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Not for trading but only in connection with the registration of American Depositary Shares.
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Securities for which there is a reporting obligation pursuant to Section 15(d) of the Act: None
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15(d) of the Securities Exchange Act of 1934. Yeso Noy

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. Yesy Noo

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
"accelerated filer and large accelerated filer" in Rule 12b-2 of the Exchange Act (check one):

Large accelerated filer y  Accelerated filer o Non-accelerated filer o
Indicate by check mark which financial statement item the registrant has elected to follow. Item 170 Item 18y

If this is an annual report, indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yeso Noy
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CERTAIN DEFINED TERMS

Unless the context otherwise requires, the term "Portugal” refers to the Republic of Portugal, including the Madeira Islands and the Azores
Islands; the term "Portuguese Government" refers to the government of the Republic of Portugal and, where the context requires, includes the
Portuguese state; the term "Parliament" refers to the Assembly of the Republic of Portugal, the legislative body of the Portuguese state; the term
"EU" refers to the European Union; the term "EC Commission" refers to the Commission of the European Communities; the terms "United
States" and "U.S." refer to the United States of America; the term "Portugal Telecom" refers to Portugal Telecom, SGPS S.A.; and unless
indicated otherwise, the terms "we," "our" or "us" refer to Portugal Telecom and its consolidated subsidiaries.

PRESENTATION OF FINANCIAL INFORMATION

Our audited consolidated financial statements have been prepared in accordance with International Financial Reporting Standards, or IFRS,
as adopted by the European Commission for use in the European Union. IFRS differs in significant respects from U.S. GAAP. For a discussion
of the principal differences between IFRS and U.S. GAAP, as they relate to us, see " U.S. GAAP Reconciliation and Recent Accounting
Pronouncements" below and Notes 47, 48 and 49 to our audited consolidated financial statements.

We publish our financial statements in Euro, the single European currency adopted by certain participating member countries of the
European Union, including Portugal, as of January 1, 1999. Unless otherwise specified, references to "Euros," "EUR" or "€" are to the Euro.
References herein to "U.S. dollars," "$" or "US$" are to United States dollars. References to "Escudos” or "PTE" are to Portuguese Escudos.
References to "Real," "Reais" or "R$" are to Brazilian Reais. The Federal Reserve Bank of New York's noon buying rate in the City of New
York for Euros was €0.7466 = US$1.00 on June 21, 2007, and the noon buying rate on that date for Reais was R$1.9197 = US$1.00. For
convenience and comparability, figures previously stated in Escudos have been converted to figures in Euros based on the fixed Escudo/Euro
exchange rate of PTE 200.482 = €1.00. We are not representing that the Euro, US$ or R$ amounts shown herein could have been or could be
converted at any particular rate or at all. See "Item 3 Key Information Exchange Rates" for further information regarding the rates of exchange
between Euros and U.S. dollars and between Reais and U.S. dollars.

FORWARD-LOOKING STATEMENTS

This Form 20-F includes, and documents incorporated by reference herein and future public filings and oral and written statements by our
management may include, statements that constitute "forward-looking statements" within the meaning of the United States Private Securities
Litigation Reform Act of 1995. These statements are based on the beliefs and assumptions of our management and on information available to
management at the time such statements were made. Forward-looking statements include, but are not limited to: (a) information concerning
possible or assumed future results of our operations, earnings, industry conditions, demand and pricing for our products and other aspects of our
business under "Item 4 Information on the Company," "Item 5 Operating and Financial Review and Prospects" and "Item 11 Quantitative and
Qualitative Disclosures About Market Risk"; and (b) statements that are preceded by, followed by or include the words "believes," "expects,"
"anticipates,” "intends," "is confident," "plans, could," "would," the negatives of such terms or similar
expressions.

non non non non

estimates," "may," "might,
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Forward-looking statements are not guarantees of performance. They involve risks, uncertainties and assumptions. Although we make such
statements based on assumptions that we believe to be reasonable, there can be no assurance that actual results will not differ materially from our
expectations. Many of the factors that will determine these results are beyond our ability to control or predict. We do not intend to review or
revise any particular forward-looking statements referenced in this Form 20-F in light of future events or to provide reasons why actual results
may differ. Investors are cautioned not to put undue reliance on any forward-looking statements.

Any of the following important factors, and any of those important factors described elsewhere in this or in other of our SEC filings, among

other things, could cause our results to differ from any results that might be projected, forecast or estimated by us in any such forward-looking
statements:

material adverse changes in economic conditions in Portugal or Brazil;

exchange rate fluctuations in the Brazilian Real and the U.S. dollar;

risks and uncertainties related to national and supranational regulation;

increased competition resulting from further liberalization of the telecommunications sector in Portugal and Brazil;

the development and marketing of new products and services and market acceptance of such products and services; and

the adverse determination of disputes under litigation.

RECENT DEVELOPMENTS
Sonae Tender Offer

The tender offer launched by Sonaecom, SGPS S.A. and Sonaecom, B.V. ("Sonaecom") for PT and PT Multimédia lapsed on March 2,
2007, as the proposed removal of the voting limitation in the bylaws of PT, which was a condition for the tender offer to succeed, was rejected
by the majority of the votes cast at our general meeting of shareholders.

Proposed Spin-Off of PT Multimédia

On August 3, 2006, PT announced its intent to spin off its 58.43% interest in PT Multimédia Servicos de Telecomunicagdes e Multimédia,
SGPS, S.A. ("PT Multimédia") through a distribution to shareholders, subject to shareholder approval. On March 21, 2007, the Board of
Directors proposed to the shareholders a dividend in kind corresponding to 4 PT Multimédia shares for each 25 PT shares owned, rounded down,
to be carried out under the specific terms to be determined by the Board of Directors. This spin-off proposal was approved by the shareholders at
the Annual General Meeting held on April 27, 2007.

PT's management has concluded that the separation of PT Multimédia from PT should positively contribute to the development of the
telecommunications market in Portugal, allowing the market to develop increasingly innovative and convergent services to consumers. The
resulting market structure should provide regulatory relief for PT's wireline business, giving it flexibility to offer more and better services to its
customers, while PT Multimédia would be able to pursue its own competitive strategy, domestically and abroad. By allowing the management of
each company to focus on its core competencies, PT believes that this strategy is more likely to create greater value for shareholders over time.
The proposed separation also addresses the long-standing objectives of the Portuguese regulators.
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The spin-off proposal approved by the shareholders grants the Board of Directors the authority to determine all the terms and conditions of
the spin-off to the extent not otherwise contained in the shareholder approval. These terms and conditions are expected to include non-opposition
from the competent regulatory authorities, including the Portuguese Securities Commission (Comissdo do Mercado de Valores
Mobilidrios CMVM), and we cannot assure you that these conditions will be met or that they will be met on a timely basis. In addition, the
implementation of the proposal will be subject to market conditions and the financial and accounting situation of Portugal Telecom. The spin-off
also involves the suppression of the special rights attributed to the class A shares of PT Multimédia held by Portugal Telecom by means of their
conversion into ordinary shares or by other means, but we cannot assure you that this condition will be met.

Before the effective date of the spin-off, we expect to issue an information statement to holders of American Depositary Shares ("ADSs")
representing ordinary shares of Portugal Telecom and to U.S. resident holders of Portugal Telecom's ordinary shares describing the spin-off. The
information statement is expected to include, among other things, information regarding the spin-off; the business, financial condition and
results of operations of PT Multimédia; certain tax considerations for holders of Portugal Telecom ADSs and U.S. holders of Portugal Telecom
ordinary shares; certain relationships between Portugal Telecom and PT Multimédia; the expected management of PT Multimédia; and a
description of the ordinary shares of PT Multimédia. We urge you to review the Information Statement when it is distributed.

The information statement will describe a number of risks relating to the spin-off. See also "Item 3 Key Information Risk Factors Risks
Relating to Our Wireline and Domestic Mobile Businesses After the Completion of the Proposed Spin-Off of PT Multimédia, the Competitive
Strategy of PT Multimédia Could Adversely Affect Our Revenues and Cash Flows."
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PART I

ITEM 1 IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISORS

We are not required to provide the information called for by Item 1.

ITEM 2 OFFER STATISTICS AND EXPECTED TIMETABLE

We are not required to provide the information called for by Item 2.

ITEM 3 KEY INFORMATION

Selected Consolidated Financial Data

The selected consolidated balance sheet data as of December 31, 2004, 2005 and 2006 and selected consolidated statement of income and
cash flow data for each of the years ended December 31, 2004, 2005 and 2006 have been derived from our audited consolidated financial
statements included herein prepared in accordance with IFRS.

IFRS differs in significant respects from U.S. GAAP. For a discussion of the principal differences between IFRS and U.S. GAAP, as they
relate to us, see " U.S. GAAP Reconciliation and Recent Accounting Pronouncements" below and Note 47, 48 and 49 to our audited consolidated
financial statements.

We have provided, in the information below, amounts in accordance with U.S. GAAP of operating revenues, operating income, net income,
net income per share, total assets, total liabilities and shareholders' equity as of and for the years ended December 31, 2002, 2003, 2004, 2005
and 2006.

The information set forth below is qualified by reference to, and should be read in conjunction with, our audited consolidated financial
statements and the notes thereto and also "Item 5 Operating and Financial Review and Prospects" included in this Form 20-F.

Our consolidated balance sheet data as of December 31, 2005 and 2006 proportionally consolidate 50% of Vivo's assets and liabilities. Our
consolidated statement of income and cash flow data for the years ended December 31, 2004, 2005 and 2006 proportionally consolidate 50% of
Vivo's income and cash flows. See "Presentation of Financial Information".

Year Ended December 31,
2004 2005 2006
(EUR Millions)
Statement of Income
Data:
Amounts in accordance
with IFRS
Continued Operations
Operating revenues:
Services rendered 5,520.5 5,836.9 5,783.6
Sales 365.8 447.5 461.2
Other revenues 81.1 101.1 98.2
Total operating revenues 5,967.4 6,385.4 6,343.0
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Costs, expenses losses and income:

Wages and salaries 631.8 667.3 668.4
Post retirement benefits 58.8 (21.6) (72.1)
Direct costs 852.0 881.2 908.4
Costs of products sold 595.8 652.3 596.5
Support services 203.8 230.2 230.0
Marketing and publicity 159.8 184.4 155.4
Supplies and external services 810.5 958.5 1,025.5
Indirect taxes 123.2 166.0 177.3
Provisions and adjustments 168.8 171.5 230.2
Depreciation and amortization 934.9 1,120.7 1,209.8
Impairment losses(1) 28.0

Curtailment costs, net 165.6 314.3 20.3
Losses on disposals of fixed assets, net 9.2 1.2 8.1
Other costs, net 83.6 17.6 98.4
Income before financial results and taxes 1,141.6 1,041.8 1,086.8
Financial results 232.5 51.3 125.0
Income before taxes 909.1 990.5 961.8
Minus: Income taxes 210.0 3233 7.7
Net income from continued operations 699.1 667.2 954.1

Discontinued Operations

Net income from discontinued operations 26.1 21.7

Net income 725.2 689.0 954.1
I I I

Attributable to minority interests 102.0 35.0 87.4

Attributable to equity holders of the parent 623.2 654.0 866.8

Income before financial results and taxes per ordinary share, A share and

ADS(2) 0.98 0.92 0.96

Earnings per share, A share and ADS from continuing operations, net of
minority interests:

Basic(2) 0.51 0.55 0.78

Diluted(3) 0.50 0.54 0.77
Earnings per ordinary share, A share and ADS:

Basic(2) 0.53 0.57 0.78

Diluted(3) 0.52 0.56 0.77
Cash dividends per ordinary share, A share and ADS(4) 0.35 0.475 0.475
Share capital 1,166.5 1,128.9 395.1
(H

We recorded an impairment loss on the goodwill of the Audiovisuals unit of PT Multimédia in 2004, calculated as the difference
between the carrying value and management's estimates of the recoverable amount based on the discounted cash flows from this
business.

@)
Based on 1,166,485,050 ordinary and A shares issued in the year ended December 31, 2004 and 1,128,856,500 ordinary and A shares
issued in the year ended December 31, 2005 and 2006.
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3

The weighted average number of shares is computed as a weighted average as of the date given and taking into account the number of
shares from the exchangeable bonds issued on December 6, 2001, assuming the conversion of the bonds into ordinary shares.

@

The amount shown for 2006 reflects the amount proposed by the Board of Directors and approved at the general meeting of
shareholders on April 27, 2007. Cash dividends per ordinary share, A share and ADS for the years ended December 31, 2002, 2003,

2004, 2005 and 2006 were €0.16, €0.22, €0.35, €0.475 and €0.475, respectively. Cash dividends per ordinary share, A share and ADS for the

years ended December 2002, 2003, 2004, 2005 and 2006 were US$0.18, US$0.26, US$0.43, US$0.60 and 0.64, respectively.

Year Ended December 31,
2002 2003 2004 2005 2006
(EUR Millions)

Statement of Income Data:
Amounts in accordance with U.S. GAAP
Operating revenues 6,007.7 4,460.0 4,498.5 4,453.7 4,346.3
Operating income 383.2 723.1 879.4 759.0 908.8
Net income before change in accounting principles 1,315.3 145.5 509.9 306.0 734.7
Cumulative effect of a change in accounting principles
SFAS 142 (1,038.9)
Cumulative effect of a change in accounting principles
SFAS 143 (7.4)
Cumulative effect of a change in accounting
principle subscriber acquisition costs (24.2)
Net income after change in accounting principles 276.4 138.2 485.7 306.0 734.7

I I I I I
Net income from continuing operations before change in
accounting principles 1,315.3 145.5 485.7 424.5 734.7
Basic earnings per ordinary share, A share and ADS(1) 0.22 0.11 0.41 0.27 0.66
Basic earnings per share from continuing operations before
change in accounting principles 1.05 0.12 0.41 0.37 0.66
Diluted earnings per ordinary share, A share and ADS(2) 0.21 0.11 0.41 0.27 0.65

€]

Based on the weighted average number of shares as of the date given and taking into account the number of shares issued pursuant to
capital increases and all treasury shares, there were 1,253,880,328 shares for the year ended December 31, 2002, 1,249,778,188 shares
for the year ended December 31, 2003, 1,173,266,406 shares for the year ended December 31, 2004, 1,138,250,826 shares for the year
ended December 31, 2005 and 1,108,876,226 shares for the year ended December 31, 2006.

@

The weighted average number of shares is computed as a weighted average as of the date given and taking into account the number of
shares from the exchangeable bonds issued on December 6, 2001, assuming conversion of the bonds into ordinary shares. For the year
ended December 31, 2003, the effects of the exchangeable bonds have been excluded from the calculation of diluted earnings per share

since they would be antidilutive.

10
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As of and for the Year

Cash Flow Data:
Amounts in accordance with IFRS

Cash flows from operating activities
Cash flows from investing activities
Cash flows from financing activities

Balance Sheet Data:
Amounts in accordance with IFRS
Current assets
Investments in group companies
Other investments
Tangible assets
Intangible assets
Post-retirement benefits
Other non-current assets

Total assets

Current liabilities

Medium and long-term debt
Accrued post retirement liability
Other non-current liabilities

Total liabilities

Equity excluding minority interests

Minority interests

Total equity

Number of ordinary shares
Share capital(1)

ey

As of the dates indicated, Portugal Telecom did not have any redeemable preferred stock.

Ended December 31,
2004 2005 2006
(EUR Millions)
1,958.9 1,392.3 1,787.8
185.5 (1,910.7) 1,147.8
(1,958.2) 590.2 (2,992.7)
As of December 31,
2005 2006
(EUR Millions)
6,153.7 3,998.7
425.6 499.1
96.1 132.4
4,062.0 3,942.0
3,601.6 3,490.9
134.1
2,289.8 1,974.1
16,628.8 14,171.2
4,947.5 3,888.4
5,168.6 4,467.5
2,635.9 1,807.6
1,294.7 901.7
14,046.7 11,065.2
1,828.4 2,255.2
753.7 850.8
2,582.1 3,106.0
1,128.9 1,128.9
1,128.9 395.1
As of December 31,
2002 2003 2004 2005 2006

11
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As of December 31,
(EUR Millions)
Amounts in accordance with U.S. GAAP
Total assets 12,554.2 11,764.3 11,864.7 13,649.5 11,695.9
Total liabilities 10,17.9 9,562.1 9,967.0 11,595.9 9,522.4
Total shareholders' equity 2,343.7 1,999.0 1,638.5 1,819.4 1,877.6
Share capital 11,254.3 1,254.3 1,166.5 1,128.9 395.1

Exchange Rates
Euro

Effective January 1, 1999, Portugal joined ten other member countries of the European Union in adopting the Euro as the common
currency. During the transition period between January 1, 1999 and

12
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December 31, 2001, the Escudo remained legal tender in Portugal as a denomination of the Euro, and public and private parties paid for goods
and services in Portugal using either the Euro or the Escudo. On January 1, 2002, the Euro entered into cash circulation, and from January 1,
2002 through February 28, 2002, both the Euro and the Escudo were in circulation in Portugal. From March 1, 2002, the Euro became the sole
circulating currency in Portugal.

For the years ended December 31, 2002, 2003, 2004, 2005 and 2006, the majority of our revenues, assets and expenses were denominated
in Euro, although a significant portion of our assets and liabilities are denominated in Brazilian Reais. We have published our audited
consolidated financial statements in Euros, and our shares trade in Euros on the regulated market Eurolist by Euronext Lisbon. Our financial
results could be affected by exchange rate fluctuations in the Brazilian Real. See "Item 5 Operating and Financial Review and
Prospects Exchange Rate Exposure to the Brazilian Real".

Our future dividends, when paid in cash, will be denominated in Euros. As a result, exchange rate fluctuations have affected and will affect
the U.S. dollar amounts received by holders of ADSs on conversion of such dividends by The Bank of New York as the ADS depositary. The
Bank of New York converts dividends it receives in foreign currency into U.S. dollars upon receipt, by sale or such other manner as it has
determined, and distributes such U.S. dollars to holders of ADSs, net of The Bank of New York's expenses of conversion, any applicable taxes
and other governmental charges. Exchange rate fluctuations may also affect the U.S. dollar price of the ADSs on the New York Stock Exchange.

The following tables show, for the period and dates indicated, certain information regarding the U.S. dollar/Euro exchange rate. The
information is based on the noon buying rate in the City of New York for cable transfers in Euro as certified for United States customs purposes
by the Federal Reserve Bank of New York. On June 21, 2007, the Euro/U.S. dollar exchange rate was €0.7466 per US$1.00.

Year ended December 31, Average Rate(1)
(EUR per US$1.00)
2002 1.0561
2003 0.8786
2004 0.8022
2005 0.8082
2006 0.7905

ey

The average rate is calculated as the average of the noon buying rates on the last day of each month during the period.

Period High Low
(EUR per US$1.00)
December 31, 2006 0.7612 0.7573
January 31, 2007 0.7737 0.7681
February 28, 2007 0.7586 0.7543
March 31, 2007 0.7525 0.7463
April 30, 2007 0.7358 0.7310
May 31, 2007 0.7455 0.7420

None of the 25 member countries of the European Union has imposed any exchange controls on the Euro.

Brazilian Real

Although the majority of our revenues, assets and expenses are denominated in Euros, most of the revenues, assets and expenses from our
Brazilian investments are denominated in Brazilian Reais. Consequently, exchange rate fluctuations between the Euro and the Brazilian Real
affect our revenues.

13
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The Brazilian government may impose temporary restrictions on the conversion of Reais into foreign currencies and on the remittance to
foreign investors of proceeds from their investments in Brazil. Brazilian law permits the government to impose these restrictions whenever there
is a serious imbalance in Brazil's balance of payments or reason to foresee a serious imbalance.

The following tables show, for the periods and date indicated, certain information regarding the Real/U.S. dollar exchange rate. On June 21,
2007, the Real/U.S. dollar exchange rate was R$1.9197 per US$1.00. The information is based on the noon buying rate in the City of New York
for cable transfers in Brazilian Reais as certified for United States customs purposes by the Federal Reserve Bank of New York.

Year ended December 31, Average Rate(1)

(R$ per US$1.00)
2002 2.931
2003 3.072
2004 2.917
2005 2.434
2006 2.168

ey
The average rate is calculated as the average of the noon buying rates on the last day of each month during the period.
Period High Low
(R$ per US$1.00)

December 31, 2006 2.169 2.138
January 31, 2007 2.156 2.125
February 28, 2007 2.118 2.077
March 31, 2007 2.139 2.050
April 30, 2007 2.048 2.023
May 31, 2007 2.031 1.929

Escudo

As of January 1, 2002, we ceased to use the Escudo. For the years ended December 31, 2002, 2003, 2004, 2005 and 2006 the majority of
our revenues, assets and expenses were denominated in Euros. All figures previously stated in Escudos have been converted to figures in Euro

based on the fixed Escudo/Euro exchange rate, established on January 1, 1999, of PTE 200.482 per €1.00, or approximately €0.005 per PTE 1.00.
See " Euro".

15
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Risk Factors
General Risks Relating to Our Company
We May Not Achieve Our Announced Shareholder Remuneration Goals

In February 2007, in connection with our response to the tender offer by Sonaecom, we announced a shareholder remuneration package
comprised of a €2.1 billion share buyback, a €0.475 per share dividend related to the year 2006, a €0.575 per share dividend related to years 2007
and 2008, and the spin-off of PT Multimédia. As of the date of filing of this annual report, we have paid the dividend relating to the year 2006,
and as at June 15, 2007, we had entered into equity swap agreements with several financial institutions in connection with our share buyback
program for 45,686,311 shares for a notional amount of €464.3 million, representing 4.05% of our share capital. In addition, our shareholders
approved the spin-off of PT Multimédia at the annual general shareholders' meeting on April 22, 2007, but the spin-off has not yet been
completed and is subject to conditions.

The completion of the remaining shareholder remuneration goals will depend on our ability to continue to generate cash flow in our
domestic businesses, assumes that we are able to obtain regulatory relief for our domestic wireline business and that we are able to continue to
streamline our operations to reduce our costs. In addition, our announced shareholder remuneration package assumes that the Real/Euro
exchange rate will remain stable. The Real fluctuated significantly in relation to the Euro in recent years. See "Risks Related to Our Brazilian
Mobile Business Macroeconomic Factors in Brazil Could Reduce Expected Returns on Our Brazilian Investments and Potentially Lead to
Impairment Charges" and " Fluctuations in the Real and increases in interest rates".

If any of the assumptions described in the preceding paragraph proves not to be the case or if any other circumstances (including any risks
described in this "Risk Factors" section) impedes our ability to generate cash and distributable reserves, you may not receive the full
remuneration we have announced, and the price of our ordinary shares and ADSs could suffer.

The Portuguese State Holds All of Our A Shares, Which Afford It Special Approval Rights
All of our 500 A shares are held by the Portuguese State. Under our articles of association, the Portuguese State, as the holder of all of our

A shares, may veto a number of actions of our shareholders, including the following:

Authorization for the acquisition of ordinary shares representing more than 10% of the share capital by shareholders that
directly or indirectly perform competing activities with those of the companies within a control relationship with Portugal
Telecom, SGPS S.A;

Amendments to the by-laws and share capital increases, as well as the limitation or suppression of pre-emptive rights and the
establishing of standards for share capital increases to be resolved by the Board of Directors;

Issuing of bonds or other securities, establishing the issue value for these securities to be resolved by the Board of Directors
and limitation or suppression of pre-emptive rights in the issuing of bonds convertible into shares, as well as establishing the
standards for the issuing of bonds of such nature to be resolved by the Board of Directors;

The passing of resolutions on the application of the financial year results, in the events of a dividend distribution to the
shareholders in a percentage superior to 40% of distributable profits;

Election of the Board of the General Shareholders' Meeting, as well as of the members of the Board of Directors;

Approval of the general goals and fundamental principles of the Company's policies;
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Definition of the general policy of shareholdings in companies, as well as, in the cases where authorized by a prior General
Shareholders' Meeting, the passing of resolutions on the respective acquisitions and sales;

Moving the Company's registered offices within the municipality of Lisbon or to a neighbouring municipality.

In addition, the election of one-third of the total number of directors, including the Chairman of the Board of Directors, requires the votes
issued by the State, in its capacity as holder of Class A shares.

In April 2006, the European Commission sent to the Portuguese State a formal request to abandon the special rights it held as the sole
owner of our A shares. The European Commission believes that the special powers granted to the Portuguese State through the sole ownership
of our A shares act as a disincentive for investment by companies from other EU Member States in a manner that violates European Community
Treaty rules. Should the Portuguese State not take satisfactory steps to remedy this alleged infringement of EU Law, the European Commission
may decide to refer the case to the European Court of Justice.

Our Recent Ratings Downgrades and Any Future Downgrades May Impair Our Ability to Obtain Financing and May Significantly Increase
Our Cost of Debt

Immediately after the announcement by Sonaecom on February 6, 2006 of the tender offer for Portugal Telecom, Standard & Poor's placed
our credit rating on CreditWatch with negative implications, while Moody's placed our credit rating on review for possible downgrade, due to
the possible increased leverage that would result from the transaction. Following the presentation by our board of directors of an alternative
shareholders' remuneration plan, increasing our indebtedness, Standard & Poor's and Moody's downgraded our ratings to BBB+ and Baal,
respectively, on March 8, 2006. On August 3, 2006, Standard & Poor's and Moody's downgraded our ratings to BBB- and Baa2, respectively,
following the announcement of a further step-up in the shareholder remuneration plan. After the failure of the tender offer, the rating agencies
confirmed our credit ratings as BBB- (Standard & Poor's) and Baa2 (Moody's), both with stable outlook.

We have four loans from the European Investment Bank (EIB) totaling €365 million as of December 31, 2006 that contain a provision under
which the EIB has the right to require us to provide a guarantee acceptable to EIB in the event our ratings were downgraded to BBB/Baa2. In
that circumstance, and after notice from the EIB, we would have 60 days to present an acceptable guarantee. If we fail to provide EIB the
required guarantee, the EIB would have the right to accelerate the repayment of the loans. As a result of our ratings downgrade on August 3,
2006 to BBB- by S&P, to Baa2 by Moody's and to BBB by Fitch, we negotiated with EIB revised terms and conditions for these loans. The
agreement with the EIB, signed on February 23, 2007, allows us to present the guarantee mentioned above only in the case of a downgrade from
the current rating (BBB- by S&P, Baa2 by Moody's and BBB by Fitch).

Our recent ratings downgrades could adversely affect our ability to obtain future financing to fund our operations and capital needs. The
downgrades could affect the marketability of any new debt securities we may wish to issue. As part of the agreement with EIB described above,
the spreads on our EIB loans increased by between 1 and 28 basis points, increasing our interest expenses. In addition, the downgrades could
affect the pricing terms we are able to obtain in any new bank financing or issuance of debt securities. In addition, any further downgrade of our
ratings could have even more significant effects on our ability to obtain financing and therefore on our liquidity.
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Risks Relating to Our Wireline and Domestic Mobile Businesses

Competition From Mobile Telephony and From Other Wireline Operators Has Significantly Reduced Our Fixed Telephone Revenues and Is
Likely to Continue to Adversely Affect Our Revenues

During 2006, approximately 30.1% of our consolidated revenues were derived from services provided by our wireline business in Portugal.
As a result of the trend toward the use of mobile services instead of fixed telephone services, combined with the increase in competition from
other wireline operators, we have experienced, and may continue to experience, erosion of market share of both access lines and of outgoing
domestic and international traffic. The number of active mobile telephone cards in Portugal has overtaken the number of wireline main lines, and
more than 61% of the total Portuguese voice traffic is originated in mobile networks. Some of our wireline customers are using mobile services
as an alternative to wireline telephone services. Mobile operators can bypass our international wireline network by interconnecting directly with
wireline and mobile networks either in our domestic network or abroad. Competition is also forcing down the prices of our wireline telephone
services for long distance and international calls. Lowering our international call prices has caused a significant decline in our revenues from
international wireline telephone services.

The decrease in wireline traffic and lower tariffs resulting from competition has significantly affected our overall revenues, and we expect
these factors to continue to negatively affect our revenues. See "Item 4 Information on the Company Competition Competition Facing our
Wireline Business".

After the Completion of the Proposed Spin-off of PT Multimédia, the Competitive Strategy of PT Multimédia Could Adversely Affect Our
Revenues and Cash Flows

Following the spin-off of PT Multimédia, PT Multimédia's management may develop a business strategy that could conflict with the
strategies of our wireline and domestic mobile businesses. In an attempt to gain market share in voice services, for example, management of PT
Multimédia could pursue a price strategy that could place downward pressure on prices and adversely affect the revenues and cash flows of our
wireline and domestic mobile businesses. PT Multimédia has significant market share in its businesses, and it could be a strong competitor of
our wireline and domestic mobile businesses in Internet access and voice telephony after the completion of the proposed spin-off.

The Development of Voice over Internet Protocol Services May Reduce Our Voice Telephony Revenues

As existing Voice over Internet Protocol, or VoIP, technology develops and new technologies emerge, competition from VolP services is
likely to intensify. VoIP has a significantly more advantageous cost structure when compared to Public Switched Telephony Networks, or
PSTN. Currently, some VolP-based providers are able to offer cost-free calls between VoIP users, as well as call prices to PSTN and mobile
networks at significant discounts to our tariffs. Competition from VolP-based operators is likely to increase price pressure on voice tariffs and
reduce wireline and mobile traffic, which could harm significantly our voice telephony revenues.

In addition, in November 2005, ANACOM began a period of consultation regarding regulation of these services, and issued a report on the
subject in February 2006. Since then, some operators, including affiliates of Portugal Telecom, have launched fixed and roaming VoIP
commercial services.

Reduced Interconnection Rates Have Negatively Affected Our Revenues for Our Mobile and Wireline Businesses and May Continue to Do
So

In February 2005, ANACOM declared all mobile operators to have significant market power in call termination in the mobile networks
market. ANACOM has accordingly imposed price controls on interconnection rates for the termination of calls on mobile networks. In 2005,

interconnection rates (both fixed-to-mobile and mobile-to-mobile) were reduced by an average of 23.5% compared with 2004
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rates. In 2006, these rates were further reduced by an average of 18.5% compared to the 2005 rates. These reductions have had a significant
impact on TMN's interconnection revenues and consequently its earnings. Both fixed-to-mobile and mobile-to-mobile interconnection rates
reached €0.11 per minute in October 2006 and have not decreased since then. See "ltem 5 Operating and Financial Review and

Prospects Results of Operations". ANACOM is in the process of determining who has significant market power in call origination in the mobile
networks market. We cannot predict the outcome of this process, and ANACOM's decision could negatively impact our revenues and results of
operations.

ANACOM's price controls on fixed-to-mobile interconnection may also negatively affect our wireline retail revenues because we are
required to reflect the reduction in these interconnection charges in our retail prices for calls from our fixed line network. We expect that the
reduction in interconnection charges will continue to have a significant impact on our wireline retail revenues.

In addition, the lower interconnection rates have also reduced revenues for our wholesale wireline business because our wholesale wireline
unit records revenue from incoming operating calls through our network that terminate on the networks of mobile operators. The prices we
charge to international operators (and hence our revenues) depends on the interconnection fees charged by mobile operators for international
incoming calls terminating on their networks, and these fees have been decreasing. We expect that the lower interconnection rates in 2007 will
continue to have a negative impact on our wholesale wireline revenues.

ANACOM issued a decision in December 2006 requiring our wireline business to offer flat rate interconnection, which we believe will
negatively affect our wholesale wireline revenues in the future.

Increased Competition in the Portuguese Mobile Markets May Result in Decreased Tariffs and Loss of Market Share

We operate in the highly competitive Portuguese mobile telecommunications market. We believe that our existing mobile competitors,
Vodafone and Optimus (owned by Sonae and France Telecom) will continue to market their services aggressively. In mid-2005, Optimus
introduced a low-cost brand "Rede 4" in response to our new brand "Uzo". Vodafone also launched a product called Directo in mid-2005
targeting the same market as Uzo and Rede 4.

In addition, the commercial introduction in Portugal of third generation mobile services has heightened competition and reduced the
profitability of providing third generation services. Moreover, ANACOM may open the mobile market to mobile virtual network operators, or
MVNOs, which do not have their own network infrastructure and thus would not have the fixed cost burdens facing our current GSM (Global
System for Mobile Communications) and UMTS (Universal Mobile Telecommunications System) services. We expect competition from
VolIP-based operators also to place increasing price pressure on voice tariffs and lead to reductions in mobile voice traffic. Competition from
companies providing wireless local-area network, or WLAN, services, which can deliver wireless data services more cheaply than UMTS in
concentrated areas, may also affect the market and pricing for third generation services. See "ltem 4 Information on the
Company Competition Competition Facing TMN in Portugal".

The Broadband Market in Portugal is Highly Competitive and It May Become More Competitive in the Future

At the end of 2006, we had 685 thousand retail broadband subscribers using ADSL lines in our wireline business, which represented a
growth of 17.1% over the number of broadband subscribers at the end of 2005. Some of our competitors have been improving their commercial
offer in broadband Internet, with most of them offering triple-play bundled packages (voice telephony, broadband Internet and pay-TV
subscription), including TV Cabo, a subsidiary of PT Multimédia whose triple-play service will compete against that of our wireline business,
especially after the completion of the proposed

13

19



Edgar Filing: PORTUGAL TELECOM SGPS SA - Form 20-F

spin-off of PT Multimédia. We believe that with competition in Internet broadband access intensifying, and with the development of existing
technologies such as broadband wireless access and mobile broadband through UMTS, we may face loss of market share in the broadband
market, which could result in a loss of subscribers and a loss in revenues.

The European Commission's Review of Roaming Charges May Lead to a Reduction in Domestic Mobile Revenues

We receive approximately 7.1% of our domestic mobile revenues from incoming and outgoing roaming charges. The European
Commission has determined that roaming prices in Europe should be reduced and has published new regulations that are effective June 30,
2007. These regulations set maximum roaming charges that may be charged in the wholesale market and the retail market. In the wholesale
market, a maximum roaming charge of €0.30 per minute will apply from the date two months after the effective date of the regulations through
the first anniversary of the effective date, a maximum roaming charge of €0.28 per minute will apply in the second year, and a maximum roaming
charge of €0.26 per minute will apply thereafter.

In the retail market, maximum roaming charges of €0.24 per minute (for received calls) and €0.49 per minute (for outgoing calls) will apply in
the first year, maximum roaming charges of €0.22 per minute (for received calls) and €0.46 (for outgoing calls) will apply in the second year, and
maximum roaming charges of €0.19 per minute (for received calls) and €0.43 per minute (for outgoing calls) will apply thereafter. Under the new
regulations, operators must inform their customers of these charges within one month from the effective date of the regulations and give their
customers a two-month period to choose whether to be subject to these maximum charges or to an alternative pricing scheme offered by the
operator.

We believe these regulations will have an adverse effect on the revenues of our domestic mobile business and of our company as a whole.

In addition, within the EU regulatory framework for electronic communications approved in 2002, the Portuguese telecommunications
regulator has been analyzing concentrations of market power in various telecommunications markets in Portugal. Among the markets that the
regulator has not yet analyzed is the market for roaming charges, and it is expected to do so after the European Commission's decision on the
regulation of roaming prices. This decision could lead to the introduction of further price controls, both in the retail and in the wholesale market,
which could adversely affect the revenues and results of our domestic mobile business and of our company as a whole.

Burdensome Regulation in an Open Market May Put Us at a Disadvantage to Our Competitors and Could Adversely Affect Our Business

The Portuguese electronic communications sector is now fully open to competition. However, many regulatory restrictions and obligations
are still imposed on us. The Portuguese telecommunications regulator, ANACOM, is conducting a market analysis to determine the regulatory
obligations that should be imposed on operators with significant market power in the provision of electronic communications pursuant to a new
EU regulatory framework for electronic communications networks and services. In all but one of the 15 markets for which ANACOM has
completed its analysis, the Portugal Telecom group has been found by ANACOM to have significant market power and consequently is subject
to regulatory restrictions and obligations. Not all of these obligations and restrictions have been imposed on other telecommunications operators
and service providers. The substantial resources we must commit to fulfill these obligations could adversely affect our ability to compete. See
"Item 4 Information on the Company Regulation Portugal."
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Regulatory Investigations and Litigation May Lead to Fines or Other Penalties

We are regularly involved in litigation, regulatory inquiries and investigations involving our operations. ANACOM, the Portuguese
telecommunications regulator, the European Commission and the Autoridade da Concorréncia, the Portuguese competition authority, can make
inquiries and conduct investigations concerning our compliance with applicable laws and regulations. Current inquiries and investigations
include several complaints before the Autoridade da Concorréncia related to alleged anti-competitive practices in our wireline and multimedia
businesses, including complaints against:

PT Comunicacdes for alleged abuse of dominant position in regards to the access to telecommunications ducts;

PT.com (this complaint was formerly against Telepac, which merged with PT.com in December 2004) and TV Cabo for
alleged anti-competitive practices in the broadband Internet market; and

PT Comunicagdes for alleged anti-competitive practices in the public wireline telephone market and for granting
discriminatory discounts on leased lines.

See "ltem 4 Information on the Company Regulation Portugal Regulatory Institutions" and "Item 8 Financial Information Legal
Proceedings Regulatory Proceedings".

If we are found to be in violation of applicable laws and regulations in these or other regulatory inquiries, investigations, or litigation
proceedings