompanying Assessment of Internal Control, the controlling Company’s
Directors’ assessment of and conclusion on the effectiveness of internal control over financial
reporting did not include the internal controls of O2 plc acquired on January 23, 2006, which is
included in the 2006 consolidated financial statements of Telefonica S.A. and constituted 11% of
total assets as of December 31, 2006 and 21% of total revenues for the year then ended. Our audit
of internal control over financial reporting of Telefénica S.A. also did not include an evaluation of
theinternal control over financial reporting of O2 plc.
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In our opinion, the controlling Company’s Directors’ assessment that Telef6nica S.A. maintained
effective internal control over financial reporting as of December 31, 2006, isfairly stated, in all
materia respects, based on the COSO criteria. Also, in our opinion, Telefdnica S.A. maintained, in
all material respects, effective internal control over financial reporting as of December 31, 2006,
based on the COSO criteria

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated balance sheets of Telefénica, S.A. and
subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements of
income, cash flows and recognized income and expense for each of the two yearsin the period
ended December 31, 2006 and our report dated May 18, 2007 expressed an unqualified opinion
thereon.

Ernst & Young, SL.

/s/ José Luis Perelli Alonso
José Luis Perdlli Alonso

Madrid, Spain
May 18, 2007
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Report of Independent Registered Public Accounting Firm

The Board of Directors of and Shareholders of Telefénica S.A.

We have audited the accompanying consolidated balance sheets of Telefénica, S.A. and
subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements of
income, cash flows and recognized income and expense for each of the two years in the period
ended December 31, 2006. These consolidated financial statements are the responsibility of the
controlling Company’s Directors. Our responsibility isto express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of materia
misstatement. An audit includes examining, on atest basis, evidence supporting the amounts and
disclosuresin the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Telefénica, S.A. and subsidiaries as of December 31, 2006 and
2005 and the consolidated results of its operations and its cash flows for each of the two yearsin
the period ended December 31, 2006 in conformity with International Financial Reporting
Standards as adopted by the European Union, which differ in certain respects from U.S. generally
accepted accounting principles. Information relating to the nature and effect of such differencesis
presented in Note 25 to the consolidated financial statements.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Telefénica S.A.’sinternal control over
financial reporting as of December 31, 2006, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission and our report dated May 18, 2007 expressed an unqualified opinion thereon.

Ernst & Young, S.L.

/s/ José Luis Perelli Alonso
José Luis Perdlli Alonso

Madrid, Spain
May 18, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors of and Shareholders of TelefénicaS.A.

We have audited the accompanying consolidated statements of income, cash flows and recognized
income and expense of Telefonica, S.A. and of the companies comprising the Telefénica Group
(the “Company”) for the year ended December 31, 2004. These consolidated financial statements
are the responsibility of the controlling Company’s Directors. Our responsibility is to express an
opinion on these consolidated financial statements based on our audit.

We conducted our audit in accordance with standards of the Public Company Accounting
Oversight Board (United States of America). Those standards require that we plan and perform the
audit to obtain reasonable assurance about whether the consolidated financial statements are free
of material misstatements. The Company is not required to have, nor were we engaged to perform,
an audit of itsinternal control over financial reporting. Our audit included consideration of internal
control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company’sinternal control over financial reporting. Accordingly, we express no such opinion. An
audit includes examining, on atest basis, evidence supporting the amounts and disclosuresin the
consolidated financial statements. An audit also includes ng the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial
statements presentation. We believe that our audit provide areasonable basis for our opinion.

The consolidated balance sheet as of December 31, 2004 and comparative financia statements
related to the year ended December 31, 2003, asrequired in IAS 1, Presentation of Financial
Statements, are not presented. In our opinion, disclosure of such information is required under
International Financial Reporting Standards, as adopted by the European Union.

In our opinion, except for the omission of the comparative financial statements as discussed in the
preceding paragraph, such consolidated financial statements present fairly, in all material respects,
the results of operations and cash flows of Telefénica, S.A. and of the companies composing
Telefénica Group for the year ended December 31, 2004, in conformity with International
Financial Reporting Standards, as adopted by the European Union.

International Financial Reporting Standards, as adopted by the European Union, vary in certain
significant respects from accounting principles generally accepted in the United States of America.
Information relating to the nature and effect of such differencesis presented in Note 25 to the
consolidated financial statements.

Asdiscussed in Notes 4 and 18 to the financial statements, the accompanying 2004 financial
statements have been retrospectively adjusted for the change in business segments presentation
and discontinued operations of Telefdnica Publicidad e Informacion, S.A., respectively.

/s/ Deloitte, S.L.

Madrid, Spain
April 12, 2006

(May 18, 2007 asto Notes 4 and 18)
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TELEFONICA GROUP
CONSOLIDATED BALANCE SHEETSASOF DECEMBER 31

(MILLIONS OF EUROS)

ASSETS NOTE 2006 2005
A) NON-CURRENT ASSETS 91,269 59,545
Intangible assets (Note 6) 20,758 7,877
Goodwill (Note 7) 21,739 8,910
Property, plant and equipment (Note 8) 33,887 27,993
Investment property 1 35
Investments in associates (Note 9) 959 1,664
Non-current financial assets (Note 13) 5,224 4,681
Deferred tax assets (Note 17) 8,701 8,385
B) CURRENT ASSETS 17,713 13,629
Inventories 1,012 920
Trade and other receivables (Note 11) 9,666 7,516
Current financial assets (Note 13) 1,680 1,518
Current tax receivables (Note 17) 1,554 1,448
Cash and cash equivalents (Note 13) 3,792 2,213
Non-current assets held for sale 9 14
TOTAL ASSETS(A +B) 108,982 73,174
EQUITY AND LIABILITIES NOTE 2006 2005
A) EQUITY (Note 12) 20,001 16,158
Equity attributable to equity holders of the parent 17,178 12,733
Minority interests 2,823 3,425
B) NON-CURRENT LIABILITIES 62,645 35,126
Interest-bearing debt (Note 13) 50,676 25,168
Trade and other payables (Note 14) 982 1,128
Deferred tax liabilities (Note 17) 4,700 2477
Provisions (Note 15) 6,287 6,353
C) CURRENT LIABILITIES 26,336 21,890
Interest-bearing debt (Note 13) 8,381 9,236
Trade and other payables (Note 14) 13,953 9,719
Current tax payables (Note 17) 2,841 2,192
Provisions (Note 15) 1,161 743
TOTAL EQUITY AND LIABILITIES (A+B+C) 108,982 73,174

The accompanying Notes 1 to 25 and Appendices| to 1V arean integral part of these consolidated financial statements.
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TELEFONICA GROUP

CONSOLIDATED INCOME STATEMENTSFOR THE YEARSENDED DECEMBER 31

(MILLIONS OF EUROYS)

INCOME STATEMENT NOTE 2006 2005 2004
Revenues from operations (Note 19) 52,901 37,383 29,809
Other income (Note 19) 1,571 1,416 1,134
Supplies (16,629) (9,999) (7,577)
Personnel expenses (Note 19) (7,622) (5,532) (4,976)
Other expenses (Note 19) (11,095) (8,212) (6,373)
Depreciation and amortization (Note 19) (9,704) (6,693) (5,642)
OPERATING INCOME 9,422 8,363 6,375
Share of profit (loss) of associates (Note 9) 76 (128) (50)
Finance income 1,082 630 1,166
Exchange gains 4,513 4,317 3,689
Finance expenses (3,877) (2,420) (2,622)
Exchange losses (4,452) (4,155) (3,866)
Net financial income (expense) (Note 16) (2,734) (1,628) (1,633)
PROFIT BEFORE TAXESFROM CONTINUING OPERATIONS 6,764 6,607 4,692
Corporate income tax (Note 17) (1,781) (1,904) (1,451)
PROFIT FOR THE YEAR FROM CONTINUING OPERATIONS 4,983 4,703 3,241
Profit after taxes from discontinued oper ations (Note 18) 1,596 124 245
PROFIT FOR THE YEAR 6,579 4,827 3,486
Minority interests (Note 12) (346) (381 (310
PROFIT FOR THE YEAR ATTRIBUTABLE TO EQUITY HOLDERS

OF THE PARENT 6,233 4,446 3176
Basic and diluted ear nings per sharefor continuing operations

attributable to equity holders of the parent (euros) (Note 19) 0.973 0.898 0.597
Basic and diluted earnings per share attributableto equity holders of

the parent (euros) (Note 19) 1.304 0.913 0.637

The accompanying Notes 1 to 25 and Appendices| to |1V arean integral part of these consolidated financial statements.

The 2005 and 2004 financial statements was restated to present the operations of Telefénica Publicidad e Informacién, SA. as

discontinued operations.
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TELEFONICA GROUP

CONSOLIDATED CASH FLOW STATEMENTSFOR THE YEARSENDED DECEMBER 31

(MILLIONS OF EUROYS)

NOTE 2006 2005 2004
Cash flows from operating activities
Cash received from customers 60,285 44,353 36,367
Cash paid to suppliers and employees (41,475) (30,532) (24,674)
Dividends received 76 71 71
Net interest and other financial expenses paid (2,372) (1,520) (1,307)
Taxes paid (1,100) (1,233) (326)
Net cash from oper ating activities (Note 23) 15,414 11,139 10,131
Cash flows from investing activities
Proceeds on disposals of property, plant and equipment and intangible assets 129 113 241
Payments on investments in property, plant and equipment and intangible assets (6,933) (4,423) (3,488)
Proceeds on disposals of companies, net of cash and cash equivalents disposed 2,294 502 532
Payments on investments in companies, net of cash and cash equivalents acquired (23,757) (6,571) (4,201)
Proceeds on financial investments not included under cash equivalents 109 148 32
Payments made on financial investments not included under cash equivalents (220) (18) (76)
Interest received on current financial assets 312 625 1,139
Capital grants received 14 32 13
Net cash flowsused in investing activities (Note 23) (28,052) (9,592 (5,808)
Cash flows from financing activities
Dividends paid (Note 12) (3,196) (2,768) (2,866)
Operations with equity holders (2,346) (2,055) (1,938)
Proceeds on issue of debentures and bonds (Note 13) 13,528 875 573
Proceeds on loans, credits and promissory notes 30,489 16,534 10,135
Cancellation of debentures and bonds (Note 13) (1,668) (3,697) (1,792)
Repayments of |oans, credits and promissory notes (22,235) (9,324) (8,050)
Net cash flow from (used in) financing activities (Note 23) 14,572 (435) (3,937
Effect of foreign exchange rate changes on collections and payments (372 166 74
Effect of changesin consolidation methods and other non-monetary effects 28 10 (36)
NET INCREASE IN CASH AND CASH EQUIVALENTSDURING THE YEAR 1,590 1,288 424
CASH AND CASH EQUIVALENTSAT THE BEGINNING OF THE YEAR 2,202 914 490
CASH AND CASH EQUIVALENTSAT THE END OF THE YEAR (Note 13) 3,792 2,202 914
RECONCILATION OF CASH AND CASH EQUIVALENTSWITH THE BALANCE SHEET
BALANCE AT THE BEGINNING OF THE YEAR 2,202 914 490
Cash on hand and at banks 1,555 855 336
Other cash equivalents 658 59 154
Bank overdrafts (1) (1)
BALANCE AT THE END OF THE YEAR (Note 13) 3,792 2,202 914
Cash on hand and at banks 2,375 1,555 855
Other cash equivalents 1,417 658 59
Bank overdrafts (1) - (11 -

Included under “Current liabilities - Interest-bearing debt” on the consolidated bal ance sheet

The accompanying Notes 1 to 25 and Appendices| to IV arean integral part of these consolidated financial statements
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TELEFONICA GROUP

CONSOLIDATED STATEMENTS OF RECOGNIZED INCOME AND EXPENSE FOR THE
YEARS ENDED DECEMBER 31

(MILLIONS OF EUROS)

NOTE 2006 2005 2004

Gain (loss) on available-for-sale investments 584 (80) 111
Gain (loss) on cash flow hedges 10 (126) (275)
Trandation differences (407) 2,577 (316)
Actuaria gains and losses and impact of asset ceiling for defined 112 ) )
benefit pension plans
Share of income (loss) recognized directly in equity of associates (253) (50) (95)
Tax effects of items recognized directly in equity (138) 73 90
Net income (loss) recognized directly in equity 8 2,394 (484)
Profit for the year 6,579 4,827 3,486
Total income and expense recognized in the year (Note 12) 6,587 7,221 3,001
Attributable to:
Equity holders of the parent (Note 12) 6,346 6,397 2,699
Minority interests (Note 12) 241 824 302

6,587 7,221 3,001

The accompanying Notes 1 to 25 and Appendices| to IV are an integral part of these consolidated
financial statements.
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TELEFONICA, SA. AND SUBSIDIARIES COMPOSING THE
TELEFONICA GROUP

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (CONSOLIDATED
ANNUAL ACCOUNTS) FOR THE YEAR ENDED DECEMBER 31, 2006

INTRODUCTION AND GENERAL INFORMATION
Telefénica Group organizational structure

Telefénica, S.A. and its subsidiaries and investees make up an integrated group of companies
(the “Telefénica Group,” “the Group” or "the Company”) operating mainly in the
telecommuni cations, media and entertainment industries.

The parent company of this Group is Telefonica, S.A. (“Telefénica’), incorporated on April 19,
1924. Itsregistered officeis at calle Gran Via 28, Madrid (Spain).

Appendix IV lists the subsidiaries, associates and investees in which the Telefénica Group has
direct or indirect holdings, their lines of business, registered offices, equity and results at year
end, gross carrying amount, contribution to reserves of the Consolidated Group and the
consolidation method used.

Corporate structure of the Group

Telefénica’s basic corporate purpose, per Article 4 of its bylaws, is the provision of all manner
of public and private telecommunications services, and all manner of ancillary or
complementary telecommunications services or related services. All the business activities that
congtitute this stated corporate purpose may be performed either in Spain or abroad and wholly
or partially by the Company, either through shareholdings or equity interests in other companies
or legal entitieswith an identical or asimilar corporate purpose.

The Telefonica Group has designed a regional, integrated management moded based on three
business areas by geographical market and combining the wireline and wireless telephony
businesses:

- Telefénica Spain
- Telefénicalatin America
- Telefénica Europe

The business activities carried out by most of the Telefénica Group companies are regulated by
broad ranging legislation, pursuant to which permits, concessions or licenses must be obtained
in certain circumstances to provide the various services.

In addition, certain wireline and wireless telephony services are provided under regulated rate
and price systems.

A more detailed breakdown of the activities carried out by the Group is provided in Note 4.
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BASISOF PRESENTATION OF THE CONSOLIDATED FINANCIAL STATEMENTS

The accompanying consolidated financia statements were prepared from the accounting records
of Telefonica, S.A. and of each of the companies composing the Telefénica Group, which were
prepared in accordance with the International Financial Reporting Standards (IFRS) to give a
true and fair view of the equity, financial position, results of operations and cash flow obtained
and used in 2006. The figures in these consolidated financial statements are and notes thereto
expressed in millions of euros unless indicated otherwise. The euro is the Group’s functional
currency.

The accompanying consolidated financial statements for the year ended December 31, 2006
were prepared by the Company’s Board of Directors at its meeting on February 28, 2007 and
will be submitted for approval at the General Shareholders’ Meeting. The Board expects them to
be approved without any modification.

Note 3 contains a detailed description of the most significant accounting policies used to prepare
the financial statements for 2006, 2005 and 2004.

Comparative information and changes in the consolidation scope

The main changes in the consolidation scope affecting comparability of the consolidated
information for 2006 and 2005 (see Appendix | for a more detailed explanation of the changes
in consolidation scope in both years) are as follows:

a) Acquisition of O2:

On January 23, 2006, Telefonica, S.A. stated that it had complied with all the
requirements of the offer for full takeover of O2 plc made on November 21, 2005,
finalizing the acquisition of 100% of the company’s shares.

Meanwhile, on February 7, 2006, O2 plc annhounced the beginning of the process to
delist O2 plc from the London Stock Exchange. The stock was delisted on March 7,
2006.

The acquisition of the O2 Group cost 26,135 million euros (17,887 million pounds
sterling) (see Note 5). The Telefonica Group’s financial statements for the year ended
December 31, 2006 include the results of O2 plc and subsidiaries (the O2 Group) from
February 1, 2006. The Telefénica Group includes the O2 Group in the consolidation
scope using the full consolidation method from January 31, 2006.

b) Merger with Telefonica Méviles, SA.

On July 29, 2006, Telefénica, SAA. merged with Telefénica Méviles, SA., via the
exchange of four shares of Telefénica, S.A. par value of 1 euro, for every five shares of
Telefonica Maviles, S.A. a par value of 0.5 euros. Accordingly, Telefénica delivered
244,344,012 of its treasury shares to the shareholders of Telefonica Moviles, SA.,
representing approxi mately 7.08% of its share capital (see Note 5).
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C) Colombia de Telecomunicaciones, S.A. (Coltel)

In April 2006, Telefonica Internacional, S.A. acquired 50% plus one share in
Colombian company Colombia Telecom, S A. ESP in public tender for 289 million
euros (see Note 5). The Telefénica Group now consolidates this company using the full
consolidation method.

d) Sale of Telefdnica Publicidad e Informacion, S.A. (TPI)

In July 2006, Telefdnica, S.A. accepted the public takeover bid launched by Yell Group
Plc for 100% of the shares of Telefénica Publicidad e Informacion, SA. (TPI). It
therefore accepted Yell’s bid for the 216,269,764 shares Telefonica owned in TPI,
representing 59.905% of the share capital, for atotal amount of 1,838 million euros (see
Note 18). The gain on the disposal, which amounted to 1,563 million euros, and the
results contributed by the TPl Group through June 30, 2006 are recognized under
“Profit after taxes from discontinued operations” in the Telefénica Group’s consolidated
income statement. In addition, to make the historical information comparable, the
Telefénica Group’s 2005 and 2004 financial statements was restated to present the
results of the TPl Group under the same heading (see Note 18).

Compar ability of information due to changesin the definition of segments

As agreed at the Board of Directors’ Meeting held July 26, 2006, the Telefénica Group has
modified the segment reporting with respect to the 2005 annual accounts, adapting it to the new
regional management model (see Note 4).

VALUATION CRITERIA

The main valuation methods used in preparing the 2006, 2005 and 2004 consolidated financial
statements were as follows:

a) Trandation methodology
The financia statements of the Group’s foreign subsidiaries were translated to euros at the
year-end exchange rates, except for:
1. Capital and reserves, which were trandated at historical exchange rates.

2. Income statements, which were trandated at the average exchange rates for the year.

Goodwill and balance sheet items remeasured to fair value when a stake is acquired in a
foreign operation are recognized as assets and liabilities of the company acquired and
therefore trand ated at the year-end exchange rate.
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The exchange rate differences arising from the application of this method are included in
“Trandation differences” under “Equity attributable to equity holders of the parent” in the
accompanying consolidated balance sheets, net of the portion of said differences
attributable to minority interests, which is shown under “Equity - Minority interests.”
When a foreign operation is sold, totally or partially, cumulative trandlation differences
since January 1, 2004 -the IFRS transition date- recognized in equity are taken
proportionally to the income statement as part of the gain or loss on the disposal.

Foreign currency transactions

Monetary transactions denominated in foreign currencies are translated to euros at the
exchange rates prevailing on the transaction date, and are adjusted at year end to the
exchange rates then prevailing.

All realized and unrealized exchange gains or losses are included in income for the year,
with the exception of gains or losses arising from specific-purpose financing of investments
in foreign operations that are designated as hedges of foreign currency risk to which these
investments are exposed, and exchange gains or 10sses on intra-group loans considered part
of investment in a foreign operation, which are recorded under “Translation differences” in
the consolidated balance sheet (see Note 3 i).

Goodwill

For acquisitions ocurring after January 1, 2004, the IFRS transition date, goodwill
represents the excess of the acquisition cost over the acquirer’s interest, at the acquisition
date, in the fair values of identifiable assets, liabilities and contingent liabilities acquired
from a subsidiary, associate or joint venture. After the initial measurement, goodwill is
carried at cost, less any accumulated impairment losses.

In the transition to IFRS Telefonica availed itself of the exemption allowing it not to restate
business combinations taking place before January 1, 2004. As aresult, the accompanying
consolidated balance sheets include goodwill on consolidation, net of amortization
deducted until December 31, 2003, arising before the IFRS transition date, from the
positive consolidation difference between the amounts paid to acquire shares of
consolidated subsidiaries and their net asset carrying amount plus increasesin the fair value
of assests and liabilities acquired.

In all cases, goodwill is recognized as an asset denominated in the currency of the company
acquired.

Goodwill is tested for impairment annually or more frequently if there are certain events or
changes indicating the possibility that the carrying amount may not be fully recoverable.

The potential impairment loss is determined based on analysis of the recoverable amount of
the cash-generating unit (or group of cash generating units) to which the goodwill is
allocated when it arises. If this recoverable amount is less than the carrying amount, an
irreversible impairment loss is recognized in income (see Note 3 f).
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I ntangible assets

“Intangible assets” are stated at acquisition or production cost, less any accumulated
amortization or any accumulated impairment losses.

The useful lives of intangible assets are assessed on a case-by-case basis to be either finite
or indefinite. Intangible assets with finite lives are amortized systematically over the useful
economic life and assessed for impairment whenever there is an indication that the carrying
amount may not be recoverable. Intangible assets with indefinite useful lives are not
amortized, but are tested for impairment annually, or more frequently in the event of
indications that their carrying amount may not be recoverable (see Note 3 f).

The Company’s management reviews the indefinite useful life classification of these assets
each year.

Amortization methods and schedules are revised annually at year end and, where
appropriate, adjusted prospectively.

Research and devel opment expenses

Research costs are expensed as incurred. Costs incurred in developing new products to be
marketed or used for the Group’s own network, and whose future economic viability is
reasonably certain, are capitalized and amortized on a straight-line basis over the period
during which the related project is expected to generate economic benefits, starting upon its
completion.

Recoverability is considered to be reasonably assured when the Group can demonstrate the
technical feasibility of the intangible asset, whether it will be available for internal use or
for sale, its estimated date of completion and its ability to use or sell the asset and how the
asset will generate future economic benefits.

As long as intangible assets developed internally are not in use, the associated capitalized
development costs are tested for impairment annually, and more frequently if there are
indications that carrying amount may not be fully recoverable. Costs incurred in connection
with projects that are not economically viable are charged to the consolidated income
statement for the year in which this circumstance becomes known.

Administrative concessions
These relate to the acquisition cost of the licenses granted to the Telefénica Group by

various public authorities to provide telephony services and to the value assigned to
licenses held by certain companies at the time they were included in the Telefonica Group.

These concessions are amortized on a straight-line basis over the duration of related
licenses from the moment commercial exploitation commences.

Customer portfolio
This represents the allocation of acquisition costs attributable to customer relationships

acquired in business combinations. It is recognized as expense over the estimated remaining
period of the customer relationship.
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Industrial property and software

These items are stated at cost and are amortized on a straight-line basis over their useful
life, generally estimated at three years.

Property, plant and equipment

Property, plant and equipment is stated at cost less any accumulated depreciation and any
accumulated impairment in value. Land is not depreciated.

Cost includes external and internal costs comprising warehouse materials used, direct labor
used in installation work and the allocable portion of the indirect costs required for the
related investment. The latter two items are recorded as “Internal expenditures capitalized”
under “Other income” Cost includes, where appropriate, the initial estimate of
decommissioning, withdrawal and site reconditioning costs when they correspond to
obligations arising as aresult of the use of the related assets.

Interest and other financia expenses incurred and directly attributable to the acquisition or
construction of qualifying assets are capitalized. Qualifying assets at the Telefonica Group
are those assets that require preparation of at least 18 months for their intended use or sale.

The costs of expansion, modernization or improvement leading to increased productivity,
capacity or efficiency or to a lengthening of the useful lives of assets are capitalized when
recognition requirements are met.

Upkeep and maintenance expenses are expensed as incurred.

The Telefonica Group assesses the need to write down, if appropriate, the carrying amount
of each item of property, plant and equipment to its recoverable amount at each year end,
whenever there are indicators that the assets’ carrying amount may not be fully recoverable
through the generation of sufficient revenues to cover all the costs and expenses. The
impairment provision is not maintained if the factors giving rise to the impairment
disappear (see Note 3f).

The Group’s subsidiaries depreciate their property, plant and equipment once they are in
full working condition using the straight-line method based on the assets’ estimated useful
lives, calculated in accordance with technical studies which are revised periodically based
on technological advances and the rate of dismantling, asfollows:

Y ear s of
estimated
useful life
Buildings 25 - 40
Plant and machinery 10 - 15
Telephone installations, networks and subscriber| o 5,
equipment
Furniture, tools and other items 2 - 10

Estimated residual values and the depreciation methods and schedules are reviewed at each
balance sheet date and adjusted prospectively, where appropriate.
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I mpairment of non-current assets

Non-current assets, including goodwill and intangible assets are evaluated at each balance
sheet date for indications of impairment losses. Wherever such indicators exist, or in the
case of assets which are subject to an annual impairment test, the Company estimates
recoverable value as the higher of fair value less costs to sell or value in use. In assessing
value in use, the estimated future cash flows are discounted to their present value using a
pre-tax discount rate that reflects the time value of money and risks specific to the asset. An
asset is considered to be impaired when its recoverable amount is less than its carrying
amount. In this case, the carrying amount is restated to recoverable amount and the
resulting loss is taken to the income statement. Future depreciation charges are adjusted for
the new carrying amount for the asset’s remaining useful life. The Company carries out
asset impairment tests on an individual basis, except when the cash flows generated by the
assets are not independent of those generated by other assets (cash-generating units).

When indications of an impairment reversal exist, the corresponding asset’s recoverable
amount is recalculated. A previously recognized impairment loss is only reversed if there
has been a change in the estimates used to calculate the asset’s recoverable amount since
the last impairment |oss was recognized. If that is the case, the carrying amount of the asset
is increased to its recoverable amount. The increased amount cannot exceed the carrying
amount that would have been determined had no impairment loss been recognized for the
asset in prior years. Such reversal is recognized in profit or loss and future depreciation
charges are adjusted to the asset’s revised carrying amount. Goodwill impairment |osses
may not be reversed in subsequent years.

The Company bases the calculation of impairment on the business plans of the various
cash-generating units to which the assets are alocated. , These business plans generaly
cover five years at expected growth rate and keeping this rate constant from the fifth year.

Pre-tax discount rates are applied that include country and business risk. The Company
used the following rates in 2006:

WACC
Businessesin Spain 7% - 10.6%
Businessesin Latin America 7.7% - 17.6%
Businessesin Europe 7.2%- 9.1%

Leases

The determination of whether an arrangement is, or contains a lease is based on the
substance of the agreement and requires an assessment of whether the fulfillment of the
arrangement is dependent on the use of a specific asset and the agreement conveys a right
to the Telefonica Group to use the asset.

Leases where the lessor retains substantially all the risks and benefits of ownership of the
asset are classified as operating leases. Operating lease payments are recognized as an
expense in the income statement on a straight-line basis over the life of the lease.
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Leases are classified as finance |eases when the terms of the lease transfer substantially all
the risks and rewards of ownership to the Group. These are classified at the inception of
the lease, in accordance with its nature and the associated liability, a the lower of the
present value of the minimum lease payments or the fair value of the leased property. Lease
payments are apportioned between the reduction of the lease liability and the finance
charges so asto achieve a constant rate of interest on the remaining balance of the liability.
Finance charges are charged directly against income over the lease term.

I nvestments in associates

The Telefénica Group’s investments in companies in which it has significant influence, but
which are neither a subsidiary nor a joint venture, are accounted for under the equity
method of accounting. The carrying amount of investments in associates includes related
goodwill and the consolidated income statement reflects the share of profit or loss from
operations of the associate. If the associate recognizes any gains or losses directly in equity,
the Group also recognizes the corresponding portion of these gains or losses directly in

equity.
Financial assets and liabilities

Financial assets

All conventional way purchases and sales of financial assets are recognized on the balance
sheet on the trade date, i.e., when the Group assumes the commitment to purchase or sell
such assets. On initial recognition, the Telefénica Group classifiesits financial instruments
into four categories. financial assets at fair value through profit or loss, loans and
receivables, held-to-maturity investments and available-for-sale financial assets. Where
appropriate, the Group re-eval uates the designation at each financial year end.

Financial assets held for trading, i.e., investments made with the aim of realizing short-term
returns as a result of price changes, are included in the category “financial assets at fair
value through profit or loss” and presented as current assets. All derivatives fall under this
category, unless they are designated as effective hedging instruments. The Group also
classifies certain financial instruments under this category when doing so eliminates or
mitigates measurement or recognition inconsistencies that could arise from the application
of other criteria for measuring assets and liabilities or for recognizing gains and losses on
different bases, thereby providing more meaningful information. Also in this category are
financial assets for which an investment and disposal strategy have been designed based on
their fair value. Financial assets included in this category are recorded at fair value and are
measured again at subsequent reporting dates at fair value, with any realized or unrealized
losses or gains taken to the income statement.

Financia assets with a fixed maturity that the Company has the positive intention and
ability (legal and financial) to hold until then are classified as held-to-maturity and
presented as “Current assets” or “Non-current assets,” depending on the time left until
settlement . Financia assets falling into this category are carried at amortized cost using the
effective interest rate method, with gains and losses recognized in the income statement at
settlement or upon impairment, as well as due to scheduled amortization.

-F-13-



Yelefonica

Financial assets which the Company intends to hold for an unspecified period of time and
could be sold at any time to meet specific liquidity requirements or in response to interest-
rate movements are classified as available-for-sale. These instruments are recorded as
“Non-current assets,” unless it is probable and feasible that they will be sold within 12
months. Available-for-sale investments are measured at fair value. Gains or losses arising
from changes in fair value are recognized in equity at each closing date until the asset is
derecognized or is determined to be impaired, at which time the cumulative gain or loss
previously reported in equity is brought to the income statement. Dividends from available-
for-sale shareholdings are taken to the income statement once the Company’s has the right
to receive said dividend.Fair value is determined in accordance with the following criteria

1. Listed securities on active markets:
Fair value is considered to be the market value on the closing date.
2. Unlisted securities:

Fair value is determined using valuation techniques such as discounted cash flow
analysis, option valuation models, or by referring to comparable transactions. When
fair value cannot be determined reliably, these investments are carried at cost.

Loans and receivables include financial assets that are not traded on organized markets and
do not fall into any of the previous categories. These assets are carried at amortized cost
using the effective interest rate method. Gains and losses are taken to the income statement
when the assets are der