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AUDIT REPORT ON THE CONSOLIDATED FINANCIAL STATEMENTS

To the Shareholders of
Telefdnica, S.A.

1, We have audited the consolidated financial statements of Telefénica, S.A. (the
Parent Company) and its subsidiaries, which comprise the consolidated statement of
financial position at December 31, 2009 and the consolidated income statement, the
consolidated statement of comprehensive income, the consolidated statement of changes
in equity, the consolidated statement of cash flows and the notes thereto for the year then
ended, the preparation of which is the responsibility of the Parent Company's Directors.
Our responsibility is to express an opinion on the aforementioned consolidated financial
statements taken as a whole, based upon work performed in accordance with auditing
standards generally accepted in Spain, which require the examination, through the
performance of selective tests, of the evidence supporting the consolidated financial
statements and the evaluation of their presentation, of the accounting principles applied
and of the estimates made. '

2. In accordance with Spanish mercantile law, for comparative purposes the Parent
Company's Directors have included for each of the headings presented in the consolidated
statement of financial position, the consolidated income statement, the consolidated
statement of comprehensive income, the consolidated statement of changes in equity, the
consolidated statement of cash flows and the notes thereto, in addition to the figures of
2009, those of 2008. Likewise for comparative purposes, the Parent Company's Directors
have voluntarily included the 2007 figures of the consolidated income statement, the
consplidated statement of comprehensive income, the consolidated statement of cash
flows and the notes thereto. Our opinion refers only to the consolidated financial
statements for 2009. On March 6, 2009 and February 28, 2008, we issued our audit
reports on the 2008 and 2007 consolidated financial statements, respectively, In which we
expressed an ungualified opinion.




et

UIH)I(HHIHHWN“”“”'””'”"“””' e Youne

3. In our opinion, the accompanying 2009 conselidated financial statements give a
true and fair view, in ail material respects, of the consolidated equity and the consolidated
financial position of Telefénica, S.A. and its subsidiaries at December 31, 2009 and the
consolidated results of its operations, changes in consclidated equity and consolidated
cash flows and for the year then ended and contain the required information necessary for
their adeguate interprefation and understanding, in conformity with the International
Financial Reporting Standards adopted by the European Union applied on a basis
censistent with that of the preceding two years.

4. The accompanying 2009 consolidated management report contains such
explanations as the Parent Company's Directors consider appropriate concerning the
situation of Telefdnica, S.A. and its subsidiaries, the evolution of their business and other
matters; however, it is not an integral part of the consolidated financial statements. We
have checked that the accounting information included in the aforementioned consolidated
management report agrees with the consolidated financial statements. Qur work as
auditors is limited to verifying the consclidated management report in accordance with the
scope mentioned in this paragraph, and does not include the review of information other
than that obtained from the accounting records of Telefdnica, §.A. and its subsidiaries.

ereili Alonso

March 18, 2010
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TELEFONICA GROUP
CONSOLIDATED STATEMENT OF FINANCIAL POSITION AT DECEMBER 31

(MILLIONS OF EUROS)

ASSETS NOTE 2009 2008

A) NON-CURRENT ASSETS 34,311 81,923
Intangible asscls (Note 6) 15,846 15,921
Goodwill {Note 7) 19,566 18,323
Property, plant and equipment {Note 8) 31,999 30,545
Investment properties 5 1
Investments in associates (Note 9) 4,936 2,777
Non-current financial assets (Note 13} 5,988 1376
Beferred tax assets (Note 17) 5,971 6,980
B) CURRENT ASSETS 23,830 17,973
Inventories 934 1,188
Trade and other rceeivables (Note 11) 10,622 9,315
Current financial assets (Note 13) 1,906 2,216
Tax receivables {Note 17) 1,246 970
Cash and cash equivalents {(Note 13} 9,113 4,277
Non-current asscts held for sale 9 7
TOTAL ASSETS (A + B) 108,141 99,896
EQUITY AND LIABILITIES NOTE 2009 2008

A} EQUITY 24,274 19,562
Equity attributable to equity holders of the parent 21,734 17,231
Non-controlling interests (Note 12) 2,540 2,331
B) NON-CURRENT LIABILITIES 56,931 55,202
Non-current interest-bearing debt (Note 13) 47,607 45,088
Non-current trade and other payables (Note 14) 1,249 1,117
Deferred 1ax liabilities {Note 17) 3,082 3,576
Non-current provisions (Note 15) 4,993 5,421
C) CURRENT LIABILITIES 26,936 25,132
Current interest-bearing debt (Note 13) 9,184 8,100
Current trade and other payables (Nofe 14) 14,023 13,651
Current tax payables (Note 17} 2,766 2275
Provisions (Note 15) 963 1,106
TOTAL EQUITY AND LIABILITIES (A+B+C) 108,141 99,896

The accompanying Notes 1 to 25 and Appendices I to V are an integral part of these consolidated statements of
financial position
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TELEFONICA GROUP

CONSOLIDATED INCOME STATEMENTS FOR THE YEARS ENDED DECEMBER 31

(MILLIONS OF EUROS)

INCOME STATEMENT NOTE 2009 2008 2007
Revenue from operations (Note 19) 356,731 57,946 56,441
Other income (Note 19) 1,645 1,865 4,264
Supplies (16,717} (17.818) (17,907)
Personnel expenses (6,775) (6,762} (7,893)
Other expenses (Note 19) (12,281) {12,312) (12,08D)
OPERATING INCOME BEFORE DEPRECIATION AND
AMORTIZATION (OIBDA) 22,603 12519 12824
Depreeiation and amortization (Note 19) (8,956) {9,046) (9,436)
OPERATING INCOME 13,647 13,873 13,388
Share of profit (loss) of associates {Note 9) 47 {161) 140
Finance income 814 827 703
Exchange gains 3,085 6,189 4,645
Finance costs (3,581) (3,648) (3,554)
Exchange losses (3.625) (6,165) (4,638)
Net financial expense {Note 16) (3,307) {2,797y (2,844)
PROFIT BEFORE TAX FROM CONTINUING QPERATIONS 10,387 10,915 10,684
Corporate inconte lax {Noie 17} (2,450} (3,089) (1,565)
PROFIT FOR THE YEAR FROM CONTINUING OPERATIONS 7,937 7,826 9,119
Profit after tax from discontinued operations (Note 18) - - -
PROFIT FOR THE YEAR 7,937 7,826 9,119
Non-controlling inferests (Note 12} (161) 234) (213)
PROFIT FOR THE YEAR ATTRIBUTABLE TO EQUITY HOLDERS
OF THE PARENT 7,776 7,592 8,906
Basic and diluted earnings per share from continuing operations
attributable to equity holders of the parent (euros) (Note 19) 171 163 1.87
Basic and diluted earnings per share attributable to equity holders of the

{Note 19) 171 1.63 1.87

parent (euros)

The acecompanying Notes 1 to 25 and Appendices I to V are an integral part of these consolidated income statements
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CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME

Year ended December 31

(MILLIONS OF EUROS) 2009 2008 2007
Profit for the year 7,937 7,826 9,119
Other comprehensive income
Gain (loss) on measurement of available-for-sale investiments 638 (1,167) (75)
Reclassification of (losses) pains included in the income statement “* (142) 107
Income tax impact (105) 281 24
529 (1,028) 56
(Losses) gains on hedges (754) 1,302 875
Reclassification of (losses) gains included in the income statement an 50 17
Income tax impact 262 (402) (292)
(609) 950 660
Translation differences 1,982 (4,051) (1,375)
Actuarial gains and losses and impact of limit on assets for defined benefit pension plans (189 (182) 54
Income tax impact 53 535 (17
(136) (127) 37
Share of income (loss) recognized directly in equity of associates 233 (59 3)
Income tax impact 2 (13) (11)
235 (72) (14)
Total other comprehensive income 2,001 (4,328) (696)
Total comprehensive income recognized in the year 9,938 3,498 8,423
Atiributable to:
Equity holders of the parent 9418 3,612 8,158
Nen-controlling interests 520 (114) 265
9,938 3,498 8,423

The accompanying Notes 1 to 25 and Appendices [ te V are an integral part of these consolidated statements of comprehensive income
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CONSOLIDATED  STATEMENT  OF
CHANGES IN EQUITY (MILLIONS OF

Attributable to equity holders of the parent

EURQS) S]m‘re Shaf-e Leogal Revaluation Treasury shares Rel:m:ned Available-for- Hedges _|— Equit‘yT[ T:I'nnslatinn Total Non-. Tollal
capital premiem | reserve reserve earnings sale associates differences controlling equity
jnvestments, i
Financial position at December 31, 2008 4,705 460 o84 172 (2,179) 16,069 (566) 1,413 (216) 3.611) 17,231 2,331 19,562
Profit for the year - - - - - 7,776 - - - - 7,776 161 7,937
Other comprehensive income (loss) - - - - - (136) 527 [609) 235 1625 1,642 359 2001
Total comprehensive income 7,640 527 (609) 238 1,625 9,418 520 9,938
Dividends paid (Note 12) - - - - - (4,557) - - - - {4,557) (295) [4,852)
Hyperinflation restatement to 01/01/09 613 613 - 613
Net movement in treasury shares - - - - (656) - - - - - (656) - (656)
Acquisitions and disposals of Non~gontrolling interests - - - - - - - - - - - (122) (122)
Capital reduction (Note 12) {141} - - - 2,308 (2,167} - - - - - - R
Other movemerss - - - (15) - (300 - - - - {315) 106 (209)
Financial position at December 31, 2009 4,564 460 984 57 (527 J 16,685 i (3% 804 19 (1.373) 21,734 2,540 24,274
Finaacial position at December 33, 2007 4,773 522 984 180 (232) 13,025 457 463 (144) 97 20,125 2,730 22,855
Profit for the year - - - - - 7592 - - - - 7,592 234 7,826
Other comprehensive income (loss) - - - - - (1zn (1.023) 950 2 (3,708) (3.930) (348) {4,328)
Total comprehensive income 7,465 (1,023) 950 (72) (3,708) 3612 {114) 3,498
Dividends paid (Note 12) - . - - - (4,165} - - - - (4,165) (333) {4,498)
Net movement n treasury shares - 1,074 - - (3.151) (232) . - - - (2.309) - (2.309)
Acquisitions and disposals of Non-controlling interests - - - B - - - - - - (42) (42)
Capital reduction (Note 12) (68) (1,136) - - 1,204 - - - - - - - -
Other movements - - - 8 - 24 - - - - (32) 90 58
Financial position at December 31, 2008 3,705 460 | 983 172 2,179) | 16,06 | (566) | 1413 (216} (3,611} 17,231 2331 19,562
Financial position at December 31, 2006 4,921 2,86% 984 1,358 (329) 5,717 402 (137) (130} 1,524 17,178 2,823 26,001
Profit for the year - - - - - 8,906 - - - - 8,006 213 9,119
Other comprehensive income (loss) - - - - - 37 56 600 (14) (1,427 (748) 52 (696)
Total comprehensive income 8,943 56 600 {14) {1,427) 8,158 265 8,423
Dividends paid (Note 12} - - - - - (3,077 - - - - (3,077 (328) (3.401)
Net movement i treasury shares - (13 - - {2,103} {13) - - - - (2,151) - (2031
Acquisitions and disposals of Non-contralling interests - - - - - - - - - - - {55) (95)
Capital reduction (Note 12) (148 (2,054) - - 2.202 - - - - - - - R
Other movements - {280} - {1,178) - 1,455 - - - - (33 61 58
Firancial position at December 31, 2067 4773 522 584 180 {232) 13,025 457 463 (144) 97 20,125 2,730 22&

The accompanying Notes 1 to 25 and Appendices I to V are an integral part of these consolidated statements of changes in equity.
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TELEFONICA GROUP

CONSOLIDATED STATEMENT OF CASH FLOWS FOR THE YEARS ENDED DECEMBER 31

(MILLIONS OF EUROS)

NOTE 2009 2008 2007
Cash flows from operating activities
Cash reccived from customers 67,358 69,060 67,129
Cash paid to suppliers and employces (46,198) (48,500) (47,029)
Dividends received 100 113 124
Net interest and other financial expenses paid (2,170) (2,894) (3.221)
Taxes paid (2,942) (1,413) (1,457)
Net cash from operating activities (Note 23) 16,148 16,366 15,551
Cash flows from investing activities
Proceeds on disposals of property, plant and equipment and intangible assets 242 276 198
Payments on investments in property, plant and equipment and intangible assets (7.593) (7,889) -.(1,274)
Proceeds on disposals of companies, net of cash and cash equivalents disposed 34 686 5,346
Payments on investments in companies, net of cash and cash equivalents acquired 48 (2.178) (2,798)
Proceeds on financial investments not included under cash equivalents 6 31 14
Payments made on financial investments not included vnder cash equivalents (1,411) (114) (179)
Interest {paid) received on cash surpluses not included under cash equivalents (548) 76 74
Government grants received 18 11 27
Net cash used in investing acfivities (Note 23) (9.300) (9.101) (4,592)
Cash flows from financing activities
Dividends paid {Note 12} (4,838) {4,440) {3,345)
Transactions with equity holders {547) (2,241) (2,152}
Proceeds on issue of debentures and bonds (Notc 13) 8,617 1,317 4209
Proceeds on loans, borrowings and promissory notes 2,330 3,693 6,658
Cancellation of debentures and bonds {Note 13) {1,949) (1,167} (1,756)
Repayments of loans, borrowings and promissory notes (5,494) (4,927 (13,039
Net cash flow used in financing activifies {Note 23} (2,281) {7.765) {9.425)
Effect of forcign exchange rate changes on collections and payments 269 (302) (261)
Effect of changes in consolidation methods and other non-monetary effects - 14 -
Nef increase (decrease) in cash and cash equivalents during the period 4,836 (788) 1,273
CASH AND CASH EQUIVALENTS AT JANUARY 1 4,277 5,065 3,792
CASH AND CASH EQUIVALENTS AT GECEMBER 31 (Note 13) 92,113 4,277 5,065

RECONCILIATION OF CASII AND CASH EQUIVALENTS WITH THE STATEMENT OF FINANCIAL POSITION

BALANCE AT JANUARY 1 4,277 5,065 3,792
Cash on hand and at banks 3,236 2.820 2375
Other cash equivalents 1.041 2.245 1417
BALANCE AT DECEMBER 31 {Note 13) 9.113 4,217 5,065
Cash on hand and at banks 3.830 3,236 2820
Other cash equivalents 5283 1.041 2245

The accompanying Notes 1 to 25 and Appendices I to ¥V are an integral part of these consolidated statements of cash flow
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TELEFONICA, S.A, AND SUBSIDIARIES COMPOSING THE
TELEFONICA GROUP

NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (CONSOLIDATED
ANNUAL ACCOUNTS) FOR THE YEAR ENDED DECEMBER 31. 2009

BACKGROUND AND GENERAL INFORMATION
Telefonica Group organizational structure

Telefénica, S.A. and its subsidiaries and investees make up an integrated group of companies (the
“Telefonica Group,” “Telefénica”, or "the Group™) operating mainly in the telecommunications,
media and contact center indusiries.

The parent company of this Group is Telefonica, S.A. (“Telefonica™ or “the Company™), a public
limited company incorporated on April 19, 1924 for an indefinite period. Its registered office is at
Gran Via 28, Madrid (Spain).

Appendix V lists the subsidiaries, associates and investees in which the Telefénica Group has

direct or indirect holdings, their corporate purpose, country, functional currency, share capital, the
Telefénica Group’s effective shareholding and their method of consolidation.

Corporafte structure of the Group

Telefénica’s basic corporate purpose, pursuvant to Article 4 of its Bylaws, is the provision of all
manner of public or private telecommunications services, including ancillary or complementary
telecominunications services or related services. All the business activities that constitute 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 entities with
an identical or a similar corporate purpose.

The Telefénica Group follows a regional, integrated management model through three business
areas defined by the geographical markets in which it operates, and with an integrated view of the
wireline and wireless businesses:

- Telefénica Spain
- Telefonica Latin America
-~  Telefdonica 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 wircless telephony services are provided under regulated rate and
price systems.
A more detailed segmentation of the activities carried out by the Group is provided in Note 4.

BASIS OF PRESENTATION OF THE CONSOLIDATED FINANCIAL STATEMENTS

The accompanying consolidated financial statements were prepared from the accounting records of
Telefonica, S.A. and of each of the companies comprising the Telefénica Group, whose
individuals financial statements were prepared in accordance with the generally accepted
accounting principles prevailing in the various countries in which they are located, and for
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purposes of these consolidated financial statements are presented in accordance with the
International Financial Reporting Standards (JFRS) adopted by the European Union, which for the
purposes of the Telefénica Group are not different from those issued by the International
Accounting Standards Board (IASB), to give a true and fair view of the consolidated equity and
financial position at December 31, 2009, and of the consolidated results of operations, changes in
consolidated equity and the consolidated cash flows obtained and used in the year then ended. The
figures in these consolidated financial statements are expressed in millions of euros, unless
otherwise indicated, and therefore may be rounded. The euro is the Group’s reporting currency.

The accompanying consolidated financial statements for the year ended December 31, 2009 were
prepared by the Company’s Board of Directors at its meeting on February 24, 2010 for submission
for approval at the General Sharcholders’ Meeting, which is expected to occur without
modification.

Note 3 contains a description of the most significant accounting policies used to prepare these
consolidated financial statements.

For comparative purposes, the accompanying financial statements for 2009 include the
consolidated statement of financial position at December 31, 2008 and the consolidated income
statement, the consolidated statement of comprehensive income, the consolidated statement of
changes in equity and the consolidated statement of cash flows, and the notes thereto for the years
ended December 31, 2008 and, on a voluntary basis, 2007.

Comparative information and main changes in the consolidation scope

The accompanying consolidated statements of comprehensive income and consolidated statements
of changes in equity for the year ended December 31, 2009 are presented in accordance with the
amendment to IAS 1 “Revised Presentation of Financial Statements” (see Note 3.5). Accordingly,
the information presented for the years ended December 31, 2008 and 2007 has been adapted to
such amendment, and, therefore, differs, on a presentation basis, from the information contained in
the approved 2008 and 2007 consolidated financial statements.

The main changes in the consolidation scope affecting comparability of the consolidated
information for 2009 and 2008 (see Appendix I for a more detailed explanation of the changes in
consolidation scope in both years and the main transactions in 2007) are as follows:

2009
) Classification of Venezuela as a hyperinflationary economy

Throughout 2009 and in the first days of 2010, a number of factors arose in the Venezuelan
economy that led the Telefénica Group to reconsider the treatment it follows with respect
to the translation of the financial statements of investees, as well as the recovery of its
financial investments in that country. Within these factors it is worth highlighting the level
of inflation reached in 2009 and the cumulative inflation over the last three years; the
restrictions to the official foreign exchange market and, finally, the devaluation of the
Bolivar fuerte on January 8, 2010 (see Note 24).

As a result, in accordance with IFRS, Venezuela must be considered a hyperinflationary
economy in 2009. The main implications of this are as follows:

e That the 2008 figures should not be restated.

+ Adjustment of the historical cost of non-monetary assets and liabilities and the various
items of equity of these companies from their date of acquisition or inclusion in the

-8-
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b)

consolidated statement of financial position to the end of the year to reflect the changes
in purchasing power of the currency caused by inflation.

The cumulative impact of the accounting restatement to adjust for the effects of
hyperinflation for years prior to 2009 is reflected in the franslation differences at the
beginning of the 2009 financial year.

¢ Adjustment of the income statement to reflect the financial loss caused by the impact
of inflation in the year on net monetary assets (loss of purchasing power).

e The various components of the income statement and statement of cash flows have
been adjusted for the inflation index since their generation, with a balancing entry in
financial resuits and a reconciling item in the statement of cash flows, respectively.

* All components of the financial statements of the Venezuelan companies have been
translated at the closing exchange rate, which at December 31, 2009 was 2.15
Bolivares fuertes per dollar (3.1 Bolivares fuertes per euro).

The main effects on the Telefonica Group’s consolidated financial statements for 2009
derived from the items mentioned above are as follows:

Millions of euros

Revenue 267
OIBDA 64
Net profit (548)
Translation differences 1,224
Impact on equity 676

Tax amortization of goodwill

In December 2007, the European Commission opened an investigation involving the
Kingdom of Spain with respect to the potential consideration as state aid of the tax
deduction for the tax basis amortization of goodwill generated on certain foreign
investments under the provisions of article 12.5 of the revised Spanish corporate income
tax law (“FRLIS”). This investigation led to widespread uncertainties regarding the scope
of the European Commission’s decision on the future for, among others, the Telefénica
Group.

In the case of the Telefonica Group, as a result of this uncertainty the Company deemed it
necessary to recognize a liability as the deduction was applied in the consolidated financial
statements until the investigation was concluded.

In December 2009, the text of the European Commission’s decision regarding the
investigation was released, which deems the deduction as state aid. Investments made prior
to December 21, 2007 (as is the case for the Telefonica Group’s investments in O2 Group
companies, the operators acquired from BellSouth, Colombia Telecomunicaciones, S.A.,
ESP and Telefénica O2 Czech Republic, a.s.) are not affected by this decision. As a result
of this decision, and considering the corporate structure of these investments, the
consolidated income statement of the Telefonica Group for the year ended December 31,
2009 reftects a lower income tax expense due to the reversal of this liability in an amount
of 591 million euros.
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Share exchange between Telefonica, S.A. and China Unicom Limited, and signing of
strategic alliance agreement

On September 6, 2009, Telefonica and the Chinese telecommunications company, China
Unicom (Hong Kong) Limited (“China Unicom”) entered into a wide strategic alliance
which includes, among others, the areas of: the joint procurement of infrastructure and
client equipment; common development of mobile service platforms; joint provision of
services to multinational customers; roaming; research and development; co-operation and
sharing of best practices and technical, operational and management know-how; joint
development of strategic initiatives in the area of the network evolution and joint
participation in international alliances; and exchange of senior management.

In addition, on the same date, Telefénica and China Unicom executed a mutual share
exchange agreement through which each party agreed to invest the equivalent of 1,000
million US dollars in ordinary shares of the other party.

On October 21, 2009, the mutual share exchange was implemented through the
subscription by Telefénica, S.A., through its wholly owned subsidiary Telefonica
Internacional, S.A.U., of 693,912,264 newly issued shares of China Unicom, satisfied by a
contribution in kind to China Unicom of 40,730,735 shares of Telefénica, S.A. (see Note
12).

Following the completion of the transaction, Telefonica increased its share of China
Unicom’s voting share capital from 5.38% to 8.06% and obtained the right to appoint a
member to its board of directors, while China Unicom became owner of approximately
0.87% of Telefonica’s voting share capital at that date. Subsequently, after a capital
reduction carried out by China Unicom, the Telefénica Group reached a shareholding
equivalent to 8.37% of the company’s voting share capital.

The investment in China Unicom is now included in the consolidation scope under the
equity method. The total amount of this investment at December 31, 2009 amounts to
2,301 million euros.

Tender offer for all the remaining outstanding shares of Telefonica Chile, S.A.

On September 17, 2008, Telefonica launched a tender offer through its subsidiary
Inversiones Telefonica Internacional Holding, Ltda. to acquire all the outstanding shares of
Telefonica Chile, S.A. (“CTC”) that it did not control directly or indirectly, amounting to
55.1% of CTC’s share capital.

Once the acceptance period had ended and the transaction had been seftled, Telefonica’s
indirect ownership in CTC increased from 44.9% to 96.75%.

Subsequently, pursuant to Chilean law, on December 1, 2008, inversiones Telefonica
Internacional Holding, Ltda. launched a new tender offer for all the shares of CTC that it
did not own directly or indirectly after settlement of the first offer, under the same
economic terms as the initial offer. The acceptance period for the second offer ended on
December 31, 2008, but was then extended to January 6, 2009, as allowed by Chilean law.

Upen the end of the acceptance period of the second tender offer, Telefonica’s indirect
ownership percentage in CTC’s share capital increased from 96.75% of all of CTC’s

- 10 -
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outstanding shares, reached in the first tender offer, to 97.89%. The total payment for the
two tranches amounted to 558,547 million Chilean pesos, equivalent to 658 million euros.

Key performance indicators

The Group uses a series of indicators in its decision-making which it considers provide a better
indication of its performance. These indicators, different from accounting measures, are as follows:

Operating income before depreciation and amortization (OIBDA)

Operating income before depreciation and amortization (O1BDA) is calculated by subtracting
depreciation and amortization from operating income to eliminate the impact of investiments in
fixed assets that cannot be directly controlied by management in the short term. OIBDA is
considered to be more important for investors as it provides a gauge of segment operating
performance and profitability using the same measures utilized by management. This metric also
allows for comparisons with other companies in the telecommunications sector without
consideration of their asset structure.

OIBDA is used to track the performance of the business and establish operating and strategic
targets. OIBDA is a commonly reported measure and is widely used among analysts, investors and
other interested parties in the telecommunications industry, although not a measure explicitly
defined in IFRS, and therefore, may not be comparable to similar indicators used by other
companies. OIBDA should not be considered as an alternative to operating income as a
measurement of our operating results or as an alternative to cash flows from operating activities as
a measurement of our liquidity.

The following table presents the reconciliation of OIBDA to operating income for the Telefénica
Group for the years ended December 31, 2009, 2008 and 2607:

Millions of curos 2009 2008 2007
OIBDA 22,603 22,919 22,824
Depreciation and amortization (8,956) (9,046) (9,436)
OPERATING INCOME 13,647 13,873 13,388

The following table presents the reconciliation of OIBDA to operating income for each business
segment for the years ended December 31, 2009, 2008 and 2007:

2009
Telefonica Telefénica Telefénica Other and Total
Millions of euros Spain Latin America Europe eliminations Group
OIBDA 9,757 9,143 3,910 (207) 22,603
Depreciation and amortization (2,140} (3,793 (2,895) (128) (8,956)
OPERATING INCOME 7,617 5,350 1,015 (335) 13,647

-11 -
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2008
Telefonica Telefénica Telefonica Other 2nd Total
Millions of euras Spain Latin America Europe eliminations Group
OIBDA 10,285 8,445 4,180 9 22,919
Depreciation and amortization (2.239) (3,645) (3.035) (127) (9,046)
OPERATING INCOME 8,046 4,800 1,145 (118) 13,873
2007
Telefonica Telefénica Telefomica Other and Total
Millions of euros Spain Laiin America Europe eliminations Group
OIBDA 9,448 7,121 4,977 1,278 22324
Depreciation and amottization (2,381) (3,559) (3,386) (110) (9.436)
OPERATING INCOME 7,067 3,562 1,591 1,168 13,388

Debt indicators

The following table presents the reconciliation between the Telefonica Group’s gross interest-
bearing debt, net interest-bearing debt and net debt at December 31, 2009, 2008 and 2007:

Millions of enros 12/31/09 12/31/08 12/31/2007
Gross interest-bearing debt.....viin 56,791 53,188 53,928
Other non-current payables (e.g. bills payable) ................ 515 477 327

Cash and cash equivalents ..o (9,113) (4,277 (5.065)
Non-current financial investments .........coocoovoerericnieen. (2,736) (4,439) (2,284)
Current financial nvestments .........o....cooeoiiieeiin e (1,906) (2,216) {1,622)
Net interest-bearing debt 43,551 42,733 45,284
GUarantee COMETACES........oeir i ieiree et eees e ser e 71 365 365
Net personnel reorganization commitments..................... 2,261 2,687 3,239
Net deblenniiiin. 45,883 45,785 48,938

The Company calculates net interest-bearing debt from gross consolidated interest-bearing debt by
including other payables (e.g. bills payable) and the unpaid portion of equity investments, in an
amount of 515 million euros, and subtracting 9,113 million euros of cash and cash equivalents and
4,642 million euros of temporary financial investments and certain investments in financial assets
with a maturity of over one year, whose balance is included in the consolidated statement of
financial position under “Non-current financial assets.” After adjustment for these items, net
interest-bearing debt rose to 43,551 million euros, an increase of 1.9% from 2008 (42,733 million
euros).

ACCOUNTING POLICIES

The principal accounting policies used in preparing the accompanying consolidated financial
statements are as follows:

a) Transiation methodology

The financial statements of the Group’s foreign subsidiaries were translated to euros at the
year-end exchange rates, except for:
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l. Capital and reserves, which were translated at historical exchange rates.
2. Income statements, which were translated at the average exchange rates for the year.
3. Statements of cash flow, which were translated at the average exchange rate for the year.

Goodwill and statement of financial position 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 translated at the closing exchange rate.

The exchange rate differences arising from the application of this method are included in
“Translation differences™ under “Equity attributable to equity holders of the parent” in the
accompanying consolidated statements of financial position, net of the portion of said
differences attributable to non-controlling interests, which is shown under “Non-controlling
interests.” When a foreign operation is sold, totally or partially, or contributions are
reimbursed, cumulative translation differences since January 1, 2004 (the IFRS transition date)
related to such operation recognized in equity are taken proportionally to the income statement
as a gain or loss on the disposal.

The financial statements of Group companies whose functional currency is the currency of a
hyperinflationary economy are adjusted for inflation in accordance with the procedure
described in the following paragraph prior to their translation to euros, Once restated, all the
items of the financial statements are converted to euros using the closing exchange rate.
Amounts shown for prior years for comparative purposes are not modified,

To determine the existence of hyperinflation, the Group assesses the qualitative characteristics
of the economic environment of the country, such as the trends in inflation rates over the
previous three years. The financial statements of companies whose functional currency is the
curtency of a hyperinflationary economy are adjusted to reflect the changes in purchasing
power of the local currency, such that all items in the statement of financial position not
expressed in current terms (non-monetary items) are restated by applying a general price index
at the financial statement closing date, and all income and expense, profit and loss are restated
monthly by applying appropriate adjustment factors. The difference between initial and
adjusted amounts is taken to profit or loss.

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 taken to the income statement for the
year, with the exception of gains or losses arising from specific-purpose financing of
investments in foreign investees designated as hedges of foreign currency risk to which these
investments are exposed {see Note 3 i), and exchange gains or losses on intra-group loans
considered part of the investtment in a foreign operation, which are included under the
“Translation differences” in the consolidated statement of financial position.

Goodwill

For acquisitions 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 or joint
venture. After 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 a result, the accompanying
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consolidated statements of financial position include goodwill net of amortization deducted
until December 31, 2003, arising before the IFRS ftransition date, from the positive
consolidation difference between the amounts paid to acquire shares of consolidated
subsidiaries, and their carrying amounts plus increases in the fair value of assets and liabilities
recognized in equity.

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 frequentiy 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 by assessing the recoverable amount of the cash-
generating unit (or group of cash-generating units) to which the goodwill relates when
originated. If this recoverable amount is less than the carrying amount, an hreversible
impairment loss is recognized in income {see Note 3 f).

Intangible 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 individually to be either finite or indefinite.
Intangible assets with finite lives are amortized systematically over the useful economic life
and assessed for impairment whenever events or changes indicate that their 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).

Management reassesses the indefinite useful life classification of these assets on an annual
basis.

Amortization methods and schedules are revised annually at year end and, where appropriate,
adjusted prospectively.

Research and development costs

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 completing the intangible asset, whether it will be available for use or
sale, its intention to complete 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 or more frequently if there are
indications that the 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.

Service concession arrangements

These arrangements relate {o the acquisition cost of the licenses granted to the Telefénica
Group by various public authorities to provide telecommunications services and to the value
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assigned to licenses held by certain companies at the time they were included in the Telefdnica
Group.

These concessions are amortized on a straight-line basis over the duration of related licenses
from the moment commercial exploitation commences.

Customer base

This represents the allocation of acquisition costs attributable to customers acquired in
business combinations. Amortization is on a straight-line basis over the estimated period of the
customer relationship.

Software

Software is stated at cost and amortized on a straight-line basis over its 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 warchouse 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 revenues under “Other income - Own work
capitalized.” Cost includes, where appropriate, the initial estimate of decommissioning,
retirement and site reconditioning costs when the Group is under obligation to incur such costs
due to the use of the asset.

Interest and other financial expenses incurred and directly attributable to the acquisition or
construction of qualifying assets are capitalized. Qualifying assets at the Telefénica Group are
those assets that require a period of at least 18 months to bring the assets to their intended use

or sale.

The costs of expansion, moderization 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 arc expensed as incurred.

The Telefénica Group assesses the need to write down, if appropriate, the carrying amount of
each item of property, plant and equipment to its recoverable amount, whenever there are
indications that the assets’ carrying amount exceeds the higher of its fair value less costs to sell
or its value in use. The impairment provision is not maintained if the factors giving rise to the
impairment disappear (see Note 3 f).

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, as follows:

Wears of estimated
usefu] life
Buildings 25 — 40
Plant and machinery 10 - 15
Telephone installations, networks and subscriber equipment 5 - 20
Fumniture, tools and other items 2 - 10

Assets’” estimated residual values and methods and depreciation periods are reviewed, and
adjusted if appropriate, prospectively at each financial year end.
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Impairment of non-current assefs

Non-current assets, including property, plant and equipment, goodwill and intangible assets are
evaluated at each reporting date for indications of impairment losses. Wherever such
indications exist, or in the case of assets which are subject to an annual impairment test, a
recoverable amount is estimated, as the higher of fair value less costs to sell and value in use.
In assessing value in use, the estimated future cash flows deriving from the use of the asset or
its cash generating unit, as applicable, are discounted to their present value using a pre-tax
discount rate that reflects current market assessments of the time value of money and the risks
specific to the asset. When the carrying amount of an asset exceeds its recoverabie amount, the
asset is considered to be impaired. In this case, the carrying amount is written down to
recoverable amount and the resulting loss is taken to the income statement. Future depreciation
or amortization charges are adjusted for the asset’s new carrying amount over its remaining
useful life. Each asset is assessed individually for impairment, unless the asset does not
generate cash inflows that are largely independent of those from other assets (or cash-
generating units).

The Group bases the calculation of impairment on the business plans of the various cash-
generating units to which the assets are allocated. These business plans generally cover a
period of three to five years. For longer periods, an expected constant or decreasing growth
rate is applied to the projections based on these plans from the fifth year. The growth rates
used in 2009 are as follows:

Rates 2409

Businesses in Spain 0.88%-0.94%
Businesses in Latin America 1.21%-3.25%
Businesses in Europe 1.00%-2.00%

The main variables used by management to determine recoverable amounis are ARPU
(average revemes per user), customer acquisition and retention costs, share of net adds in
accesses, market shares, invesiments in non-current assets, growth rates and discount rates.

Pre-tax discount rates adjusted for country and business risks are applied. The following
ranges of rates were used in 2009:

Rates 2009

Businesses in Spain 6.8%-7.3%
Businesses in Latin America 8.6%-19.4%
Businesses in Europe 6.3%-8.5%

When there are new events or changes in circumstances that indicate that a previously
recognized impairment loss no longer exists or has been decreased, a new estimate of the
asset’s recoverable amount is made. A previously recognized impairment loss is reversed only
if there has been a change in the estimates used to determine the asset’s recoverable amount
since the last impairment loss was recognized. If that is the case, the carrying amount of the
asset is increased to its recoverable amount. The reversal is limited to the net 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 the depreciation charge is adjusted in
future periods to allocate the asset’s revised carrying amount. Impairment losses relating to
goodwill cannot be reversed in future periods.

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
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dependent on the use of a specific asset and the agreement conveys a right to the Telefonica
Group to the use of the asset.

Leases where the lessor does not transfer 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 lease term.

Leases are classified as finance leases when the terms of the lease transfer substantially all the
risks and rewards incidental to ownership of the leased item to the Group. These are classified
at the inception of the lease, in accordance with its nature and the associated liability, at 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 finance costs and reduction of the
principal of lease liability so as to achieve a constant rate of interest on the remaining balance
of the liability. Finance costs are reflected in the income statement over the lease term.

Investments in associafes

The Telefonica Group’s investments in companies over which it exercises significant influence
(evidenced via representation on the board of directors or agreements with shareholders) but
does not control or manage jointly with third parties are accounted for using the equity
method. 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 its own equity.

Financial assets and linbilities
Financial investments

All normal purchases and sales of financial assets are recognized in the statement of financial
position on the trade date, i.e. the date that the Company commits to purchase or sell the asset.
The Telefénica Group classifies its financial instruments into four categories for initial
recognition purposes: financial assets at fair value through profit or loss, loans and receivables,
held-to-maturity investments and available-for-sale financtal assets. When appropriate, the
Company re-evaluates 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. Derivatives are classified as held for
trading unless they are designated as effective hedging insiruments. 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. Also in this category are financial assets for which an investment and disposal strategy
has been designed based on their fair value. Financial instruments included in this category are
recorded at fair value and are remeasured at subsequent reporting dates at fair value, with any
realized or unrealized gains or losses recognized in the income statement.

Financial assets with fixed maturities that the Group has the positive intention and ability ({fegal
and financial) to hold until maturity are classified as held-to-maturity and presented as
“Current assets” or “Non-current assets,” depending on the time left until settlement. Financial
assets falling into this category are measured at amortized cost using the effective interest rate
method. Gains and losses are recognized in the income statement when the investments are
seftlement or impaired, as well as through the amortization process.

Financial assets which the Group intends to hold for an unspecified period of time and could be
sold at any time to meet specific liquidity requirements or in response lo interest-rate
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movements are classified as avarilable-for-sale. These investments are recorded under “Non-
current assets,” unless it is probable and feasible that they will be sold within 12 months.
Financial assets in this category are measured at fair value. Gains or losses arising from
changes in fair value are recognized in equity at each financial year end until the investment is
derecognized or determined to be impaired, at which time the cumulative gain or loss
previously reported in equity is recognized in profit or loss. Dividends from available-for-sale
investments are recognized in the income statement when the Group has the right to receive the
dividend. Fair value is determined in accordance with the following criteria:

1. Listed securities on active markets:
Fair value is considered to be the quoted market price at the closing date.
2. Unlisted securities:

Fair value is determined using valuation techniques such as discounted cash flow analysis,
optien valuation models, or by reference to ann’s length market transactions. When fair
value cannot be reliably determined, these investments are carried at cost.

Loans and receivables include financial assets with fixed or determinable payments that are not
quoted in an active market 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
recognized in the income statement when the loans and receivables are derecognized or
impaired, as well as through the amortization process. Trade receivables are recognized at the
original invoice amount. A provision is recorded when there is objective evidence of customer
collection risk. The amount of the provision is calculated as the difference between the carrying
amount of the doubtful trade receivables and their recoverable amount. As a general rule,
current trade receivables are not discounted.

The Group assesses at each reporting date whether a financial asset is impaired. If there is
objective evidence that an impairment loss on a financial asset carried at amortized cost has
been incurred, the amount of the loss is measured as the difference between the asset’s carrying
ameunt and the present value of estimated future cash flows (excluding future expected credit
losses that have not been incurred) discounted at the financial asset’s original effective interest
rate.

For equity instruments included in available-for-sale financial assets, the Company assesses
individually for each security whether there is any objective evidence that an asset is impaired
as a resuit of one or more events indicating that the carrying amount of the security will not be
recovered. If there is objective evidence that an available-for-sale financial instrument is
impaired, the cumulative loss recognized in equity, measured as the difference between the
acquisition cost (net of any principal payments and amortization made) and the fair value at
that date, less any impairment loss on that investment previously recognized in the income
statement.

Financial assets are only fully or partially derecognized when:
1. The rights to receive cash flows from the asset have expired;

2. An obligation to pay the cash flows received from the asset to a third party has been
assumed; or

3. The rights to receive cash flows from the asset have been transferred to a third party and
all the risks and rewards of the asset have been substantially transferred.

Cash and cash equivalents

Cash and cash equivalents comprise cash on hand and at banks, demand deposits and other
highly liquid investments with an original maturity of three months or less. These items are
stated at historical cost, which does not differ significantly from realizable value.
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For the purpose of the consolidated statement of cash flows, cash and cash equivalents are
shown net of any outstanding bank overdrafts.

Preferred stock

Preferred shares are classified as a liability or equity instrument depending on the issuance
terms. A preferred share issue is considered equity only when the issuer is not obliged to give
cash or another financial instrument in the form of either principle repayment or dividend
payment, whereas it is recorded as a financial liability on the statement of financial position
whenever the Telefénica Group does not have the right to avoid cash payments.

Issues and interest-bearing debt

These debts are recognized initially at the fair value of the consideration received less directly
attributable transaction costs. After initial recognition, these financial liabilities are measured
at amortized cost using the effective interest rate method. Any difference between the cash
received (net of transaction costs) and the repayment value is recognized in the income
statement over the life of the debt. Interest-bearing debt is considered non-current when its
maturity is over 12 months or the Telefonica Group has full discretion to defer settlement for
at least another 12 months from the reporting date.

Financial liabilities are derccognized when the obligation under the liability is discharged,
cancelled or expires. Where an existing financial liability is replaced by another from the same
lender under substantially different terms, such an exchange is treated as a derecognition of the
original liability and the recognition of a new liability, and the difference between the
respective carrying amounts is recognized in the income statement.

Derivative financial instruments and hedge accounting

Derivative financial instruments are initially recognized at fair value, normally equivalent to
cost. Their carrying amounts are subsequently remeasured at fair value. Derivatives are carried
as assets when the fair value is positive and as liabilities when the fair value is negative. They
are classified as current or non-current depending on whether they fall due within less than or
after one year, respectively. Derivatives that meet all the criteria for consideration as long-term
hedging instruments are recorded as non-current assets or liabilities, depending on their
positive or negative values.

The accounting treatment of any gain or loss resulting from changes in the fair value of a
derivative depends on whether the derivative in question meets all the criteria for hedge
accounting and, if appropriate, on the nature of the hedge.

The Group designates certain derivatives as:

1. Fair value hedges, when hedging the exposure to changes in the fair value of a recognized
asset or liability;

2. Cash flow hedges, when hedging exposure to variability in cash flows that is either
attributable to a particular risk associated with a recognized asset or liability or a forecast
transaction; or

3. Hedges of a net investment in a foreign operation,

A hedge of the foreign currency risk in a firm commitment is accounted for as either a fair
value or a cash flow hedge.

Changes in fair value of derivatives that qualify as fair value hedges are recognized in the
income statement, together with changes in the fair value of the hedged asset or liability
attributable to the risk being hedged.

-19-



Yelefonica

P

k)

Changes in the fair value of derivatives that qualify and have been assigned to hedge cash
flows, which are highly effective, are recognized in equity. The portion considered ineffective
is taken directly to the income statement. Fair value changes from hedges that relate to firm
commitments or forecast transactions that result in the recognition of non-financial assets or
liabilities are included in the initial measurement of those assets or liabilities. Otherwise,
changes in fair value previously recognized in equity are recognized in the income statement in
the period in which the hedged transaction affects profit or loss.

An instrument designed to hedge foreign currency exposure from a net investment in a foreign
operation is accounted for in a similar manner to cash flow hedges.

The application of the Company’s corporate risk-management policies could resuit in financial
risk-hedging transactions that make economic sense, yet do not comply with the criteria and
effectiveness tests required by accounting policies to be treated as hedges. Alternatively, the
Group may opt not to apply hedge accounting criteria in certain instances. In these cases, gains
or losses resulting from changes in the fair value of derivatives are taken directly to the income
statement. Transactions used fo reduce the exchange rate risk relating to the income
contributed by foreign subsidiaries are not treated as hedging transactions.

From inception, the Group formally documents the hedging relationship between the
derivative and the hedged item, as well as the associated risk management objectives and
strategies. The documentation includes identification of the hedge instrument, the hedged item
or transaction and the nature of the risk being hedged. In addition, it states how it will assess
the hedging instrument’s effectiveness in offsetting the exposure to changes in the hedged
item’s fair value or cash flows atiributable to the hedged risk. Hedge effectiveness is assessed,
prospectively and retrospectively, both at the inception of the hedge relationship and on a
systematic basis throughout the life of the hedge.

Hedge accounting is discontinued whenever the hedging instrument expires or is sold,
terminated or settled, the hedge no longer meets the criteria for hedge accounting or the
Company revokes the designation. In these instances, gains or losses accumulated in equity are
not taken to the income statement until the forecast transaction or commitment affects profit or
loss. However, if the hedged transaction is no longer expected to occur, the cumulative gains
or losses recognized directly in equity are taken immediately to the income statement.

The fair value of the derivative portfolio includes estimates based on calculations using
observable market data, as well as specific pricing and risk-management tools commonly used
by financial entities.

Inventories
Materials stored for use in investment projects and inventories for consumption and

replacernent are valued at the lower of weighted average cost and net realizable value.

When the cash flows associated with the purchase of inventory are effectively hedged, the
corresponding gains and losses accumulated in equity become part of the cost of the
inventories acquired.

Obsolete, defective or slow-moving inventories have been written down to estimated net
realizable value. The recoverable amount of inventory is calculated based on inventory age and
turnover.

Treasury shares

Treasury shares are stated at cost and deducted from equity. Any gain or loss obtained on the
purchase, sale, issue or cancellation of treasury shares is recognized directly in equity.
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Provisions
Pensions and other employee obligations

Provisions required to cover the accrued liability for defined-benefit pension plans are
determined using “the projected unit credit” actvarial valuation method. The calculation is
based on demographic and financial assumptions for each country considering the
macroeconomic environment. The discount rates are determined based on market yield curves.
Plan assets are measured at fair value. Actuarial gains and losses on post-employment defined-
benefit plans are recognized immediately in equity.

For defined-contribution pension plans, the obligations are limited to the payment of the
contributions, which are taken to the income statement as accrued.

Provisions for post-employment bencfits (e.g. carly retirement or other) are calculated
individually based on the terms agreed with the employees. In some cases, these may require
actuarial valuations based on both demographic and financial assumptions.

Other provisions

Provisions are recognized when the Group has a present obligation (legal or constructive), as a
result of a past event, it is probable that an outflow of resources embodying economic benefits
will be required to settle the obligation and a reliable estimate can be made of the amount of
the obligation. When the Group expects some or all of a provision to be reimbursed, for
example under an insurance contract, the reimbursement is recognized as a separate asset, but
only when the reimbursement is virtually certain. The expense relating to any provision is
presented in the income statement net of any reimbursement. If the effect of the time value of
money is material, provisions are discounted, and the corresponding increase in the provision
due fo the passage of time is recognized as a finance cost.

Share-based payments

The Group has compensation systems linked to the market value of its shares, providing
employees share options. Certain compensation plans are cash-settled, while others are equity-
settled.

For cash-settled share-based transactions, the total cost of the rights granted is recognized as an
expense in the income statement over the vesting period with recognition of a corresponding
Hability (*Performance period”). The total cost of the options is measured initially at fair value
at the grant date using statistical techuiques, taking into account the terms and conditions
established in each share option plan. At each subsequent reporting date, the Group reviews its
estimate of fair value and the number of options it cxpects to be exercised, remeasuring the
liability, with any changes in fair value recognized in the income statement

For equity-settled share option plans, fair value at the grant date is measured by applying
statistical techniques or using benchmark securities. The cost is recognized, together with a
corresponding increase in equity, over the vesting period. At each subsequent reporting date,
the Company reviews its estimate of the number of options it expects to vest, with a
corresponding adjustment to equity.

Corporate inconie tax

This heading in the accompanying consolidated income statement includes all the expenses
and credits arising from the corporate income tax levied on the Spanish Group companies and
similar taxes applicable to the Group’s foreign operations.
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The income tax expense of each year includes both cuirent and deferred taxes, where
applicable.

Current tax assets and labilities for the cuirent and prior periods are measured at the amount
expected to be recovered from or paid to the taxation authorities. The tax rates and tax laws
used to compute the amount are those that are enacted or substantively enacted by the
reporting date.

Deferred taxes are calculated based on a statement of financial position analysis of the
temporary differences generated as a result of the difference between the tax bases of assets
and liabilities and their respective carrying amounts.

The main temporary differences arise due to discrepancies between the tax bases and carrying
amounts of plant, property and equipment, intangible assets, and non-deductible provisions, as
well as differences in the fair value and tax bases of net assets acquired from a subsidiary,
associate or joint venture.

Furthermore, deferred taxes arise from unused tax credits and tax loss carryforwards.

The Group determines deferred tax assets and liabilities by applying the tax rates that will be
eftective when the corresponding asset is received or the liability is settled, based on tax rates
and tax laws that are enacted {or substantively enacted) at the reporting date.

Deferred income tax assets and liabilities are not discounted to present value and are classified
as non-current, irrespective of the date of their reversal.

The carrying amount of deferred income tax assets is reviewed at each reporting date and
reduced to the extent that it is no longer probable that sufficient taxable profit will be available
to allow all or part of the deferred income tax asset to be utilized. Unrecognized deferred
income tax assets are reassessed at each reporting date and are recognized to the extent that it
has become probable that future taxable profit will allow the deferred tax asset to be recovered.

Deferred tax liabilities on investments in subsidiaries, branches, associates and joint ventures
are not recognized if the parent company is in a position to control the timing of the reversal
and if the reversal is unlikely to take place in the foreseeable future.

Deferred income tax relating to items directly recognized in equity is recognized in equity.
Deferred tax assets and liabilities resulting from business combinations are recognized in
connection with the purchase price allocation. Subsequent increases in required deferred tax
assets are deducted from goodwill,

Deferred tax assets and liabilities are offset if a legally enforceable right exists to set off
current tax assefs against current tax liabilities and the deferred taxes relate to the same taxable
entity and the same taxation authority.

Revenue and expenses

Revenue and expenses are recognized on the income statement based on an accruals basis; L.e.
when the goods or services represented by them take place, regardless of when actual payment
or collection occurs.

The Telefénica Group principally obtains revenues from providing the following
telecommunications services: fraffic, connection fees, regular (normally monthly) network
usage fees, interconnection, network and equipment leasing, handset sales and other services,
value-added services {e.g. text or data messaging) and maintenance. Products and services may
be sold separately or in promotional packages (bundled).

Revenues from calls carried on Telefonica’s networks (traffic) enfail an initial call
establishment fee plus a variable call rate, based on call length, distance and type of service.
Both wireline and wireless traffic is recognized as revenue as service is provided. For prepaid
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calls, the amount of unused traffic generates a deferred revenue recognized in “Trade and other
payables” on the statement of financial position. Prepaid cards generally expire within 12
months and any deferred revenue from prepaid traffic is taken directly to the income statement
when the card expires as the Group has no obligation to provide service after this date.

Revenue from traffic sales and services at a fixed rate over a specified period of time {{lat rate)
are recognized on a straight-line basis over the period of time covered by the rate paid by the
customer,

Connection fees arising when customers connect to the Group’s network are deferred and
taken to the incoine statement throughout the average estimated customer relationship period,
which varies by type of service. All related costs, except those related to network enfargement
expenses, administrative expenses and overhead, are recognized in the income statement as
incurred.

Installment fees are taken to the income statement on a straight-line basis over the related
period. Equipment leases and other services are taken to profit or loss as they are consumed.

Interconnection fees from wireline-wireless and wireless-wireline calls and other customer
services are recognized in the period in which the calls are made.

Revenues from handset and equipment sales are recognized once the sale is considered
complete, i.e., generally when delivered to the end customer.

In the wireless telephony business there are loyalty campaigns whereby customers obtain
points for the telephone traffic they generate. The amount assigned to points awarded is
recognized as deferred income until the points are exchanged and recognized as sales or
services based on the product or service chosen by the customer. This exchange can be for
discounts on the purchase of handsets, traffic or other types of services based on the number of
points earned and the type of contract involved. The accompanying consolidated statements of
financial position include the related deferred revenue, based on an estimate of the value of the
points accumulated at year end, under “Trade and other payables.”

Bundle packages, which include different elements, are sold in the wireline, wireless and
internet businesses. They are assessed to determine whether it is necessary o separate the
separately identifiable elements and apply the corresponding revenue recognifion policy to
each element. Total package revenue is allocated among the identified elements based on their
respective fair values (i.e. the fair value of each element relative to the total fair value of the
package).

As connection or initial activation fees, or upfront non-refundable fees, cannot be separately
identifiable as elements in these types of packages, any revenues received from customer for
these items are allocated to the remaining elements. However, amounf{s contingent upon
delivery of undelivered elements are not allocated to delivered elements.

All expenses related to mixed promotional packages are taken to the income stalement as
incurred.

Use of estimates, assumptions and judgments

The key assumptions concerning the future and other relevant sources of uncertainty in
estimates at the reporting date that could have a significant impact on the consolidated financial
statements within the next financial year are discussed below.

A significant change in the facts and circumstances on which these estimates and related
Judgments are based could have a material impact on the Group’s results and financial position,
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Property, plant and equipment, intangible assets and goodwill

The accounting treatment of investments in property, plant and equipment and intangible assets
entails the use of estimates to determine the useful life for depreciation and amortization
purposes and to assess fair value at their acquisition dates for assets acquired in business
combinations.

Determining useful life requires making estimates in connection with future technological
developments and alternative uses for assets. There is a significant element of judgment
involved in making technological development assumptions, since the timing and scope of
future technological advances are difficult to predict.

When an item of property, plant and equipment or an intangible asset is considered to be
impaired, the impairment loss is recognized in the imcome statement for the period. The
decision to recognize an impairment loss involves estimates of the timing and amount of the
impairment, as well as analysis of the reasons for the potential loss. Furthenmnore, additional
factors, such as technological obsolescence, the suspension of certain services and other
circumstantial changes are taken into account.

The Telefonica Group evaluates its cash-generating units’ performance regularly to identify
potential goodwill impairments. Determining the recoverable amount of the cash-generating
units to which goodwill is allocated also entails the use of assumptions and estimates and
requires a significant element of judgment.

Income taxes

The Group assesses the recoverability of deferred tax assets based on estimates of future
earnings. The ability to recover these taxes depends ultimately on the Group’s ability to
generate taxable earnings over the period for which the deferred tax assets remain deductible.
This analysis is based on the estimated schedule for reversing deferred tax liabilities, as well as
estimates of taxable earnings, which are sourced from internal projections and are continmously
updated to reflect the latest trends.

The appropriate classification of tax assets and liabilities depends on a series of factors,
including estimates as to the timing and realization of deferred tax assets and the projected tax
payment schedule. Actual Group company income tax receipts and payments could differ from
the estimates made by the Group as a result of changes in tax legislation or unforeseen
transactions that could affect tax balances.

Provisions

Provisions are recognized when the Group has a present obligation as a result of a past event, it
is probable that an cutflow of resources will be required to settle the obligation and a reliable
estimate can be made of the amount of the obligation. This obligation may be legal or
consiractive, deriving from imfer alia regulations, contracts, normal practices or public
commitments that lead third parties to reasonably expect that the Group will assume certain
responsibilities. The amount of the provision is determined based on the best estimate of the
outflow of resources required to settle the obligation, bearing in mind all available information
at the statement of financial position date, including the opinions of independent experts such
as legal counsel or consultants.

Given the uncertainties inherent in the estimates used to determine the amount of provisions,
actual outflows of resources may differ from the amounts recognized originally on the basis of
the estimates.

Revenue recognition
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Connection fees

Connection fees, generated when customers connect to the Group’s network, are deferred and
recognized as revenue over the average estimated customer relationship period,

The estimate of the average estimated customer relationship period is based on the recent
history of customer churn. Potential changes in estimates could lead to changes in both the
amount and timing of the future recognition of revenues.

Bundled offers

Bundled offers that combine different elements are assessed to determine whether it is
necessary to separate the different identifiable components and apply the corresponding
revenue recognition policy to each element. Total package revenue is allocated among the
identified elements based on their respective fair values.

Determining fair values for each identified element requires estimates that are complex due to
the nature of our business.

A change in estimates of fair values could affect the apportionment of revenue among the
elements and, as a result, revenues in future years.

Consolidation methods

The consolidation methods applied are as follows:

— Full consolidation method for companies over which the Company controls either by
exercising effective control or by virtue of agreements with the other shareholders.

— Proportionate consolidation method for companies which are jointly controlled with third
parties (joint ventures). Similar items are grouped together such that the corresponding
proportion of these companies’ overall assets, labilities, expenses and revenues, and cash
flows are integrated on a line by line basis into the consolidated financial statements.

— Equity method for companies in which there is significant influence, but not control or
joint control with third pariies.

In certain circumstances, some of the Group’s investees may require a qualified majority to
adopt certain resolutions. This, together with other factors, is taken into account when selecting
the consolidation method.

All material accounts and transactions between the consolidated companies were eliminated on
consolidation. The returns generated on transactions involving capitalizable goods or services
by subsidiaries with other Telefénica Group companies were eliminated on consolidation.

The financial statements of the consolidated companies have the same financial year end as the
parent company’s individual financial statements and are prepared using the same accounting
policies. In the case of Group companies whose accounting and valuation methods differed
from these of Telefénica, adjustments were made on consolidation in order to present the
consolidated financial statements on a uniform basis.

The consolidated income statement and consolidated statement of cash flows include the
revenues and expenses and cash flows of companies that are no longer in the Group up to the
date on which the related holding was sold or the company was liquidated, and those of the
new companies included in the Group from the date on which the holding was acquired or the
company was incorporated through year end.
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r)

s)

Revenue and expenses associated with discontinued operations are presented in a separate line
on the consolidated income statement. Discontinued operations are those with identifiable
operations and cash flows (for both operating and management purposes) and that represent a
line of business or geographic unit which has been disposed of or is available for sale. '

The share of non-controlling interests in the equity and results of the fully consolidated
subsidiaries is presented under "Non-controlling interests” on the consolidated statement of
financial position and income statement, respectively.

Acquisitions and disposals of non-controlling interests

Acquisitions of equity shares of subsidiaries from non-controlling interests:

The Telefénica Group treats increases in equity investments of companies already controlled
by the Group via purchases of non-controlling interests by recognizing any difference between
the acquisition price and the carying amount of the minority interest’s participation as
goodwill.

Disposals of investments in subsidiaries without relinquishing control:

In transactions involving the sale of investments in subsidiaries in which the Group retains
control, the Telefénica Group derecognizes the carrying amount of the shareholding sold,
including any related goodwill. The difference between this amount and the sale price is
recognized as a gain or loss in the consolidated income statement.

Commitments to acquire non-controlling interests (put options):

Put options granted to non-controlling interests of subsidiaries are measured at the exercise
price and classified as a financial liability, with a deduction from non-controlling interests on
the consolidated statement of financiat position. Where the exercise price exceeds the balance
of non-controlling interests, the difference is recognized as an increase in the goodwill of the
subsidiary. At each reporting date, the difference is adjusted based on the exercise price of the
options and the carrying amount of non-controlling interests.

New IFRS and interpretations of the International Financial Reporting Interpretations
Commifttee (IFRIC)

The accounting policies applied in the preparation of the financial statements for the year ended
December 31, 2009 are consistent with those used in the preparation of the Group’s consolidated
annual financial statements for the year ended December 31, 2008, except for the adoption of new
standards, amendments to standards and interpretations published by the International Accounting
Standards Board (IASB) and the International Financial Reporting Interpretations Committee
(IFRIC), and adopted by the European Union, effective as of January 1, 2009, noted below:

*  Amendment to IAS 23, Borrowing cosis

The amendment consists of the elimination of the possibility to immediately recognize in
profit or loss the borrowing costs related to the production or development of qualifying
assets. This amendment has had no impact on the accounting policies applied by
Telef6nica.

= Amendment to IAS [, Revised Presentation of Financial Statements

The revised standard separates owner from non-owner changes in equity. The statement of
changes in equity includes only details of transaction with owners, with non-ownet changes
presented as a single line. In addition, the standard introduces the statement of
comprehensive income which can be presented in one single statement or in two linked
statements. Telefonica has elected to present two statements. This change is not mandatory,
but the Group has decided to use the proposed titles, which are:
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= statement of financial position, instead of “balance sheet”
* income statement

= statement of comprehensive income, instead of “statement of recognized income
and expense”

= statement of changes in equily instead of “movements in equity”
= statement of cash flows instead of “cash flow statement”
=  Amendment to IFRS 2, Share-based Payment: Vesting Conditions and Cancellations

This amendment clarifies the definition of vesting conditions and prescribes the accounting
treatment of an award that is cancelled because a non-vesting condition is not met. The
adoption of this amendment has not had any impact on the financial position or
performance of the Group.

% Amendments to IAS 32, Financial Instruments: Presentation and IAS | Presentation of
Financial Statements - Puttable Financial Instruments and Obligations Arising on
Ligquidation

These amendments include a limited scope exemption for puttable financial instruments to
be classified as equity if they fulfill specified criteria. The adoption of this amendment has
not had any impact on the fimancial position or performance of the Group,

»  [mprovements to IFRSs (May 2008)

These improvements establish a broad amount of amendments to current IFRSs with the
aim of removing inconsistencies and clarifying wording. These improvements did not have
any impact on the financial position or performance of the Group.

»  Amendment to IFRS 7, Financial Instruments: Disclosures

This amendment enhances the disclosure required about fair value measurements and
liquidity risk. In addition, it introduces a three-Jevel hierarchy of fair value measurement
and the requirement to disclose any kind of change in the method of measuring fair value
and the reasons behind it. The adoption of this amendment has not had any impact on the
financial position or performance of the Group.

»  Amendments to I4S 392 and IFRIC 9, Embedded derivatives

These amendments clarify the impact that a reclassification of a financial asset out of the
Jair value through profit or loss category has on the assessment of whether an embedded
derivative shall be separated from its host contract. Additionally, it prohibits the
reclassification when the embedded derivative is not subject to a separate valuation upon
the moment of reclassification of a hybrid contract out of the aforementioned category. The
adoption of this amendment has not had any impact on the financial position or
performance of the Group.

= [FRIC 12, Service Concession Arrangements

This interpretation provides guidance on the accounting by operators for obligations
assumed and related rights acquired under service concession arrangements.The adoption
of this amendment has not had any impact on the financial position or performance of the
Group.

»  JFRIC i3, Customer Loyalty Programmes

This interpretation establishes that entities that have programs which award points or
credits to their customers as the result of a commercial transaction, which in the future will
be redeemed for free or discounted products or services, must treat these points as part of
the commercial transaction that generates them. In other words, it is a transaction with
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multiple components, combining the sale of the product or service itself and the sale of
points or credits, therefore such that a part of the amount earned must be allocated to the
points awarded and its recognition deferred until their redemption. The portion
corresponding te the points will be determined by reference to their fair value. The
adoption of this amendment has not had a significant impact on the financial position or
performance of the Group.

= [FRIC 15, Agreements for the Construction of Real Estate

This interpretation refers to agreements for the construction of real estate and addresses to
related issues: it determines whether the construction of real estate is within the scope of
IAS 11, Construction Contracts, or IAS 18, Revenue and, when revenue from the
construction of real estate should be recognized. The adoption of this amendment has not
had any impact on the financial position or performance of the Group.

= [FRIC 16, Hedges of a Net Investment in a Foreign Operation

This interpretation establishes the criteria for the recognition of hedges of a pet investment
in foreign operations, including the foreign currency risks that qualify for hedge accounting
in the hedge of a net investment, where within the group the hedging instruments can be
held and how an entity should determine the amount of foreign currency gain or loss
relating to both the hedging instrument and the hedged item that must be recognized in
profit or loss on disposal of the investment. The adoption of this amendment has not had
any impact on the financial position or performance of the Group.

= [FRIC 18, Transfers of Assets from Customers

This interpretation applies to deliveries of assets from customers as of July 1, 2009. This
interpretation establishes the criteria for accounting transactions in which an entity receives
from a customer an item of property, plant and equipment (or cash for their acquisition or
construction} that the entity must use either to connect the customer to a network and/or to
provide the customer with ongoing access to a supply of goods or services. The adoption of
this amendment has not had any impact on the financial position or performance of the
Group.

In addition, the Amendment to 1AS 39 Hedges of Transactions between Segments, included in
Improvements to IFRS published i April 2009, is effective for annual periods beginning on or after
January 1, 2009, but has not been adopted by the European Union at the date of preparation of
these consolidated financial statements. This amendment clarifies that hedge accounting may not
be applied to transactions between segments in accordance with the principle of IAS 39, which
does not allow hedge accounting to be applied to intragroup transactions in the consolidated
financial statements. The application of this interpretation would not have had an impact on the
2009 consolidated financial statements.

New IFRS and Interpretations of the International Financial Reporting Interpretations Committee
(IFRIC) not effective as of December 31, 2009

At the date of preparation of the accompanying consolidated financial statements, the following
IFRS and IFRIC interpretations had been published, but their application was not mandatory:
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Mandatory application:

annual periods beginning on
Standards and amendments or after
IFRS 9 Financial Instruments January 1, 2013
Revised IFRS 3 Business Combinations July 1, 2009
Amendment to IAS 27 | Consolidated and Separate Financial Statements July 1, 2009
fmprovements to IFRSs (April 2009) January 1, 2010 (¥)
Revised 1AS 24 Related Party Disclosures January 1, 2011
Amendinents to LAS 39 | Eligible Hedged Items July 1, 2009
Amendment to IFRS 2 | Group Cash-Setiled Share-Based Payment Transactions Janwary 1, 2010
Amendments to 1AS 32 | Classification of Rights Issues February 1, 2010

(*) The amendments to IFRS 2, IAS 38 (regarding intangible asscis acquired in business combinations) IIFRIC 9 and
IFRIC 16 become effective for all annual periods beginning on or after July 1, 2009. In addition, no effective date has
been established for the additional guidance to the appendix to IAS 18 for determining whether an entity is acting as a
principal or as an agent, as this appendix does not form part of the standard.

Mandatory application:
annual periods beginning on

Interpretations or after
IFRIC 17 Dhistributions of Non-Cash Assets to Owners July 1, 2009
IFRIC 19 Extinguishing Financial Liabilities with Equity Instruments July 1, 2010

Amendment to

TFRIC 14 Prepayment of Minimum Funding Requivements January 1, 2011

The Group is currently assessing the impact of the application of these standards, amendments and
interpretations. Based on the analyses made to date, the Group estimates that their adoption will not
have a significant impact on the coonsolidated financial statements in the initial period of
application. However, the changes introduced by the revised IFRS 3 and amendments to IAS 27
will affect future acquisitions and transactions with non-controlling interests carried out on or after
Januvary 1, 2010, as well as the subsequent recognition of tax assets acquired in business
combinations prior to that date, as provided for in the transitional provisions. Meanwhile, the
changes introduced by IFRS 9 will affect financial assets and future transactions with financial
assets carried out on or after January 1, 2013,

SEGMENT INFORMATION

Combining the wireline and wireless telephony services underscores the need to manage the
business by region in order to offer customers the best integrated solutions and support wireless-
wireline convergence.

To implement this management model, the Group has three large business areas: Telefonica Spain,
Telefonica Europe and Telefénica Latin America, with each overseeing the integrated business.
This forms the basis of the segment reporting in these consolidated financial statements.
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Telefonica Spain oversees the wircline and wireless telephony, broadband, internet, data,
broadband TV, value added services operations and their development in Spain.

Telefénica Latin America oversees the same operations in Latin America.

Telefénica Europe oversees the wireline, wireless, broadband, value added services and data
operations in the UK, Germany, the Isle of Man, Ireland, the Czech Republic and the Slovak
Republic.

The Telefonica Group is also involved in the media and contact center businesses through
investments in Telefénica de Contenidos and Atento, included under “Other and eliminations™
together with the consolidation adjustments.

The segment reporting takes into account the impact of the purchase price allocation (PPA) to
assets acquired and the liabilities assumed from the companies included in each segment. The
assets and liabilities presented in each segment are those managed by the heads of each segment.

The Telefonica Group manages its borrowing activities and tax implications centrally. Therefore, it
does not disclose the related assets, liabilities, revenue and expenses breakdown by reportable
segments.

For the presentation of the segment reporting, revenue and expenses arising from the use of the
trademark and management services and that do not affect the Group’s consolidated results have
been eliminated from the operating resulis of each Group segment.

Inter-segment transactions are carried out at market prices.

Key information for these segments is as follows:

2009
Telefonica Telefénica Telefonica Other and Total
Millions of euros Spain Latin America Europe climinations Group
Revenue from operations 19,703 22,983 13,533 512 56,731
External sales 19354 22,786 13,468 1,123 56,731
Inter-segment sales 349 197 65 (611) -
Other operating income and expenses (9.946) (13,840) (9,623) (719) (34,128),
CIBDA 9,757 9,143 3,910 (207) 22,603
Depreciation and amortization (2,140) (3,793) (2,895) (128) (8,956)
OPERATING INCOME 7,617 5,350 1,015 (335) 13,647
CAPITAL EXPENDITURE 1,863 3,450 1,728 216 7,257
INVESTMENTS IN ASSOCIATES 3 2,453 - 2,480 4,936
NON-CURRENT ASSETS 14,082 25,016 26,962 1,351 67,411
TOTAL ALLOCATED ASSETS 26,156 44,678 32,097 5,210 108,141
TOTAL ALLOCATED LIABILITIES 13,363 22,862 6,435 41,207 83,867
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2008
Telefonica Telefonica Teleférnica Other and Total
Millions of euros Spain Latin America Europe eliminations Group

Revenue from operations 20,838 22,174 14,309 625 57,946

External sales 20,518 21,974 14253 1201 57,946

Inter-segment sales 320 200 56 {576) -
Other operating income and expenses (10,553) (13,729) (10,129 (616) (35,027)
OIBDA 10,285 8,445 4,180 9 22,919
Depreciation and amortization (2,239) (3,645) (3,035) (127 (9,046)
OPERATING INCOME 8,046 4,800 1,145 (118) 13,873
CAPITAL EXPENDITURE 2,208 4,035 2,072 86 8,401
INVESTMENTS IN ASSQCIATES 99 107 - 2,571 2,717
NON-CURRENT ASSETS 14,372 21,959 27,265 1,193 64,789
TOTAL ALLOCATED ASSETS 32273 37,942 32,726 (3,045) 99,896
TOTAL ALLOCATED LIABILITIES 20,754 21,998 6,420 31,162 80,334

2007
Telefénica Telefonica Telefonica Other and Total
Millions of euros Spain Latin America Europe eliminations Group

Revenue from operations 20,683 20,078 14,458 1,222 56,441

External sales 20,423 19,901 14,417 1,700 56,441

Inter-segment sales 260 177 41 (478) -
Other operating income and expenscs (11,235) (E2,957) (9,481) (*} 56 (33,617)
OIBDA 9,448 7,121 4,977 1,278 22,824
Depreciation and amortization (2,381) (3.559) (3.386) (t10} (9.436)
OPERATING INCOME 7,067 3,562 1,591 1,168 13,388
CAPITAL EXPENDITURE 2,381 3,343 2,125 178 8,027
INVESTMENTS IN ASSOCIATES 95 70 - 3,023 3,188
NON-CURRENT ASSETS 14,451 23,215 31,658 1,226 70,550
TOTAL ALLOCATLD ASSETS 34,423 37,618 39,144 (5,312) 105,873
TOTAL ALLOCATED LIABILITIES 22,014 22,205 10,215 28,584 83,018

(*) “Other operating income and expenses™ for the “Other and inter-group eliminations” segment includes the 1,368 million euro gain on

the sale of Endemol (see Note 19).
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The breakdown of the segment revenues from operations by business and the main countries in
which the Group operates is as follows:

Millions of euros

2009 2008 2007
Country Wireline | Wireless (?llter a'nd Total Wireline | Wireless 9' h-er a_ud Totat Wireline | Wireless (')lh_er a."d Total
eliminations eliminations eliminations
Spain 12,167 8,965 (1,429) 19,703 12,581 9,684 (1,427) 20,838 12,401 9,693 (1,411} | 20,683
Latin America 22,983 22,174 20,078
Brazil 5,766 3,036 (426) 8376 6,085 2,932 (411) 8,606 5,619 2,396 {353) 7,662
Argentina 1,047 1,643 {81} 2,609 1,027 1,585 {85) 2,527 984 1,353 (73)] 2,264
Chile 893 1,010 (12) 1,331 974 1,051 89 1,936 974 530 {90) 1,814
Peru 1,006 840 (136} 5716 917 173 (123) 1,627 1,031 603 {121) 1,513
Cotombia 615 685 (31) 1,269 710 815 (35) 5% 739 869 39 1,569
Mexica N/A 1,552 N/A 1,552 N/A 1,631 N/A 1,631 N/A 1,431 N/A 1,431
Venezucla N/A 3,713 N/A 3,773 NIA 2,769 NfA 2,769 N/A 2,392 N/A| 2392
Remaining aperators and
inter-scgment 1,857 1,538 1,433
eliminations
Eurnpe 13,533 | 14,309 14,453
UK 70 6,442 - 6,512 33 7,019 N/A 7,052 10 7,393 NA | 7,403
CGiermany 558 3,188 - 3,146 496 3,099 NiA 3,595 353 3,188 N/A| 3,541
Czech Republic 1,015 1,248 (3) 2,260 1,183 1,388 10 2,581 1,067 1,192 )| 2257
Ircland 1 204 N/A 205 N/A 957 NiA 957 N/A 991 N/A 991
Remaining operators and
inter-segment 110 124 266
eliminations
O-Ih(fr Hl.Id inter-segment 512 625 1212
eliminations
Total 56,731 57,946 56,441
(5) BUSINESS COMBINATIONS AND ACQUISITIONS OF NON-CONTROLLING INTERESTS

Business combinations:
2009

No significant business combinations were carried out in 2009 that had been completed as of
December 31, 2009.

2008

On April 8, 2008, VIVO, through its subsidiary Tele Centro Oeste 1P, S.A. (TCO IP, S.A)),
launched a voluntary tender offer for shares representing up to one third of the free float of the
preferred stock of Telemig Celular Participagoes, S.A. and its subsidiary Telemig Celular, S.A. ata
price per share of 63.90 and 654.72 Brazilian reais, respectively. This offer, which concluded on
May 15, 2008, reached a level of acceptance of close to 100%, which implied the acquisition by
TCO 1P, S.A. of 31.9% and 6% of the preferred shares of Telemig Celular Participagoes, S.A. and
Telemig Celular, S.A., respectively.

Furthermore, in accordance with Brazilian Corporations law, TCO IP, S.A. submitted a mandatory

tender offer on July 15, 2008, for all the voting stock in Telemig Celular Participagoes, S.A. and
Telemig Celnlar, S.A. at a price per share equivalent to 80% of the purchase price of the voting
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stock of these companies. After this offer VIVO owned, directly and indirectly, 90.65% of the
share capital of Telemig Celular, S.A. and 58.9% of the share capital of Telemig Celular
Participagoes, S.A. Both companies are included in the Telefénica Group's consolidation scope
using proportionate consolidation.

After the acquisition of these shareholdings, the purchase price was allocated to the assets acquired
and the liabilities assumed using generally accepled measurement methods for each type of asset
and/or liability based on the best information available.

The fair value of the licenses was determined using the Multi-period Excess Earnings Method
{MEEM) by discounting the estimated future cash flows of the company’s wireless business based
on the assumptions contained in the Business Economic Valuation (BEV) prepared in accordance
with Brazilian corporation law.

The calculation only considered estimated revenue generated by new customers in the business
plan and not existing customers in the portfolio at the time of the transaction, Al} applicable costs
are deducted from the estimated revenue, while the impact on cash flows of changes in working
capital and the acquisition of assets is also considered, thus obtaining the estimated net cash flow
attributable to the asset.

The carrying amounts, fair values, goodwill and acquisition prices of the assets acquired and the
liabilities assumed in this transaction at the date control was obtained bearing considering the
effects of proportionality, were the following:

Telemig Group
Millions of curos Carrying Fair value
{Data at 50%) amount
Intangible assets 18 562
Property, plant and equipment 126 183
Other assels 376 477
Deferred tax liabilities 3 208
Other liabilities 265 263
Net asset value 252 751
Non-controlling interests 119 335
Acquisition cost 451
Goodwill {(Note 7) 35

The amount paid for the acquisition in 2008 was 522 million euros. Acquisition cost was calculated
bearing in mind the exchange rate effect of the difference between the exchange rate applied upon
the initial inclusion of Telemig’s assets and liabilities in the Telefénica Group’s consolidated
financial statements and the average exchange rate of the payments made in the acquisition of the
shareholding.

The impact of this acquisition on cash and cash equivalents was as follows:

Millions of euros Telemig Group
Cash and cash equivalents of companies acquired 175
Cash paid in the acquisition plus related costs 522
Total net cash outflow (Note 23) 347

-33-



Yelefonica

Acquisitions of non-controlling interests:
2009

There were no acquisitions of significant non-controlling interests in 2009. The detail of
transactions carried out in the year is provided in Appendix 1.

2008

The effect of the tender offer for CTC’s non-controlling interests was recognized in 2008. The
impact of this acquisition on equity attributable to non-controlling interests amounted to 397
million euros (see Note 12); while the related goodwill was 277 million euros (see Note 7).

(6) INTANGIBLE ASSETS

Movements in the items comprising net intangible assets in 2009 and 2008 are as follows:

Millions of ¢uros
Translation
differences and
Balance at Transfers hyperinftation | Balance ai
12/31/98 Additions Amortization | Disposals and other adjustments 12/31/09

Development costs 175 84 (81} [#3] (14) - 162

Service concession 3,697 0 (756) R (8) 920 8,842

arrangements

Sollware 2,394 964 (312} - 772 130 2,948

Customer base 3,046 - (512) - 24 123 2,681

Other inlangible assets 1,229 Bl {170) (1} (51) 51 1,139

Prepayments on intangible 180 166 _ R (479) 7 74

assels

Net intangible asseils 15,921 1,305 (2,861) [E1] 244 1,240 15,846

Millions of euros
Translation
differences and
Balance at Transfers hyperinNation | Inclusion of | Exclusion of | Balance at
12/31/07 Additi Amortization | Disposals | and other dj nts | com panies pani 12/31/08

Development cosls 177 96 (81) - 14 (3} - 175
Service concession 9,670 203 (7571 - 50 (1,103) 544 - 8,697
arrangements
Software 2,452 933 (1,111) (15) 276 (160) 22 (3) 2,394
Customer base 4,153 1 (585) - (136} (387) - - 3,046
Other intangible asscts 1,534 16 (206} {3) 108 {218) 3 (2} 1,228
Prepayments onintangible 334 292 } } @33) a4 1 B 180
assels
Net intangible assets 18,320 1,631 {2,743) (18) 51 {1,885) 570 5) 15,921
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