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Abstract 

The telecommunications sector entered the new millennium with a new paradigm, defined in four terms: mobile 
and global in nature, private, competitive and with interests in different sectors. Within this framework, the 
research presented here addresses the new cycle in Telefónica's internationalisation and the intricate investment 
process in Spanish telecommunications. The text is structured in four main sections, comprising an overview of 
Telefónica in the world market, Telefónica's entry into Central Europe with Český Telecom, the entry into 
unexplored European markets with O2 and the penetration of subjectively distant markets - China. 
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1. Introduction 

At the dawn of the new millennium, the International Telecommunication Union (ITU), the telecommunications 
institution par excellence, spoke of reinvention of the sector and a new era ushered in by the gale of creative 
destruction, a dawn in which scarcity was to be replaced by abundant and ubiquitous service. The industry appeared 
once again at a crossroads where technological change - mobile telephony and the Internet, an essential component 
of business and society - intersected with new market realities. Four words summed up the new 
telecommunications market paradigm of the day: Private, competitive, mobile and global in nature, with interests 
spanning different sectors (Note 1). 

But the buoyant situation of 2000 - almost a trillion dollars in terms of service revenues and almost $50 billion in 
profits generated by ten US operators - took a radical turn. Stock prices plummeted, new infrastructure initiatives 
- satellites (Iridium) and fibre optic cable (Global Crossing) - ended in bankruptcy. The Internet, the talisman of 
the 1990s and the ultimate expression of dot.com technologies, became a dirty word in the new century as dot.bomb. 

This requires some explanation. After a long period of industry growth at rates of five to seven percent per year, 
the mid-1990s saw a growth spiral to a peak of 28 percent in 2000. It was a time of sustained high investment, 
mainly in building new networks and expanding old ones (in 2000, incumbent telecom operators invested more 
than $200 billion, almost twice as much as a decade earlier). Investment was also directed towards the acquisition 
of shares in telecommunications companies (privatisations amounted to more than $100 million in the last years 
of the 20th century) and licences to provide services (about the same amount in the first years of the 21st century). 
In the face of limited consumer capacity, the price reductions brought about by competition and the squeeze on 
profit margins broke investors' confidence. Venture capital was reluctant to build new networks in the already 
well-supplied countries of the developed world and speculative investments took refuge in the poorly serviced 
emerging nations with strong growth prospects (Note 2). Privatisation revenues in the infrastructure sector in 
Eastern Europe reached $7.2 trillion in 2006, close to the sum of East Asia and the Pacific ($5.8 trillion) and Latin 
America ($2.7 trillion). By country, 86% of privatisations in East Asia and the Pacific in 2006 took place in the 
People's Republic of China, while Mexico accounted for 51% of privatisations in Latin America (Note 3).  

Against the backdrop of the global market, this research addresses the new cycle in Telefónica's 
internationalisation and the intricate investment process in Spanish telecommunications. It derives from primary 
sources and reports from international institutions, among them the International Telecommunication Union and 
OCDE. The text is structured in four main sections, comprising an overview of Telefónica in the global market, 
Telefónica's entry into Central Europe with Český Telecom, the entry into unexplored European markets with O2 
and the penetration of subjectively distant markets - China.  
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2. Telefónica in the Global Market 

Telefónica was the monopoly of the telecommunications in Spain, a condition kept for 74 years. It has been created 
by the gigantic International Telephone and Telegraph Co. (IT&T) in 1924, when the country was under the 
dictatorship of the general Primo de Rivera. With the name of Compañía Telefónica Nacional de España (CTNE), 
it served almost the entire territory. In conjunction with its monopoly on telephone service, the CTNE had close 
ties with Standard Eléctrica, a supplier of equipment and materials founded by IT&T. CTNE overcame successive 
attempts at nationalisation, in particular during the Second Republic (1931-1936), and was rescued by Spanish 
capital under Franco's dictatorial regime. In the long period that began in 1946, it maintained its monopoly under 
a new contract with the State and even reinforced it with the recovery of some provincial networks that persisted 
outside its control. Vertical integration with Standard Eléctrica was first weakened in the 1960s through the 
formation of the so-called second suppliers and was definitively broken when Spain joined the European Economic 
Community in 1986. Then, in order to gain the advantages it obtained from its integration into the industry with a 
critical size for negotiating with suppliers, it began a first phase of internationalisation, in particular with a major 
expansion across Latin America during the mandate of Luis Solana Madariaga, who faced stiff opposition in 
government and parliament. 

Spain officially opened its telecommunications market to competition on 1 December 1998, eleven months behind 
the majority bloc of EU countries (Note 4). The reduction in prices and increase in traffic following the 
liberalisation of telecommunications led to an upward loss of market share for the former monopoly, especially in 
long-distance and international calls, as well as calls to mobile phones (Note 5). Following its full privatisation, 
Telefónica set out to move towards a less capital intensive, more agile and efficient business model, with the ability 
to optimise capital expenditure and the willingness to reallocate a good half of its spending on new and broadband 
service. 

In the past, Telefónica has had a long history of forging international alliances, a strategy that has been further 
developed in the following years (Note 6). In May 2000, together with Bertelsmann and Terra, it entered into a 
strategic agreement, which was replaced after almost three years by a strategic alliance framework agreement. In 
addition, the three companies and Lycos reached a preferential agreement in order to further explore opportunities 
for the mutual provision of communication services, developments and content in the on-line market. The new 
agreement between Telefónica and Terra was twofold. On the one hand, it responded to the changes experienced 
by the Internet business, especially the development of broadband; on the other hand, it responded to the need to 
adapt the products and services offered by Terra Lycos under the 2000 agreement to the new realities and the 
specific needs of the Telefónica Group. The aim was to add the capacity of this Group, as a connectivity and access 
provider, to those of the Terra Lycos Group as a fixed telephony Internet portal in the residential, SOHO and, 
when agreed, SME markets, taking advantage of synergies and creating value for both Groups (Note 7). 

This brings us into another realm of new expectations, created by technological change and, more specifically, by 
the Internet. 

Shortly before the end of the 20th century, Telefónica formed Terra Networks, S.A. (Note 8), which followed a 
strategic model with a separation between the telecommunications business and the Internet Service Provider (ISP) 
business. But the development of broadband technology applied to Internet access erased the traditional separation 
between the two businesses and imposed changes from the supply and demand side. This new integrated model of 
telephony and Internet precipitated the irreversible crisis of the traditional pattern and the emergence of a new 
offer that only seamless integrated management between network functions and service provision could capture. 
This integration of connectivity, access and service layers required Internet access providers to become 
communications operators in order to compete in the market. Thus, they had only two alternatives: either to invest 
in network infrastructure (which may compromise their viability given the time to maturity of the investment and 
the high capital required to undertake it) or to fully integrate with network operators already possessing 
infrastructure and technical and human capacity.  

On the demand side, users, no longer satisfied with Internet access alone, were looking for integrated offers and 
therefore opted for operators capable of offering all the services demanded by the market, in particular voice, 
image and Internet access, among others. Competing in a market that was growing in size and changing in terms 
of offerings required increasingly higher capacities, scale and resources in the context of the technological 
evolution of services - rapidly increasing connection speeds, technical capacity to provide quality audiovisual 
content, interoperability between the different elements of the offer (mail, messages, voicemail, content 
consumption, etc.) -. Hence the propensity of competing groups to make broadband the core of their strategy by 
integrating telephony and Internet businesses (Note 9).  
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Offering integrated solutions to the user was the path Telefónica intended to take to successfully face the new 
challenges, which made the merger with an Internet company a strategic imperative. In this regard, the integration 
of the businesses resulting from the merger with Terra had many advantages, starting with an increase in customers 
and market share, and continuing with the improved utilisation of existing customer bases. The integration would 
minimise costs and optimise investments through integrated management of networks and platforms, 
rationalisation of investments, rationalisation of corporate structures with elimination of duplication and, therefore, 
improved management and increased efficiency and ease of capturing content and service synergies. Integration 
would in turn allow exploiting growth opportunities in new markets through a more attractive and competitive 
fixed telecommunications offer using broadband Internet access. Finally, it would make it possible to develop a 
unique strategy in the field of e-commerce and general portals for access to information and advertising (Note 10).  

In those early years of the new millennium, full of change and turbulence, investors began to talk about mature 
markets, which, at least in part, were already frequented by Telefónica. The Group spread its investment activity 
in European and, especially, Latin American markets through shareholdings and acquisitions. This practice 
included the stake in Portugal Telecom (29 April 2004); the acquisition of BellSouth's total stakes in its Latin 
American operators and the voluntary takeover bids for the shares of four Brazilian subsidiaries (Tele Sudeste 
Celular Participaçoes, S.A. (TSD), Tele Leste Celular Participaçoes, S.A. (TBE), Celular CRT Participaçoes, S.A. 
(CRT) and Tele Centro Oeste Celular Participaçoes, S.A. (TCO). These bids raised Brasilcel's stake to 90.9% in 
TSD, 50.6% in TBE and 67% in CRT. Telesp Celular's stake in TCO reached 50.6%. Together, the total amount 
of these takeover bids was around 168 million euros for Brasilcel and 249 million euros for TCP. In accordance 
with the Company's usual practice, this operation was financed with liquidity and available credit lines (Note 11).  

Some key facts should be recalled at this point. In April 1997, Portugal Telecom and Telefónica sealed a 
partnership agreement in order to explore the possibility, among other things, of jointly evaluating international 
expansion and development opportunities, with a particular focus on Latin America. This was a strategic decision 
in response to investor demand for consolidation in Brazil with the aim of taking the consolidation initiative and 
creating the largest wireless operator in South America. In January 2001, the two companies together with their 
respective subsidiaries, PT Moveis SGPS S.A. and Telefónica Móviles S.A., created in equal parts a leading 
wireless and mobile operator in Brazil, domiciled in the Netherlands under the name Brasilcel N.V. In October 
2002, by a subscription agreement, both companies contributed their Brazilian wireless and mobile assets to 
Brasilcel, while by a shareholders' agreement they regulated their respective interests in Brasilcel, as well as the 
governance and development of Brasilcel and its subsidiaries. The joint venture began operating in Brazil under 
the Vivo brand in April 2003 and, subsequently, Brasilcel concentrated all its interests in a single holding company 
under the name Vivo Participações S.A. Vivo became the leading provider of mobile telecommunications services 
in Brazil (Note 12).  

Consider now some of the operations mentioned above, in particular Centro Oeste Celular, well analysed by 
Telefónica (Note 13).  

Mergers, takeover bids and divestitures were also significant transactions in 2005-2006. These included the merger 
by absorption of Terra Networks by Telefónica (23 February 2005), the IPO of Endemol N.V. and its listing on 
Euronext Amsterdam (10 November 2005), the sale of TPI (4 July 2006), the British telephone directory company, 
and of Yell Group plc ("YELL"). The merger through absorption of Telefónica Móviles by Telefónica implied the 
extinction, through the dissolution without liquidation of the former and the en bloc transfer of all assets to the 
latter (21 June 2006) (Note 14). 

Consider the acquisition of BellSouth's stakes in its Latin American operators in Argentina, Chile, Peru, Venezuela, 
Colombia, Ecuador, Uruguay, Guatemala, Nicaragua and Panama (Note 15).  

In March 2004, BellSouth and Telefónica Móviles had reached a definitive agreement, whereby BellSouth sold its 
stake in ten Latin American operators to Telefónica Móviles. The agreement provided for a purchase price based 
on the total value of $5.85 billion. The transaction was to be closed in stages by the end of 2004 with the transfer 
of BellSouth's stake in the operations in seven Latin American countries (Argentina, Chile, Colombia, Nicaragua, 
Peru, Uruguay and Venezuela), subject to all necessary government approvals (Note 16). 

Telefónica considered the transaction a "natural" strategic move for Telefónica Móviles, which consolidated its 
leadership in Latin America through local scale expansion in the main countries (Argentina, Chile and Peru). This 
objective was achieved by expanding presence in a high-growth region, improving market fundamentals via a 
reduction in the number of companies, integration with existing operations in the region with substantial benefits 
from economies of scale and synergies, strengthening Telefónica Móviles' diversified profile, increasing EPS and 
PFC from the outset, and managing execution risk and proven management track record (Note 17).  
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Table 1. Telefónica Móviles' Latin American portfolio, 2003 

 
Inhabitants 
(millions) 

Penetration 
(%) of mobile phones

Subscribers 
(thousands) Market share 

Place in the 
market

Chile 15.4 49 3,571 48 1
Argentina 36.9 21 3,311 42 1
Peru 27.3 11 2,149 74 1
Uruguay 2.1 23 146 30 2
Venezuela 24 31 3,307 45 1
Colombia 40.3 15 1,915 32 2
Ecuador 13.2 18 816 35 2
Panama 2.8 27 420 55 1
Guatemala 11.1 16 409 22 3
El Salvador 6.6 13 248 25 2
Nicaragua 2.9 11 229 69 1
Brazil 130.1 35 20,656 56 1
Mexico 103.9 30 3,454 11 2
Puerto Rico 3.9 34 175 12 4

 

The acquisition of the entire capital of all ten BellSouth cellular operators in Latin America mobilised $5.85 billion 
through cash generation financing -$4.2 billion- and debt from Telefónica Móviles. The transaction boosted 
Telefónica Móviles to the second largest mobile multinational in the world, with close to 72 million customers 
under management in the third quarter of 2004 and the largest operator in Latin America, with more than 50.6 
million customers under management. In addition, it was the only mobile company with a presence in the region's 
main markets, which together had more than 421 million inhabitants. All these figures put the company in a good 
position to take advantage of the strong potential boom in the Latin American market.  

The acquisition capped key acquisitions in Latin America for Spain's largest company, which could always 
continue with organic growth and the occasional small purchase if opportunities arose. Including the BellSouth 
purchase, Telefónica had invested almost 43 billion euros in fixed and mobile lines in the previous decade (Note 
18).  

3. Telefónica's European Cycle: At the Heart of Europe 

At the turn of the millennium, Telefónica's strategic objective was to obtain licences to operate mobile services in 
Europe using UMTS technology. The strategy in the third generation of mobile telephony, driven by Telefónica 
Intercontinental as a special purpose vehicle, was pan-European in nature, albeit subject to a threefold selective 
criterion. Firstly, it gave priority to the markets of the four major countries - the UK, Germany, France and Italy - 
and one of the most advanced, namely Switzerland. Secondly, it focused on the profitability of the investment, 
while at the same time reducing risks through alliances with technological and financial partners that would limit 
its financial exposure without losing control of operations. In this search for allies, the choice of local partners also 
became very important. However, the entry strategy took different forms depending on the countries it planned to 
enter (Note 19). 

Telefónica benefited from the status of a private monopoly with a significant public shareholding, backed by the 
government as an economic development and intervention player and also as an element of the political game as 
the company's chief executive. This gave Telefónica enormous financial power and a position of lower 
indebtedness than other major European operators. When the auctions put pressure on the technology to make the 
market potential profitable in the short term without adequate technological deployment, the most technologically 
powerful companies and consortia failed. In effect, their technological capacity was devalued, but Telefónica's 
profitability was not so affected. 

The Spanish predominant operator undoubtedly had its sights set on the global market. On a less sectoral and more 
geographical level, the inclusion of One.Tel in the Telefónica consortium was related to broader joint plans. Indeed, 
both negotiated a possible participation of the Spanish company in the capital of the Australian one. The 
interruption of the talks due to the change of Telefónica's chairmanship prevented the possibility of Telefónica's 
presence as a network operator in distant markets (Note 20). 

Eastern Europe as a whole, in transition to a market economy after the collapse of the Soviet bloc, had the 
characteristics of emerging countries. Early in the millennium, the newly appointed centre-left Czech cabinet 
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decided to follow the path of so many other countries and privatise the public telephone monopoly through a partial 
sale of 51 % of Český Telecom (CTe) (Note 21). In 2002, it launched a $1.8 billion (1.82 billion euros) sale to a 
consortium formed by Deutsche Bank and the Danish operator TDC. The mixed nature of the consortium was 
explained by the presence of a financial institution and the Danish leader TDC, 41% owned by the US operator 
SBC, which, without providing financing, would take over management control. The competing consortium that 
was left in the lurch, comprising two investors - the US Spectrum Equity Partners and the UK's CVC Capital 
Partners - and the Swiss operator Swisscom, had the same mixed composition (Note 22).  

The government of the second of the ten new EU member states intended to use the proceeds from the sale of 
Český Telecom for the construction and modernisation of roads and railways and to avoid a conflict between its 
role as shareholder and market regulator (Note 23).  

After first relaunching the sale by urging the bidders to make an additional effort of at least 10 %, the Executive 
finally suspended the sale because of the companies' refusal of a controlling minority transaction (Note 24). 

Three years on, the government went back to the drawing board, this time to offer CTe to strategic investors before 
turning to the capital markets, over the objections of the finance minister and to the disappointment of local investor 
PPF. The Czech government, mired in a protracted crisis, unanimously approved on 6 April the sale of the state-
owned monopoly Český Telecom, together with its subsidiary Eurotel. 

The preliminary bidding for the Czech operator was open to five entities, three of which were operators - Belgacom, 
Telefónica and Swisscom - and two consortia, the first strictly financial - the US Blackstone Group, CVC Capital 
Partners and Providence Equity - and the second mixed - the Czech holding company PPF, Tiscali, the Slovak 
financial company J&T and the data telecommunications company InWay. The government made access to CTe's 
data room documentation conditional on the latter two bidders integrating partners with experience in telecoms 
management. InWay (a subsidiary of PPF) apparently did not meet the conditions. Financial bidders could turn to 
companies such as France Telecom or Vodafone, which had shown interest but did not actually participate in a 
preliminary bid (Note 25). 

The surprise came when the financial group of the Czech holding company PPF decided to withdraw from the 
tender with its consortium - J&T, Inway and Tiscali - as PPF had bid the highest bid for the state-owned company. 
It claimed that it did not have access to the operator's due diligence, an accusation rejected by CTe. The latter's 
manager, Gabriel Berdar, pointed out that "PPF had normal access to the data room and Tiscali was told it would 
have special access", adding that PPF and Tiscali representatives did not even start negotiating (Note 26). In reality, 
the surprise proved to be relative for several sources close to the bid, who were convinced that PPF's interest in 
Český Telecom was purely speculative and lay in undermining the tender in order to obtain a lucrative deal with 
the incoming government. PPF could have joined the bid only to generate money from the speculative purchase 
of CTE shares, a good number of which it had bought prior to the bid (Note 27).  

To return to one of the players, at that time, Telefónica based its strategy on two priorities, namely to maintain its 
leadership in the fixed telecommunications market to ensure revenue generation and to become the 
communications provider of choice in Spain as a guarantee for the future (Note 28). At the end of 2006, the 
Telefónica Group's tangible and intangible investments totaled 5,067 million euros, distributed between Telefónica 
de España (906 and 143), Telefónica Latinoamérica (652 and 85), Telefónica Móviles (1,072 and 229), O2 Group 
(1,255 and 277), Český Group (108 and 34), Telefónica Contenidos (36 and 1), Atento (17 and 2) and Resto and 
eliminations (239 and 11) (Note 29).  

Telefónica entered the privatisation of Český Telecom A.S. in competition with operators and financial groups. At 
the end of March 2005, it submitted a binding offer for the acquisition of 51.1% of the capital of the aforementioned 
company with a total bid of EUR 2,745.87 million. A few days later, the Czech government officially proclaimed 
Telefónica the winner. After obtaining authorisation from the European Commission, Telefónica and the National 
Property Fund closed the sale and purchase on 16 June 2005 (Note 30).  

The takeover of a 51.1% controlling stake in the monopoly Český Telecom AS for USD 3.6 billion was the second 
largest sale of a state asset in the country's history, narrowly beating Swisscom and Belgacom (Note 31). With the 
takeover of the Czech company, leader in that country, the Telefónica Group, the third largest in the world by 
market value, gained access to a market characterised by high mobile penetration and continued pressure in the 
fixed and mobile technology segment (Note 32). At the same time, it strengthened its position as a global 
telecommunications operator - it surpassed 130 million customers worldwide (Note 33) - and its position as a 
leading integrated operator by broadening the geography of its operations from its base in Spain to Europe, Africa 
and Latin America. It also expanded the scope of its operations to include electronic telecommunications (fixed 
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and mobile telephony, business services, data transmission, Internet access, directory marketing and directories, 
CRM, services, broadband and submarine cable infrastructures) (Note 34). 

Days after closing the sale and purchase of Český Telecom, Telefónica submitted to the Czech Securities 
Commission for approval a mandatory takeover bid for 48.9% of the shares in a transaction which, upon closing, 
raised Telefónica's stake from 51.1% to 69.4% for an approximate outlay of EUR 917 million (Note 35). 

Take a moment to consider the significance of Telefónica's plans with the takeover of Český and the possible start 
of a new phase in the company's international expansion plans (Note 36). 

Financial circles were divided on the deal. On the benevolent side, Lehman Brothers had expected a bemused 
reaction to the acquisition strategy of Telefonica, which had previously focused on Latin American expansion and 
had recently acquired BellSouth. However, he admitted an increased interest by Telefónica over the past year in 
regional activities in Europe, particularly in the UK and Germany. Český Telecom presented a company profile 
with a solid financial base and increasingly low costs. Moreover, Český was also the dominant operator in a new 
EU member country which was expected to play an increasing role in the economic growth of Central and Eastern 
Europe, although this process could take several years (Note 37). On the critical camp, Crédit Suisse, Goldman 
Sachs and the Wall Street Journal, criticised the Český Telecom deal with harsh words (Note 38).  

It does not appear that the financial circles were fully aware of Telefónica's intentions, but it is clear that they knew 
that this operator - the third largest in the world and the second largest multinational - was not limiting its expansion 
to Latin America, a region that was beginning to show signs of a certain maturity. Looking at the possible 
movements of some companies in Eastern Europe, including Vodafone, they did not rule out Telefónica playing 
its trump card. In fact, Telefónica soon reported that it had participated in the due diligence process of Türk 
Telekom and that, prior to finalising the terms of a possible proposal, it considered that the appropriate conditions 
were not in place to bid for the privatisation of the Turkish company (Note 39).  

One might ask why Český Telecom did and Türk Telekom did not at such close dates. By population and per 
capita income (70 million inhabitants with approximately $8,500 GDP per capita) Turkey was the largest 
telecommunications market in Central and Eastern Europe, the Middle East and Africa. The Turkish fixed-line 
market was the largest in the region and had achieved growth in broadband and mobile penetration. Turk Telekom 
was the public telecommunications monopoly in Turkey, established in 1995 when the telecommunications 
business was separated from the Post, Telegraph and Telephone Directorate General (PTT) (Note 40). In 1996, the 
constitutional court made a decision to allow the sale of Turk Telekom. 

On the Turkish side, the government, under the aegis of the International Monetary Fund, promoted a transparent 
process for the sale of state assets, in which TT figured prominently. Obliged by an IMF loan agreement to meet 
a surplus target of 6.5 % of GDP, Turkey, one of the leading exponents of the Washington consensus (Eichengreen, 
2002, p. 1), had to put a high sale price on its assets in order to meet the surplus. The IMF not only set the guidelines 
but meddled in the process by pushing to replace Turk Telekom managers opposed to, or unenthusiastic about, 
privatisation with others sympathetic to its policies (Note 41).  

It is now time to delve into the well of oblivion by explaining an operation that has left little trace, although, 
together with others in previous years, it helped to reinforce the economy of experience (Note 42).  

Even before Turkey, shortly after the fall of the Berlin Wall, Telefónica saw the new possibilities that were opening 
up in the countries of the Soviet bloc in the midst of transformation. It explored entry into Bulgaria, from where it 
withdrew from the privatisation of Bulgarian Telecommunications Company (BTC) after due diligence. In 2000, 
the Bulgarian government refused to sell BTC to a consortium of Greece's OTE and the Netherlands' KPN, which 
offered $610 million for a 51% stake, including a mobile licence. After a two-year stalemate, Bulgaria sold BTC 
to Viva in a deal that represented the largest privatisation in Eastern Europe (Note 43). Telefónica entered Bulgaria 
under a different modality, common to a group of European countries. In 2009, it opened new offices in a further 
14 European countries - France, Belgium, Greece, Italy, the Netherlands, Portugal, Sweden, Denmark, Estonia, 
Poland, Hungary, Switzerland, Austria and Romania. The expansion was aimed at enhancing integrated 
telecommunications services for corporate customers (Note 44).  

The Entry to the Chinese Market 

Significantly, Telefónica claimed its multinational dimension and presented clear objectives of integration and 
cultural change, realities based on the evolution of its own businesses in Spain and Latin America as well as on 
recent operations. At that time, it advocated making results-oriented management a priority objective in all 
business lines and making the most of the benefits derived from the Group's scale, positioning and leadership. In 
addition to the acquisition of Cesky Telecom, he added in his analysis the successful integration of the mobile 
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operations acquired from BellSouth, the strategic investment of 5% in China Netcom and the planned addition to 
the Group of the UK's O2, with a significant presence in the UK, Germany and Ireland (Note 45).  

Telefónica de España's entry into China's state-owned telecoms - the climbing of the Chinese wall - through a 
strategic alliance with China Netcom (CNC) and a $290 million contribution for a 2.99 per cent stake in this fixed-
line company, the second largest in the country after China Telecom, gave Telefónica access to a region with great 
potential and opened up a fertile avenue for collaboration between the two companies (Note 46).  

Far from improvisation, the operation required some time to mature, with moments of limited success. In 2005, 
Telefónica even created an office in Beijing with the aim of sounding out the possibilities in that country, a move 
prior to direct investment that is very dear to some of the great theories of internationalisation, such as the 
Stockholm or Nordic school (Note 47).  

The plan was to be implemented in phases over a relatively short period of time, so that the initial percentage 
would be up to 5% of CNC's capital, with a total investment of 400 million to qualify for the right to appoint a 
member to the board of directors. In this feature the agreement depended on external factors, such as the relaxation 
of foreign investment imposed by China's entry into the World Trade Organisation (WTO) in 2001, which allowed 
a Western group to control up to 49% of fixed-line operators from 2008. The difficulty of the gamble was obvious, 
as were the benefits of Netcom eventually controlling Hong Kong's fixed and mobile communications and 
becoming an integrated operator by acquiring one of the 3G mobile licences (Note 48).  

The strategic cooperation agreement encompassed virtually all activities of the two operators, from joint 
purchasing to network and customer management, to R&D of new products and services. More precisely, the 
possible areas of cooperation between the parties included ten topics: international business area; the existing 
business of the company and its parent company; the provision of telecommunications companies and services in 
the southern provinces of the PRC; business call centre; management exchange with Telefónica and company 
executives every six months during the term of the agreement; cooperation and exchange in many areas; 
cooperation in the purchase of technology, terminals, infrastructure, distribution or usage rights and other 
components; technology assistance and knowledge transfer provided by Telefónica in various areas; provision of 
mobile service and other mutually agreed forms of cooperation (Annex 2) (Note 49).  

Telefónica faced risks arising from a number of technological and regulatory factors: markets subject to intense 
technological renewal that required constant technological innovation; subjection to the terms and conditions 
imposed by the governments of each country when granting licences to provide services; user animosity towards 
mobile telephony due to the potential health problems caused by radio electric emissions (Note 50).  

To these were added the specific risks of the Telefónica Group, starting with country risk (investments in Latin 
America) and continuing with those associated with the management of exchange rate or interest rate risk; relations 
with partners in joint ventures not controlled by Telefónica; the greater solvency risk arising from acquisitions and, 
therefore, greater financial vulnerability and less strategic flexibility; acquisitions and business integrations and, 
finally, litigation and other legal proceedings pending before courts and arbitration bodies in the various countries. 

If we look at country risks, we find up to seven elements of a political, regulatory, monetary, fiscal and economic 
policy nature. In detail, they related to possible abrupt changes in policies and/or regulation; devaluation of local 
currencies or imposition of restrictions on the exchange rate regime or on capital movements; negative equity 
situation in Group subsidiaries and consequent recapitalisation or start of the dissolution process due to the effects 
of inflation and/or possible devaluation of local currencies; possible public expropriation of assets; possible 
imposition of excessive taxes or duties; possible political changes that could affect the economic or business 
conditions of the market in which it operates; the possibility of economic crises, or situations of political instability 
or public unrest, which could adversely affect the Group's operations in these countries.  

In addition, and from a general perspective, country risk also had an impact on the Group's market value in these 
countries, revenues, dividends and management payments for these companies. An adverse economic situation in 
these regions could affect demand, consumption and the exchange rate in these countries (Note 51). 

The Turkish financial community received with deep unease the decision of Telefónica, considered the 
overwhelming favourite to buy Turk Telekom because of its financial, operational and management expertise 
needed to modernise the fixed line monopoly (Note 52). 

The privatisation of TT dated back to the early 1990s and had encountered repeated delays, legal obstacles, adverse 
political sensitivities, disputes over the terms of reference and outright cancellation of internal sales. Because of 
this long history of failed privatisation attempts, there was little doubt about the likelihood of a successful outcome. 
After two failed attempts to sell 20% of TT in September 2000 and 33.5% in May 2001, at the end of 2004, the 
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Turkish privatisation agency announced the opening of the tender for the privatisation of 55% of Turkey's fixed-
line telecommunications monopoly, Turk Telecom (TT), for which a "strategic investor" was sought (Note 53).  

After an initial enthusiastic response, the thirteen qualified bidding groups were reduced to eight. Telefónica was 
joined in dropping out by four others - Belgacom, Malaysian Multi Global Link, South Korean SK Telekom and 
Turkish MNG/MAPA Company. Three foreign contenders remained in the running, the most enthusiastic ones - 
Telecom Italia, considered one of the front-runners, and Emirates Telecommunications Corp (Etisalat)/Dubai 
Islamic Bank/(Turkish) Cetel Calik Enerji (recent winner of the Albania Telecom bid) and Saudi Oger Telecom 
and five local competitors, still looking for partners: Koc Holding (prominent business group which had broken 
the partnership with the Sabanci group, the country's second largest conglomerate which intended to bid alone; 
Dogan Companies Group (leading Turkish media group); OYAK (army pension mutual); Turktell Bilisim 
Servisleri (subsidiary of mobile leader Turkcell), leading a joint venture; finally, Turkish Privatization Investors 
(Note 54).  

But come to the motivations. These had a strong strategic overtone, namely the high opportunity cost of the deal 
due to competing investment opportunities and concerns expressed about the valuation and management of Turk 
Telekom's 40% stake in Avea's mobile operator. To add to the confusion, Telecom Italia, one of the main bidders 
- owner of a 40% stake and management control of Avea - announced its withdrawal from Avea if it does not 
emerge victorious in the bidding for TT. An additional argument for Telefónica's decision is the lack of interest 
shown by American and European companies, led by Deutsche Telekom, which have been unsuccessfully courted 
by the Turkish authorities. In fact, already in 2001 the Turkish privatisation agency gave priority to the German 
company in the roadshow aimed at potential buyers of a minority stake in the telephone monopoly (Note 55).  

It is not explicitly stated, but the due diligence process should undoubtedly have revealed an atmosphere of 
uncertainty to Telefónica's experienced staff, which is also apparent to other observers. No less than 61,000 
employees would be affected by the privatisation of the company and the administration could put obstacles in the 
way of a perceived low price for one of the "jewels in the crown", as it did in the decision to cancel the tender for 
the Tekel tobacco company. Not to mention resistance from the Turkish establishment to the privatisation of a 
strategically important asset or pressure from trade unions. Another challenge to privatisation was the lack of 
clarity in the government's plans to liberalise the telecommunications sector, creating potential uncertainty in the 
valuation of TT by investors (Note 56).  

Times were not exactly good for business investors (Note 57). The recent purchase of the Czech Český Telecom 
and critical reactions from financial sectors must also have weighed on the decision to give up a large market of 
70 million inhabitants and with great growth potential but in need of heavy investment and management effort. In 
fact, the markets sent clear signals of their aversion to risks that would have been taken by Telefónica, which 
closed higher after announcing its resignation from Türk Telekom (Note 58).  

4. Entering New and Unexplored Markets in Non-Continental Europe: O2 

The frenzy of mergers and acquisitions in the telecommunications industry prompted Telefónica, then the world's 
fifth largest operator by market value, to secure its presence in Europe in order to provide services in markets 
where the Group was not already present and to take advantage of growth opportunities or increase its service 
portfolio in other markets it already served (Note 59). In addition to BellSouth's acquisitions of assets in Latin 
America and the acquisition of Český Telecom, the purchase of the British mobile operator O2 brought European 
scale to Telefónica and was considered a landmark transaction in the process of consolidation of European 
telecommunications operators (Note 60). The literature pointed to the acquisition of O2 as a means of broadening 
Telefónica's reach across different markets and technologies (Note 61).  

In fact, Telefónica's first steps in this area bear the label of a merger rather than an acquisition. The Spanish 
operator approached Dutch KPN NV to start negotiations on a wide range of issues, ranging from the possibility 
of full or partial integration of their businesses. Some reports went so far as to further specify the intentions, which 
were based on a joint venture with Telefónica holding 60% and the semi-public KPN 40% - more than 40% of its 
capital in the hands of the Dutch state. The bet meant the creation of a telecommunications giant worth 160 billion 
euros (Note 62). 

It all came down to a tentative attempt in the context of other potential alliances with KPN. Telefónica and the 
Dutch operator suspended their merger talks by mutual agreement because they considered that the circumstances 
were not ideal. After six weeks of negotiations, the hard core of the operator, formed by BBVA and La Caixa, 
joined with two independent directors to bring the operation to a halt. Moreover, the operation did not have the 
approval of the Spanish government, which made acceptance of the merger between Telefónica and the operator 
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KPN conditional on the Dutch government's irreversible and immediate relinquishment of its position as the 
company's main shareholder (Note 63).  

The Spanish company then turned its sights on O2, the UK's largest incumbent telephone service company in 2001. 
Based in Slough, O2 had 15,000 employees and 24.6 million mobile customers in its home country, Ireland and 
Germany (Note 64). 

It is necessary to pause to look at Telefónica's argument. The acquisition of O2 contributed to raising growth 
(fastest growing operator), achieving scale (increasingly important to better serve customers and expand efficiency 
by entering Europe's two largest markets with critical mass; integration of O2 to generate considerable synergies), 
rebalancing the portfolio (diversified exposure across businesses and regions) and gradual growth financially. 
These advantages ensured the industry's best combination of growth and cash returns through an offer that provided 
O2 shareholders with compelling value, price certainty and rapid execution (Note 65). 

O2 meant a high quality asset to build Telefónica, a strong financial performance and expectations of superior cash 
flow growth. However, Telefónica highlighted differences in the different territorial constituents of O2. In the UK 
O2 was a high-growth operator in the largest European mobile market, while in Germany it meant obtaining critical 
mass and higher ARPU and strong upside potential and comparable in size to recent transactions; finally, O2 
Ireland and Airwave offered an attractive operating profile (Note 66). 

In November 2005, the Commission of the European Communities received a notification of a concentration 
whereby Telefónica S.A. acquired control of O2 Plc by means of an irrevocable takeover bid to acquire all the 
shares of O2, announced on 31.10.2005 and subsequently extended to January 2006. The Commission concluded 
that the transaction fell within the scope of the Merger Regulation and did not raise serious doubts as to its 
compatibility with the common market and the EEA Agreement. The concentration also had a Community 
dimension within the meaning of Article 1(2) of the Merger Regulation. Both parties provided telecommunications 
services at the retail level with significant differences. While O2 offered only mobile telecommunications services, 
Telefónica was active in fixed and mobile telephony. Both players offered international roaming services on their 
networks in different countries. In addition, they provided advanced pan-European mobile telecommunications 
services to multinationals (Note 67). 

Telefónica financed the acquisition of O2 with a £17.9 billion (approximately EUR 26.4 billion) bank credit facility 
underwritten by Citigroup, Goldman Sachs and Royal Bank of Scotland. Their objective in structuring the 
transaction was to maintain the A rating or at worst to downgrade it by one notch. The financing came at the cost 
of significantly increasing the Company's indebtedness and lowering the Company's credit rating from the major 
rating agencies. In 2006, the loan was partially repaid through several long-term bond issues and the partial use of 
the Group's available cash. In addition, mid-December 2006, the terms and conditions of this loan were amended 
for the amount remaining at that date (£7 billion), extending its duration. Obviously, the purpose of reducing 
indebtedness could disarm Telefónica to face competitive threats, to take advantage of attractive acquisition 
opportunities or to draw on cash resources. On the other hand, failure to meet the target would lead lenders to deny 
new loans and significantly reduce existing loans as they mature. In addition, such a failure could result in further 
downgrades of Telefónica's credit rating and, consequently, limit the Company's ability to raise long-term funds 
in the capital markets (Note 68). 

5. Conclusion 

In the new millennium, Telefónica continued the strategy of internationalisation that had begun substantially two 
decades earlier but now under the new era of the convergence of telecommunications and IT and in the transition 
to the predominance of the mobile telephony. The new phase was dominated by a selective strategy, which took 
the form of entry into open markets in large European countries and others with high growth potential in Eastern 
Europe and China. At the same time, markets that had been explored, including Turkey, were discarded. 

It has been said that Telefónica's access to Europe was swift and decisive. To a certain extent, this is borne out by 
the figures, since in just two years, between 2004 and 2006, the continent went from contributing just over 4% of 
the company's revenues to 26%. A closer reading points to a slow start because Telefónica had already been in 
different segments of the European market for a number of years. What happened was a major leap, not without 
previous failures. 

6. Annexe 

The Company is pleased to announce that the Company has entered into a SAA with Telefonica on 14 November 
2005. Pursuant to the terms of the SAA, the Company and Telefonica shall build on the memorandum of 
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understanding signed between them on 21 July 2005 to negotiate in good faith a strategic relationship for co-
operation in a broad range of areas. 

Areas of strategic co-operation 

Subject to Telefonica becoming the beneficial owner of not less than the Threshold Percentage and compliance 
with applicable laws, the Company and Telefónica will, for a period of 6 months from the date of this Agreement, 
use reasonable efforts to negotiate in good faith a strategic relationship for cooperation in the following areas. 

The possible areas of co-operation between the parties include: (a) international business area (including voice and 
IP Peering and IP MPLS); (b) the existing overseas business of the Company and its parent company subject to 
due diligence, agreeing on valuation and obtaining necessary approvals; (c) subject to due diligence, agreeing on 
valuation and obtaining necessary approvals, the provision of telecommunication businesses and services in the 
southern provinces in the PRC; (d) call center business (including worldwide call center services for Beijing 
Olympics 2008 and joint call center for outsourcing services); (e) management exchange involving senior 
managers from each of Telefonica and the Company for every six months during the term of the SAA; (f) co-
operation and sharing in the areas of business development, network operations, customer acquisition and 
management, technology implementation, sales, marketing and branding in the PRC; (g) co-operation in the 
purchasing of technology, end-user equipment, infrastructure, distribution or usage rights and other components 
required to provide both fixed-line, broadband and wireless communications services; (h) technological assistance 
and knowledge transfer provided by Telefonica in the areas of value-added services, business solutions for small-
and-medium-sized enterprises, IPTV solutions, mobile content services and other related areas; (i) the provision 
of mobile service, including, but not limited to, infrastructure, distribution or usage rights and other components 
required within the PRC when any mobile service licence has been issued in favour of the Company or its parent 
company; and (j) other forms of co-operation as may be mutually agreed by Telefonica and the Company (other 
than the areas set out in (a) to (i) above). 

Information on the Company 

The Company is incorporated in, and its shares are listed on the Stock Exchange and its ADSs are listed on the 
New York Stock Exchange. The Company is a leading fixed-line telecommunications operator in China and a 
leading international data communications operator in the Asia-Pacific region. 

Information on Telefónica 

Telefonica is an independent third party not connected with the Directors, chief executive or substantial 
shareholders of the Company or any of its subsidiaries or any of their respective associates. Telefonica is one of 
the largest telecommunications operators in the world with a strong track record of developing and operating across 
18 countries in Europe, Latin America and Africa. Telefonica currently manages approximately 140 million 
customers in its operations worldwide. 

7. General 

The Company will negotiate in good faith with Telefonica as to the form and the terms of co-operation to be set 
out in separate definitive agreements and such agreements may or may not ultimately be entered into. No further 
indication can be given by the Company of the timing and details of the co-operation at this stage. Further 
announcements will be made by the Company when the terms of the separate definitive agreements are finalised 
and a director nominated by Telefonica is appointed to the Board. 

The SAA may or may not become effective. In the meantime, investors are advised to exercise caution in dealing 
in the securities of the Company. 

Definitions 

"IP MPLS": Internet Protocol Multi Protocol Label Switching 

"IP Peering": the act of one national Internet backbone provider accepting and passing traffic from another national 
provider. 

SECURITIES AND EXCHANGE COMMISSION, WASHINGTON, D.C. 20549, Report of Foreign Private 
Issuer Pursuant to Rule 13a-16 or 15d-16 of the Securities Exchange Act of 1934 For the month of November, 
2005. 
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Notes 

Note 1. International Telecommunication Union (2002), p. 3. 

Note 2. International Telecommunication Union (2002), p. 18. In the USA, telecommunications accounted for 3 
per cent of GDP in 1998, after growing at an annual rate of 7 per cent over the prior ten years: The Council of 
Economic Advisers (2000), p. 1. 

Note 3. Fung et al. (2011), p. 5. 

Note 4. OCDE (2000), pp. 38-43. 

Note 5. Valor (2004), p. 12. 

Note 6. Calvo (2016a), pp. 235-265.  

Note 7. Significant event, 13 February 2003. Under the 2003 alliance, Terra Lycos would become Telefónica's 
exclusive supplier of the essential elements of the portal, use of the brand and aggregator of narrowband and 
broadband Internet services and content, whilst reserving for Terra the management and exploitation of advertising. 
In addition, Terra Lycos would preferentially channel through the Telefónica Group the acquisition, development 
and commercialisation of content and would preferentially distribute the online content of the Telefónica Group 
companies; it thus ensured the generation of a minimum annual value equivalent to 78.5 million euros: El Mundo, 
13 February 2003. The asset restructuring and business integration with fixed telephony operations was the best 
option to create value for Telefónica and Terra Lycos shareholders: the purchase of minority stakes in Terra Lycos 
provided an attractive premium to Terra Lycos shareholders, higher than the premium that any other stand-alone 
company could potentially capture. The transaction enhanced Telefónica's shareholder value and advanced 
Telefónica's leadership in the Internet and broadband market in the countries where it maintained a presence: 
Telefónica (2003), p. 14. Telefónica strengthened its alliance with Bertelsmann by acquiring mediaWays, a 
Bertelsmann subsidiary offering Internet, data transmission and other business services. The aim of this acquisition, 
for a price of 282 billion pesetas, was to turn mediaWays into a springboard for Telefónica Data's development in 
Europe: Computerworld, 6 June 2000.  

Note 8. With registered offices in Barcelona, it was incorporated for an indefinite period of time as Telefónica 
Comunicaciones Interactivas, S.A. on 4 December 1998. 

Note 9. This was supported by the examples of the mergers of France Telecom and its Internet subsidiary Wanadoo 
and that of Deutsche Telekom and T-Online: Proyecto (2005), pp. 3-5.  

Note 10. Increased customer and market share because of the increased responsiveness of the unified firm to 
competitors' integrated offerings; better position to create new services that optimise the use of Telefónica's 
network capabilities and fully integrate them into the end-customer service; strengthening the market offering by 
combining the positive attributes of the Telefónica and Terra brands and thereby reinforcing the leadership of the 
integrated firm; increasing the scale of operations and, therefore, the possibilities to address innovation projects 
and to better combine the commercial resources of the two companies; improving the leverage of existing customer 
bases, through (i) the ability to define and implement a global strategy by customer segment, beyond the current 
product-based approach; (ii) increasing penetration; (iii) building loyalty of existing customers by reducing churn 
rates through the bundling of services; (iv) increasing cross-selling of services; and (v) increasing revenues per 
customer as a result: Proyecto (2005), pp. 3-5.  

Note 11. Telefónica, S.A., Documento de Registro de Obligaciones y Derivados [Registration of Bonds and 
Derivatives Document], Annexe IV of Commission Regulation (EC) No 809/2004 of 29 April 2004, pp. 17-20. 
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Note 12. Telefónica (2001); SECURITIES AND EXCHANGE Commission, FORM 6-K, Commission File 
Number 1-13758, junio de 2010. Brauw Blackstone Westbroek advised on the creation of the Brasilcel holding 
company. 

Note 13. Telefonica, “Reinforcing our undisputed leadership in the wireless sector in Brazil through the acquisition 
of Tele Centro Oeste Celular”, January 16th, 2003. 

Note 14. For details, see Telefónica Móviles, S.A., Financial statements for 2005, management report and 
auditor’s report, pp. 16-17. On 30 June 2001 Telefónica merged Telefónica Móviles España, S.A. and Telefónica 
Móviles Intercontinental, S.A. on the basis of the Balance Sheets closed at 31 December 2000: BORME, 1,558, 
13 August 2001, p. 19,846. At the proposal of the Executive Committee of Telefónica, S.A. (9 February 2005). (9 
February 2005), the Boards of Directors of Telefónica and Terra Networks, S.A. approved a proposed merger by 
absorption of Terra Networks, S.A. by Telefónica, S.A. on the basis of two Telefónica shares for nine Terra 
Netwoks shares: Hecho relevante [Relevant fact], CNMV, 23/2/2005; Proyecto de fusión (2005). We are fully 
aware of the financial details of the transaction, which show the enormous technical complexity: KPMG Auditores 
(2005). 

Note 15. United States. Federal Communications Commission 2003, p. 14.901. Before the opening to competition 
from 1998 onwards, BellSouth entered the Peruvian market in an open fight with Telefónica for the mobile 
segment, acquiring 59% of the shares of Tele 2000 for 112 million dollars: Calvo (2016), p. 316. According to 
Davila and Elvira (2009, pp. 57-71), “For Telefónica, BellSouth was the ideal target company in terms of both the 
operational and geographic complementarities. With the acquisition of all the subsidiaries of BellSouth, Telefónica 
obtained in a single transaction a leadership position in Argentina, Chile, and Peru and gained entry into six new 
Latin American countries: Venezuela, Panama, Nicaragua, Uruguay, Colombia and Ecuador)”. 

Note 16. SECURITIES AND EXCHANGE COMMISSION, FORM 8-K, October 13, 2004. Para la expansión 
latinoamericana de BellSouth, registrada en el estado de Georgia, remitimos a UNITED STATES OF AMERICA 
(2002).  

Note 17. Telefónica Móviles, “Consolidation of leadership in Latin America”, March 8th, 2004, p. 17. 

Note 18. The New York Times, 9 March 2004; Telefónica, Press release, Madrid, 7 January 2005. Other sources 
lowered customer figures in Latin America to around 41 million, behind Mexico's América Móvil's 44 million: 
The Wall Street Journal, 9 March 2004. 

Note 19. For an obligatory reference to this matter, see Calvo 2019, pp. 3-30. 

Note 20. The Wall Street Journal, 12 October 2000. 

Note 21. By 2001, SPT Telecom changes its name to Český Telecom. The cap was raised to 78.1 % if TelSource 
NV, one of the operator's shareholders, was involved: Reuvid and Terterov (2005), p. 139. 

Note 22. Vivendi Universal (France), the media group, was reportedly in talks with the Czech government and 
approached financial circles about a possible joint bid for Cesky Telecom; however, it was excluded from the list 
of the most serious contenders: Telecompaper, 9 January 2002.  

Note 23. Total Telecom, 8 August 2002. The figure of 82.6 billion kronor was reported in the press: New York 
Times, 7 April 2005. Český Telecom served almost 4 million fixed lines and controlled 51% of EuroTel, the 
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