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Item 8.01. Other Events

On August 17, 2005, Morgan Stanley (the “Company”) announced that its Board of Directors had approved
management’s recommendation to sell the Company’s aircraft leasing business. The Company is filing this
Current Report on Form 8-K (the “Form 8-K”) to update the historical consolidated financial statements and
Management’s Discussion and Analysis of Financial Condition and Results of Operations included in the
Company’s Annual Report on Form 10-K for the fiscal year ended November 30, 2004 (the “2004 Form 10-K”)
and Quarterly Reports on Form 10-Q for the quarterly periods ended February 28, 2005 and May 31, 2005 for
discontinued operations that have resulted from the classification of the Company’s aircraft leasing business to
“held for sale” in accordance with Statement of Financial Accounting Standards No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets (“SFAS No. 144”). In accordance with SFAS No. 144, revenues
and expenses associated with the Company’s aircraft leasing business have been classified as discontinued
operations in the Company’s Quarterly Report on Form 10-Q for the quarterly period ended August 31, 2005 that
was filed with the Securities and Exchange Commission (the “SEC”) on October 7, 2005.

Under requirements of the SEC, the same classification as discontinued operations required by SFAS No. 144 is
also required for previously issued financial statements for each of the three years presented in the Company’s
2004 Form 10-K and for the periods presented in the Company’s Quarterly Reports on Form 10-Q for the
quarterly periods ended February 28, 2005 and May 31, 2005, if those financial statements are incorporated by
reference in subsequent filings with the SEC made under the Securities Act of 1933, as amended, even though
those financial statements relate to periods prior to the announcement of the proposed sale of the aircraft leasing
business. This reclassification has no effect on the Company’s reported net income for any reporting period.

The net (loss) gain from discontinued operations that has been recast from continuing operations was as follows
(dollars in millions):

Fiscal 2004 Fiscal 2003 Fiscal 2002 Fiscal 2001 Fiscal 2000
$(103) $(233) $(82) $(73) $14

Beginning in the third quarter of fiscal 2005, the Company renamed three of its business segments. The
Individual Investor Group was renamed “Retail Brokerage,” Investment Management was renamed “Asset
Management” and Credit Services was renamed “Discover.” In addition, beginning in the third quarter of fiscal
2005, the principal components of the residential mortgage loan business previously included in the Discover
business segment are managed by and included within the results of the Institutional Securities business segment.

The historical financial information in Exhibits 99.1, 99.2, 99.3 and 99.4 has been revised and updated from its
previous presentation solely to reflect the reclassifications for discontinued operations and the transfer of the
principal components of the residential mortgage loan business from the Discover business segment to the
Institutional Securities business segment described above for the following periods:

¢ fiscal years ended November 30, 2004, 2003, 2002, 2001 and 2000

* three months ended February 28, 2005, February 29, 2004, May 31, 2005 and May 31, 2004

* six months ended May 31, 2005 and May 31, 2004
There is no requirement to update or modify any other disclosures included in the 2004 Form 10-K and the
Quarterly Reports on Form 10-Q for the quarterly periods ended February 28, 2005 and May 31, 2005.
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Item 9.01. Financial Statements and Exhibits
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23.1
23.2
23.3
23.4
99.1

99.2

99.3

99.4

Letter of awareness from Deloitte & Touche LLP, dated October 12, 2005, concerning unaudited
interim financial information.

Consent of Deloitte & Touche LLP
Consent of BK Associates, Inc.

Consent of Morten Beyer & Agnew, Inc.
Consent of Airclaims Limited.

Consolidated Financial Statements and notes thereto recast for discontinued operations and the transfer
of the principal components of the residential mortgage loan business from the Discover business
segment to the Institutional Securities business segment for the fiscal years ended November 30, 2004,
2003, and 2002 and Management’s Discussion and Analysis of Financial Condition and Results of
Operations (which replaces and supersedes Part II, Item 8 and Item 7, respectively, of the 2004 Form
10-K filed with the SEC on February 11, 2005).

Condensed Consolidated Financial Statements and notes thereto recast for discontinued operations and
the transfer of the principal components of the residential mortgage loan business from the Discover
business segment to the Institutional Securities business segment for the three months ended February
28, 2005 and February 29, 2004 and Management’s Discussion and Analysis of Financial Condition and
Results of Operations (which replaces and supersedes Part I, Item 1 and Item 2, respectively, of the
Quarterly Report on Form 10-Q for the quarter ended February 28, 2005 filed with the SEC on April 6,
2005).

Condensed Consolidated Financial Statements and notes thereto recast for discontinued operations and
the transfer of the principal components of the residential mortgage loan business from the Discover
business segment to the Institutional Securities business segment for the three and six months ended
May 31, 2005 and May 31, 2004 and Management’s Discussion and Analysis of Financial Condition
and Results of Operations (which replaces and supersedes Part I, Item 1 and Item 2, respectively, of the
Quarterly Report on Form 10-Q for the quarter ended May 31, 2005 filed with the SEC on July 8,
2005).

Selected Financial Data recast for discontinued operations for the fiscal years ended November 30,
2004, 2003, 2002, 2001 and 2000 (which replaces and supersedes Part II, Item 6 of the 2004 Form 10-K
filed with the SEC on February 11, 2005).
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to
be signed on its behalf by the undersigned thereunto duly authorized.

MORGAN STANLEY
(Registrant)

By: /s/ _DAvID H. SIDWELL

David H. Sidwell,
Chief Financial Officer

By: /s/ _PauL C. WIRTH

Paul C. Wirth,
Controller

Date: October 12, 2005
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Exhibit 15
To the Board of Directors and Shareholders of Morgan Stanley:

We have made a review, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), of the unaudited interim condensed consolidated financial information of Morgan Stanley and
subsidiaries as of February 28, 2005 and for the three-month periods ended February 28, 2005 and February 29,
2004, and have issued our report dated April 4, 2005 (October 12, 2005 as to the effects of discontinued
operations and segment classification discussed in Note 22) (which report included an explanatory paragraph
regarding the adoption of Statement of Financial Accounting Standards (“SFAS”) No. 123R, “Share-based
Payment”). As indicated in such report, because we did not perform an audit, we expressed no opinion on that
information.

Additionally, we have made a review, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), of the unaudited interim condensed consolidated financial information of
Morgan Stanley and subsidiaries as of May 31, 2005 and for the six-month periods ended May 31, 2005 and
May 31, 2004, and have issued our report dated July 7, 2005 (October 12, 2005 as to the effects of discontinued
operations and segment classification discussed in Note 22) (which report included an explanatory paragraph
regarding the adoption of SFAS No. 123R, “Share-based Payment”). As indicated in such report, because we did
not perform an audit, we expressed no opinion on that information.

We are aware that our reports referred to above, which are included in this Current Report on Form 8-K, are
incorporated by reference in the following Registration Statements:

Filed on Form S-3:

Registration Statement No. 33-57202
Registration Statement No. 33-60734
Registration Statement No. 33-89748
Registration Statement No. 33-92172
Registration Statement No. 333-07947
Registration Statement No. 333-27881
Registration Statement No. 333-27893
Registration Statement No. 333-27919
Registration Statement No. 333-46403
Registration Statement No. 333-46935
Registration Statement No. 333-76111
Registration Statement No. 333-75289
Registration Statement No. 333-34392
Registration Statement No. 333-47576
Registration Statement No. 333-83616
Registration Statement No. 333-106789
Registration Statement No. 333-117752

Filed on Form S-4:
Registration Statement No. 333-25003

Filed on Form S-8:
Registration Statement No. 33-63024
Registration Statement No. 33-63026
Registration Statement No. 33-78038
Registration Statement No. 33-79516
Registration Statement No. 33-82240
Registration Statement No. 33-82242
Registration Statement No. 33-82244
Registration Statement No. 333-04212
Registration Statement No. 333-28141



Registration Statement No. 333-28263
Registration Statement No. 333-62869
Registration Statement No. 333-78081
Registration Statement No. 333-95303
Registration Statement No. 333-85148
Registration Statement No. 333-85150
Registration Statement No. 333-108223

We also are aware that the aforementioned reports, pursuant to Rule 436(c) under the Securities Act of 1933, are
not considered a part of the Registration Statements prepared or certified by an accountant or reports prepared or
certified by an accountant within the meaning of Sections 7 and 11 of that Act.

/s/ DELOITTE & TOUCHE LLP
New York, New York
October 12, 2005



Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the following Registration Statements of Morgan Stanley of our
report dated February 7, 2005 (October 12, 2005 as to the effects of discontinued operations and segment
classification discussed in Note 27) (which report expresses an unqualified opinion and contains an explanatory
paragraph relating to the adoption of Statement of Financial Accounting Standards (“SFAS”) No. 123,
“Accounting for Stock-Based Compensation,” as amended by SFAS No. 148, “Accounting for Stock-Based
Compensation-Transition and Disclosure, an amendment of FASB Statement No. 123,” in 2003), included in this
Current Report on Form 8-K of Morgan Stanley.

Filed on Form S-3:

Registration Statement No. 33-57202
Registration Statement No. 33-60734
Registration Statement No. 33-89748
Registration Statement No. 33-92172
Registration Statement No. 333-07947
Registration Statement No. 333-27881
Registration Statement No. 333-27893
Registration Statement No. 333-27919
Registration Statement No. 333-46403
Registration Statement No. 333-46935
Registration Statement No. 333-76111
Registration Statement No. 333-75289
Registration Statement No. 333-34392
Registration Statement No. 333-47576
Registration Statement No. 333-83616
Registration Statement No. 333-106789
Registration Statement No. 333-117752

Filed on Form S-4:
Registration Statement No. 333-25003

Filed on Form S-8:

Registration Statement No. 33-63024
Registration Statement No. 33-63026
Registration Statement No. 33-78038
Registration Statement No. 33-79516
Registration Statement No. 33-82240
Registration Statement No. 33-82242
Registration Statement No. 33-82244
Registration Statement No. 333-04212
Registration Statement No. 333-28141
Registration Statement No. 333-28263
Registration Statement No. 333-62869
Registration Statement No. 333-78081
Registration Statement No. 333-95303
Registration Statement No. 333-85148
Registration Statement No. 333-85150
Registration Statement No. 333-108223

/s/ DELOITTE & TOUCHE LLP
New York, New York
October 12, 2005



Exhibit 23.2
CONSENT OF BK ASSOCIATES, INC.

We hereby consent to the reference to us appearing in: (i) Note 18 to Morgan Stanley’s consolidated financial statements and
notes thereto recast for discontinued operations for the fiscal years ended November 30, 2004, 2003 and 2002 included as
exhibit 99.1 in the Current Report on Form 8-K of Morgan Stanley to which this consent is attached (the “Current Report”),
(ii) Note 16 to Morgan Stanley’s condensed consolidated financial statements and notes thereto recast for discontinued
operations for the three months ended February 28, 2005 and February 29, 2004, included as exhibit 99.2 in the Current
Report, and (iii) Note 16 to Morgan Stanley’s condensed consolidated financial statements and notes thereto recast for
discontinued operations for the three and six months ended May 31, 2005 and May 31, 2004, included as exhibit 99.3 in the
Current Report and to the incorporation by reference of those references in the following Registration Statements of Morgan
Stanley:

Filed on Form S-3:

Registration Statement No. 33-57202
Registration Statement No. 33-60734
Registration Statement No. 33-89748
Registration Statement No. 33-92172
Registration Statement No. 333-07947
Registration Statement No. 333-27881
Registration Statement No. 333-27893
Registration Statement No. 333-27919
Registration Statement No. 333-46403
Registration Statement No. 333-46935
Registration Statement No. 333-76111
Registration Statement No. 333-75289
Registration Statement No. 333-34392
Registration Statement No. 333-47576
Registration Statement No. 333-83616
Registration Statement No. 333-106789
Registration Statement No. 333-117752

Filed on Form S-4:
Registration Statement No. 333-25003
Filed on Form S-8:

Registration Statement No. 33-63024
Registration Statement No. 33-63026
Registration Statement No. 33-78038
Registration Statement No. 33-79516
Registration Statement No. 33-82240
Registration Statement No. 33-82242
Registration Statement No. 33-82244
Registration Statement No. 333-04212
Registration Statement No. 333-25003
Registration Statement No. 333-28141
Registration Statement No. 333-28263
Registration Statement No. 333-62869
Registration Statement No. 333-78081
Registration Statement No. 333-95303
Registration Statement No. 333-85148
Registration Statement No. 333-85150
Registration Statement No. 333-108223

BK ASSOCIATES, INC.

By: % F%

Name: John F. Keitz
Title: President

October 11, 2005



Exhibit 23.3

CONSENT OF MORTEN BEYER & AGNEW, INC

We hereby consent to the reference to us appearing in: (i) Note 18 to Morgan Stanley’s consolidated financial statements and notes
thereto recast for discontinued operations for the fiscal years ended November 30, 2004, 2003 and 2002 included as exhibit 99.1 in
the Current Report on Form 8-K of Morgan Stanley to which this consent is attached (the “Current Report”), (ii) Note 16 to Morgan
Stanley’s condensed consolidated financial statements and notes thereto recast for discontinued operations for the three months
ended February 28, 2005 and February 29, 2004, included as exhibit 99.2 in the Current Report, and (iii) Note 16 to Morgan
Stanley’s condensed consolidated financial statements and notes thereto recast for discontinued operations for the three and six
months ended May 31, 2005 and May 31, 2004, included as exhibit 99.3 in the Current Report and to the incorporation by reference
of those references in the following Registration Statements of Morgan Stanley:

Filed on Form S-3:

Registration Statement No. 33-57202
Registration Statement No. 33-60734
Registration Statement No. 33-89748
Registration Statement No. 33-92172
Registration Statement No. 333-07947
Registration Statement No. 333-27881
Registration Statement No. 333-27893
Registration Statement No. 333-27919
Registration Statement No. 333-46403
Registration Statement No. 333-46935
Registration Statement No. 333-76111
Registration Statement No. 333-75289
Registration Statement No. 333-34392
Registration Statement No. 333-47576
Registration Statement No. 333-83616
Registration Statement No. 333-106789
Registration Statement No. 333-117752

Filed on Form S-4:
Registration Statement No. 333-25003

Filed on Form S-8:

Registration Statement No. 33-63024
Registration Statement No. 33-63026
Registration Statement No. 33-78038
Registration Statement No. 33-79516
Registration Statement No. 33-82240
Registration Statement No. 33-82242
Registration Statement No. 33-82244
Registration Statement No. 333-04212
Registration Statement No. 333-25003
Registration Statement No. 333-28141
Registration Statement No. 333-28263
Registration Statement No. 333-62869
Registration Statement No. 333-78081
Registration Statement No. 333-95303
Registration Statement No. 333-85148
Registration Statement No. 333-85150
Registration Statement No. 333-108223

MORTEN BEYER & AGNEW, INC

77
,-,17'_ ;ﬁﬁff _—

Name: Robert F. Agnew
Title:  President & COO
October 11, 2005



Exhibit 23.4

ATIRCLAIMS Hisw—

CONSENT OF AIRCLAIMS LIMITED

We hereby consent to the reference to us appearing in: (i) Note 18 to Morgan Stanley’s consolidated financial statements and notes
thereto recast for discontinued operations for the fiscal years ended November 30, 2004, 2003 and 2002 included as exhibit 99.1 in
the Current Report on Form 8-K of Morgan Stanley to which this consent is attached (the “Current Report™), (ii) Note 16 to Morgan
Stanley’s condensed consolidated financial statements and notes thereto recast for discontinued operations for the three months
ended February 28, 2005 and February 29, 2004, included as exhibit 99.2 in the Current Report, and (iii) Note 16 to Morgan
Stanley’s condensed consolidated financial statements and notes thereto recast for discontinued operations for the three and six
months ended May 31, 2005 and May 31, 2004, included as exhibit 99.3 in the Current Report and to the incorporation by reference
of those references in the following Registration Statements of Morgan Stanley:

Filed on Form S-3:

Registration Statement No. 33-57202
Registration Statement No. 33-60734
Registration Statement No. 33-89748
Registration Statement No. 33-92172
Registration Statement No. 333-07947
Registration Statement No. 333-27881
Registration Statement No. 333-27893
Registration Statement No. 333-27919
Registration Statement No. 333-46403
Registration Statement No. 333-46935
Registration Statement No. 333-76111
Registration Statement No. 333-75289
Registration Statement No. 333-34392
Registration Statement No. 333-47576
Registration Statement No. 333-83616
Registration Statement No. 333-106789
Registration Statement No. 333-117752
Filed on Form S-4:
Registration Statement No. 333-25003
Filed on Form S-8:

Registration Statement No. 33-63024
Registration Statement No. 33-63026
Registration Statement No. 33-78038
Registration Statement No. 33-79516
Registration Statement No. 33-82240
Registration Statement No. 33-82242
Registration Statement No. 33-82244
Registration Statement No. 333-04212
Registration Statement No. 333-25003
Registration Statement No. 333-28141
Registration Statement No. 333-28263
Registration Statement No. 333-62869
Registration Statement No. 333-78081
Registration Statement No. 333-95303
Registration Statement No. 333-85148
Registration Statement No. 333-85150
Registration Statement No. 333-108223

Airclaims Limited

By:

Name: Edward Pieniazek
Title: Director, Consultancy & Information Services

October 12, 2005

Telephone (44) 020 8897 1066 Facsimile (44) 20 8897 0300 Telex 934679
——— http://www .airclaims.com http://www.airclaimsstore.com
Registered Head Office as above. Registered in England No. 710284. VAT Reg. No. GB 224 1906 87

. ( - ‘} ¢ Airclaims Limited
L) ..’I - Cardinal Point, Newall Road, Heathrow Airport, London TW6 2AS
| =L w1



Exhibit 99.1

Management’s Discussion and Analysis of Financial Condition and Results of
Operations.

Introduction.

Morgan Stanley (the “Company”) is a global financial services firm that maintains leading market positions in
each of its business segments—Institutional Securities, Retail Brokerage, Asset Management and Discover. The
Company’s Institutional Securities business includes securities underwriting and distribution; financial advisory
services, including advice on mergers and acquisitions, restructurings, real estate and project finance; sales,
trading, financing and market-making activities in equity securities and related products and fixed income
securities and related products, including foreign exchange and commodities; principal investing and real estate
investment management; providing benchmark indices and risk management analytics; and research. The
Company’s Retail Brokerage business provides comprehensive brokerage, investment and financial services
designed to accommodate individual investment goals and risk profiles. The Company’s Asset Management
business provides global asset management products and services for individual and institutional investors
through three principal distribution channels: a proprietary channel consisting of the Company’s representatives;
a non-proprietary channel consisting of third-party broker-dealers, banks, financial planners and other
intermediaries; and the Company’s institutional channel. The Company’s Discover business offers Discover®-
branded cards and other consumer finance products and services, and includes the operation of Discover
Network, a network of merchant and cash access locations primarily in the U.S. Morgan Stanley-branded credit
cards and personal loan products that are offered in the U.K. are also included in the Discover business segment.
The Company provides its products and services to a large and diversified group of clients and customers,
including corporations, governments, financial institutions and individuals.

The Company’s results of operations for the 12 months ended November 30, 2004 (“fiscal 2004”), November 30,
2003 (“fiscal 2003") and November 30, 2002 (“fiscal 2002”) are discussed below.
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Results of Operations.
Executive Summary.

Financial Information.

Fiscal Year
2004 2003(1) 2002(1)

Net revenues (dollars in millions):

Institutional SECUrities . ... ... ...ttt $13,113 $11,301 $ 9,156
Retail Brokerage . .. ...t 4,615 4,242 4,268
Asset Management . .. ...ttt e 2,738 2,276 2,506
DISCOVET . . 3,533 3,303 3,471
Intersegment Eliminations . ........... .. ...ttt (291) (305) (327)
Consolidated net revenues . ................ i, $23,708 $20,817 $19,074
Income before taxes(2) (dollars in millions):
Institutional Securities ... ......... ... ..t $ 4,281 $ 4,066 $ 2,812
Retail Brokerage . ......... ... . . 371 464 120
Asset Management . ............. .. .. 827 482 656
DiSCOVET . ..o 1,221 1,027 1,142
Intersegment Eliminations ............. ... .. ... 118 121 129
Consolidated income before taxes . ... ......uv e, $ 6,818 $ 6,160 $ 4,859
Consolidated net income (dollars inmillions) ........................... $ 4486 $ 3,787 $ 2,988
Basic earnings per common share:
Income from continuing Operations .....................ooveiiooo... $ 425 $ 374 $§ 284
Loss from discontinued operations . ...................ieinieaon... (0.10) (0.22) (0.08)
Basic earnings per common share .............. ... ... .. .. ...... $ 415 $ 352 $ 276
Diluted earnings per common share:
Income from continuing Operations . ................couueireinnenn... $ 415 $ 366 $ 276
Loss from discontinued operations .................c.uuiniinrenenan. (0.09) 0.21) (0.07)
Diluted earnings per common share . ............. ... ..., .. $ 406 $ 345 $ 2.69
Statistical Data.
Book value per commonshare(3) .................. ... .. ... .. $ 2595 $ 2293 $ 20.24
Return on average common equity . ............. ... ... ... .. ... 16.8% 16.5% 14.1%
Effective income taxrate . ............. ... ... . ... ... ... ... 28.5% 29.0% 34.4%
Consolidated assets under management or supervision (dollars in billions):
BQUILY . oo $ 251 $ 207 $ 172
Fixedincome . ........ ... .. i 130 123 127
Money market .. ... ... 87 64 66
Other(4) ..o 79 68 55
Total(5) . .ot $ 547 $ 462 $ 420
Worldwide employees . ............... ... .. 53,284 51,196 55,726
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Statistical Data (Continued). Fiscal Year

2004 2003(1) 2002(1)

Institutional Securities:

Mergers and acquisitions completed transactions (dollars in billions)(6):

Global market volume .. ........ ... it $ 353.0 $207.8 $ 34738
Market share . . ... ... 25.4% 19.2% 28.3%
Rank ... 2 3 2

Mergers and acquisitions announced transactions (dollars in billions)(6):

Global market volume . ......... ... ... ... i $ 3851 $ 2419 $ 193.6
Market share .. ... ... ... 21.7% 20.0% 18.3%
Rank ... 4 2 3

Global equity and equity-linked issues (dollars in billions)(6):

Global market VOIUME . ...ttt $ 543 $ 396 $ 252
Market share . . ... ... 10.7% 10.2% 7.9%
Rank ... 1 3 4

Global debt issues (dollars in billions)(6):

Global market VOIUME . ... .ottt $ 3595 $367.0 $ 2702
Market share . . ... ... 6.9% 7.4% 6.9%
Rank ... 2 3 5

Pre-tax profit margin(7) ... ..... ... 32% 35% 30%

Retail Brokerage:

Global representatives . .. ... ...ttt 10,962 11,086 12,546

Total client assets (dollars in billions) .................. ... ... ....... $ 602 $ 565 $ 516

Fee-based assets as a percentage of total client assets . ................... 26% 23% 21%

Pre-tax profit margin(7) . ...... ... 8% 11% 3%

Asset Management:

Assets under management or supervision (dollars in billions) ............. $ 424 $ 357 $ 337

Percent of fund assets in top half of Lipper rankings(8) .................. 71% 57% 62%

Pre-tax profit margin(7) .. ... 30% 21% 26%

Pre-tax profit margin(7) (excluding private equity) . ..................... 26% 22% 28%

Discover (dollars in millions, unless otherwise noted)(9):

Period-end credit card loans—Owned .. .......... ... $19,724  $18,930 $22,153

Period-end credit card loans—Managed . .......... ... . ... ... ..., $48,261  $48,358  $51,143

Average credit card loans—Owned . ......... ... $17,608  $19,531  $20,659

Average credit card loans—Managed .............. ..o $47,387  $50,864  $49,835

Net principal charge-off rate—Owned . . ...... ... .. .. .. .. ... ..... 5.53% 6.05% 6.06%

Net principal charge-off rate—Managed . .......... ... .. ... ... .. ..... 6.00% 6.60% 6.19%

Transaction volume (dollars in billions) . ...............ouuuineon. ... $ 996 $ 979 $ 973

Pre-tax profit margin(7) . ...... ... 35% 31% 33%

(l)Trtainprior-period information has been reclassified to conform to the current year’s presentation.

(2) Amounts represent income from continuing operations before losses from unconsolidated investees, income taxes, dividends on preferred
securities subject to mandatory redemption and discontinued operations (see “Discontinued Operations™ herein).

(3) Book value per common share equals shareholders’ equity of $28,206 million at November 30, 2004, $24,867 million at November 30,
2003 and $21,885 million at November 30, 2002, divided by common shares outstanding of 1,087 million at November 30, 2004, 1,085
million at November 30, 2003 and 1,081 million at November 30, 2002.

(4) Amounts include alternative investment vehicles.

(5) Revenues and expenses associated with these assets are included in the Company’s Asset Management, Retail Brokerage and
Institutional Securities segments.

(6) Source: Thomson Financial, data as of January 7, 2005—The data for fiscal 2004, fiscal 2003 and fiscal 2002 are for the periods from
January 1 to December 31, 2004, January 1 to December 31, 2003 and January 1 to December 31, 2002, respectively, as Thomson
Financial presents these data on a calendar-year basis.

(7) Percentages represent income before taxes and discontinued operations, excluding losses from unconsolidated investees, as a percentage
of net revenues.

(8) Source: Lipper, one-year performance as of November 30, 2004, November 30, 2003 and November 30, 2002, respectively.

(9) Managed data include owned and securitized credit card loans. For an explanation of managed data and a reconciliation of credit card

loan and asset quality data, see “Discover—Managed General Purpose Credit Card Loan Data” herein.
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Fiscal 2004 Performance.

Company Results. The Company recorded net income of $4,486 million and diluted earnings per share of $4.06
in fiscal 2004, both 18% increases from the prior year. Net revenues (total revenues less interest expense and the
provision for loan losses) rose 14% to $23.7 billion in fiscal 2004, and the return on average common equity was
16.8% compared with 16.5% in the prior year.

The Company’s net loss from discontinued operations was $103 million in fiscal 2004 as compared with a net
loss of $233 million in fiscal 2003 (see “Discontinued Operations” herein).

Non-interest expenses of $16.9 billion increased 15% from the prior year, primarily due to higher compensation
expense and professional services expense associated with increased business activity and additional legal and
regulatory costs. Compensation and benefits expense in fiscal 2004 reflected an additional year of amortization
of equity-based awards (see “Equity-Based Compensation Program” herein).

The Company’s effective tax rate was 28.5% in fiscal 2004 compared with 29.0% in fiscal 2003. The decrease
reflected higher domestic tax credits and certain miscellaneous items, partially offset by higher tax rates
applicable to non-U.S. earnings (see Note 16 to the consolidated financial statements).

At fiscal year-end, the Company had 53,284 employees worldwide, an increase of 4% from the prior year,
reflecting the recovering global economy, increased business activity, and additional personnel associated with
increased regulatory and compliance efforts that existed in fiscal 2004.

Subsequent to fiscal year-end, the Company’s Board of Directors declared a $0.27 quarterly dividend per
common share, an 8% increase from the $0.25 per common share declared the previous quarter.

Institutional Securities. The Company’s Institutional Securities business recorded income from continuing
operations before losses from unconsolidated investees, income taxes, dividends on preferred securities subject to
mandatory redemption and discontinued operations of $4.3 billion, a 5% increase from a year ago. Net revenues
rose 16% to $13.1 billion, driven by record revenues in fixed income and significant increases in advisory fees and
equity underwriting revenues. Non-interest expenses rose 22% to $8.8 billion, reflecting higher incentive-based
compensation costs, professional services and other expense categories associated with increased business activity.

Advisory revenues rose 75% from last year to $1.2 billion, reflecting a significant increase in the Company’s
market share in completed merger and acquisition transactions from 19% to 25% and a 29% increase in industry-
wide completed merger and acquisition activity (according to Thomson Financial). Underwriting revenues rose
29% from last year to $1.9 billion with equity, high-yield and securitized products driving the increase in
revenues. Equity underwriting revenues rose 55% compared with the prior year.

Fixed income sales and trading revenues were $5.7 billion, up 3% from a record performance in the prior year.
The increase was driven by a record year in commodities and improved results in credit products. Commodities
benefited from tight oil supplies, growing demand and global political instability that drove energy prices and
volatilities higher. Credit products benefited from increased customer flows and favorable trading conditions.
Revenues from interest rate and currency products declined slightly from last year’s record revenues, primarily
due to lower revenues from cash and derivative products. Equity sales and trading revenues rose 13% from last
year to $4.1 billion. Prime brokerage had a record year driven by robust growth in client asset balances.
Revenues from equity cash products increased, reflecting higher market volumes, while revenues from equity
derivatives increased modestly despite continued low levels of volatility.

Retail Brokerage. Retail Brokerage recorded pre-tax income of $371 million, down 20% from the prior year,
largely driven by higher non-interest expenses. In the fourth quarter of fiscal 2004, the Company changed its
method of accounting to recognize certain asset management and account fees and related expenses over the
relevant contract period as compared with when billed. This change decreased net revenues by $107 million,
non-interest expenses by $27 million and pre-tax income by $80 million for both the full year and quarterly
results (see “Asset Management and Account Fees” herein).
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Net revenues for fiscal 2004 were $4.6 billion, a 9% increase over a year ago, reflecting higher asset
management, distribution and administration fees driven primarily by an increase in client assets in fee-based
accounts. Commission revenues also increased from the prior year due to higher equity market volumes. Total
non-interest expenses were $4.2 billion, a 12% increase from a year ago. The increase was driven by higher
compensation expense and higher professional services expense, including sub-advisory, consulting and legal
costs. Total client assets increased to $602 billion, up 7% from the prior fiscal year-end. In addition, client assets
in fee-based accounts increased 21% from the prior fiscal year-end to $157 billion and increased as a percentage
of total client assets to 26% from 23% a year ago. At fiscal year-end, the number of global representatives was
10,962, a decline of 124 over the past year.

Asset Management. Asset Management recorded pre-tax income of $827 million, a 72% increase from last year.
The increase reflected a 20% increase in net revenues to $2.7 billion driven by an increase in asset management
fees and higher investment gains. Non-interest expenses increased 7% from the prior year to $1.9 billion, largely
due to higher compensation expense and an increase in professional services expense driven by higher
consulting, sub-advisory and legal costs. Assets under management at fiscal year-end were $424 billion, up $67
billion, or 19% from a year ago as a result of both market appreciation and positive net flows. At fiscal year-end,
the percentage of the Company’s fund assets performing in the top half of the Lipper rankings was 71% over one
year, 75% over three years and 73% over five years. Performance for the one- and three-year time periods was
significantly better than a year ago. Principal transaction investment gains for the year were $248 million, a $229
million increase from a year ago, with the largest gains associated with the Company’s holdings in Vanguard
Health Systems, Inc. and Ping An Insurance (Group) Company of China, Ltd.

Discover. Discover pre-tax income was a record $1,221 million, an increase of 19% from last year. The increase
in earnings on a managed basis was driven by a decline in the provision for loan losses, reflecting improved
credit quality, which more than offset lower net interest income and merchant and cardmember fees. Non-interest
expenses were relatively flat from the prior year as higher marketing expenses were offset by lower
compensation costs. The managed credit card net charge-off rate decreased 60 basis points from a year ago to
6.00%, benefiting from the effect of the Company’s credit quality and collection initiatives and an industry-wide
improvement in credit quality. The managed over 30-day delinquency rate decreased 142 basis points to 4.55%
from a year ago, and the managed over 90-day delinquency rate was 64 basis points lower than a year ago at
2.18%. Managed credit card loans were $48.3 billion at year-end, virtually unchanged from a year ago. On a
managed basis, net interest income fell $238 million from a year ago to $4.4 billion, reflecting lower average
credit card loan balances, partially offset by an increase in the interest rate spread. Merchant and cardmember
fees decreased $137 million on a managed basis, largely as a result of lower late and overlimit fees.

Fiscal 2005 Performance Priorities. One of the performance priorities of the Company in fiscal 2005 is to
regain a premium return on equity as compared with its competitors by focusing on areas of business with strong
potential for growth and leveraging the strengths and capabilities of the Company’s business segments. Each of
the Company’s businesses segments will also focus on key initiatives in fiscal 2005.

Institutional Securities will continue to focus on enhancing client relationships, maintaining or improving market
share and increasing profitability through investing in growth markets and improving capital and risk efficiency.

Retail Brokerage will focus on generating revenue growth and gathering assets. One of the group’s top priorities
is margin improvement over the next two years.

Asset Management’s primary objective will be to improve operating leverage through revenue growth. Asset
Management will focus on building key growth areas where it is currently underrepresented, including separately
managed accounts, multi-discipline accounts and alternative investment products; capturing more flows,
primarily as a result of improved fund performance and standings; and continuing to concentrate assets under the
best performing managers. In fiscal 2005, Asset Management may experience slower growth in fee revenues due
to fee reductions across certain products and because a large percentage of product sales in fiscal 2004 were in
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institutional fixed income and liquidity fund products, which generally generate lower fees than equity products.
In addition, lower principal investment gains are expected going forward as the Company reduces its private
equity business.

Discover will continue to focus on growing both profitability and customer receivable balances and creating a
competitive advantage with its proprietary network. The Company believes there is potential to capitalize on the
recent U.S. Supreme Court decision, rejecting an appeal by Visa and MasterCard in U.S. v. Visa/MasterCard,
which allows financial institutions to issue credit and debit cards on the Discover Network. In January 2005, the
Company announced that it had signed its first third-party issuance with GE Consumer Finance to issue the Wal-
Mart Discover card on the Discover Network. In addition, the Company believes that its acquisition of PULSE
EFT Association, Inc. (“PULSE®”), which was completed in January 2005, will result in a leading electronic
payments company offering a full range of products and services for financial institutions, consumers and
merchants.

Global Market and Economic Conditions in Fiscal 2004.

Global economic growth was generally favorable for most of fiscal 2004, particularly driven by the U.S. and
China. The level of activity in the global capital markets was also higher than in fiscal 2003. Significant investor
uncertainty, however, persisted throughout the fiscal year due to concerns about the pace of economic growth,
inflationary pressures, higher oil prices and higher levels of geopolitical risk. At the end of fiscal 2004, most
global financial markets rallied in response to positive economic developments, primarily in the U.S.

In the first half of fiscal 2004, the U.S. economy benefited from accommodative fiscal and monetary policies,
supported by productivity gains. Corporate earnings were generally strong, and consumer confidence rose as the
U.S. labor market strengthened due to job creation and a decline in unemployment. The second half of fiscal
2004 began with a mid-year slowdown due, in part, to soaring energy prices, the expected pace of inflation and
cautious business investment before regaining momentum at the end of fiscal 2004. Major equity market indices
had a mixed year, declining mid-year due to higher energy prices, concern over continued turmoil in Iraq and
global geopolitical tension, which depressed market sentiment and activity. The equity markets rallied at the end
of the year due to positive economic developments, a positive earnings outlook and the resolution of the U.S.
presidential election. During fiscal 2004, the unemployment rate declined to 5.4%, its lowest level since
September 2001. In response to indications of inflationary pressures, the Federal Reserve Board (the “Fed”)
raised both the overnight lending rate and the discount rate on four separate occasions by an aggregate of 1.00%
during the fiscal year. Subsequent to fiscal year-end, the Fed raised both the overnight lending rate and the
discount rate by an aggregate of 0.50%.

In Europe, the recovery of economic activity continued despite consistently higher oil prices, which had a
considerable impact on inflation rates. The recovery in Europe was led by productivity gains in France and Spain,
while economic conditions in Germany and Italy were less robust. The European Central Bank (the “ECB”) left
the benchmark interest rate unchanged during fiscal 2004 as the level of interest rates remained low by historical
standards. The ECB remains concerned about the level of inflation and the strength of the euro relative to the
U.S. dollar and its negative impact on demand for exports. In the U.K., the labor market continued to strengthen,
and business investment continued to grow. There were, however, some indications of a slowdown in the housing
market, while the growth in consumer spending moderated. During fiscal 2004, the Bank of England raised the
benchmark interest rate by an aggregate of 1.00%.

Japan’s economy demonstrated signs of recovery during the first half of fiscal 2004, primarily driven by higher
exports, consumer spending and industrial production. In the second half of fiscal 2004, the increase in exports
and production showed signs of abating, as a rising Japanese yen against the U.S. dollar and higher oil prices
diminished demand for exports. In China, there were signs that its economic growth rate may have been slowing,
though the pace of expansion nevertheless remained rapid. Economies elsewhere in Asia also generally
improved.
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As fiscal 2005 began, global economic and market conditions continued to be generally favorable, including a
strong level of announced merger and acquisition transactions. As fiscal 2005 progresses, investors will continue
to be focused on a number of important developments, such as corporate earnings, inflation and interest rates,
energy prices and geopolitical risks.

Business Segments.

The remainder of “Results of Operations” is presented on a business segment basis before discontinued
operations. Substantially all of the operating revenues and operating expenses of the Company can be directly
attributed to its business segments. Certain revenues and expenses have been allocated to each business segment,
generally in proportion to its respective revenues or other relevant measures.

As a result of treating certain intersegment transactions as transactions with external parties, the Company
includes an Intersegment Eliminations category to reconcile the segment results to the Company’s consolidated
results. Income before taxes in Intersegment Eliminations represents the effect of timing differences associated
with the revenue and expense recognition of commissions paid by Asset Management to Retail Brokerage
associated with sales of certain products and the related compensation costs paid to Retail Brokerage’s
representatives. Income before taxes recorded in Intersegment Eliminations was $118 million, $121 million and
$129 million in fiscal 2004, fiscal 2003 and fiscal 2002, respectively.

Certain reclassifications have been made to prior-period segment amounts to conform to the current year’s
presentation.
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INSTITUTIONAL SECURITIES
INCOME STATEMENT INFORMATION

Fiscal Fiscal Fiscal
2004 2003 2002
(dollars in millions)
Revenues:
Investment banking . .......... ... ... $ 3,008 $ 2,096 $ 2,179
Principal transactions:
Trading . .. ..ot 5,093 5,642 2,889
Investments . ... ..o 269 63 42
COMIMISSIONS .+« v vttt et e e e e e e e e e e e e e e e 1,998 1,748 2,033
Asset management, distribution and administration fees .. ............... 144 92 91
Interest and dividends . . . . ... e 16,395 13,420 13,100
O her . .o 190 86 158
Total reVeNUES . .. ..ot 27,097 23,147 20,492
INEETESt EXPENSE . . o ot vttt et e e e 13,984 11,846 11,336
NELTEVENUES . . . oottt et e e e e e s 13,113 11,301 9,156
NON-INLETESE EXPEIISES .« « v v vt ettt e e e et et e e et e e et e e 8,832 7,235 6,344

Income from continuing operations before losses from unconsolidated investees,
income taxes, dividends on preferred securities subject to mandatory

redemption and discontinued Operations . ...............c.c.iiiiiinaa... 4,281 4,066 2,812
Losses from unconsolidated inVEStEES . ... ...t vt i 328 279 77
Dividends on preferred securities subject to mandatory redemption .. .......... 45 154 87

Income before taxes and discontinued operations .................. $ 3908 $ 3,633 $ 2,648

Investment Banking. Investment banking revenues are derived from the underwriting of securities offerings
and fees from advisory services. Investment banking revenues were as follows:

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)

Advisory fees from merger, acquisition and restructuring transactions ............ $1,156 $ 662 $ 961
Equity underwriting reVenues .. ... ........c.uiuniitn et 993 640 543
Fixed income underwriting TeVeNUES . ... ...ttt 859 794 675

Total investment banking revenues ... ..............veiuunernneeennan.. $3,008 $2,096 $2,179

Investment banking revenues increased 44% in fiscal 2004, primarily reflecting higher revenues from merger,
acquisition and restructuring and equity underwriting transactions. Higher revenues from fixed income
underwriting transactions also contributed to the increase. In fiscal 2003, investment banking revenues decreased
4%, reflecting lower revenues from merger, acquisition and restructuring activities, partially offset by higher
revenues from fixed income and equity underwriting transactions.

In fiscal 2004, advisory fees from merger, acquisition and restructuring transactions increased 75% to $1.2
billion, the first time advisory fees exceeded $1.0 billion since fiscal 2001. Conditions in the worldwide merger
and acquisition markets rebounded throughout fiscal 2004, reflecting improved conditions in the global equity
markets. There was $1.8 trillion of transaction activity announced during calendar-year 2004 (according to
Thomson Financial, data as of January 7, 2005) as compared with $1.2 trillion in calendar-year 2003. During
calendar-year 2004, the total amount of the Company’s announced merger and acquisition transaction volume
was approximately $385 billion as compared with approximately $242 billion in the prior calendar year. The
59% increase primarily resulted from an increase in average transaction size and higher volumes as an improved
global economy resulted in increased transaction activity. Industry-wide completion volumes also rose by 29%
vs. the prior calendar-year period, while the Company’s volume of completed transactions increased nearly 70%.
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The Company’s fiscal 2004 revenues from merger and acquisition transactions were derived from several
sectors, including financial services, technology, media and telecommunications, manufacturing and healthcare.
In fiscal 2003, conditions in the worldwide merger and acquisition markets were difficult throughout most of the
year. Such conditions included weak corporate earnings as companies began the year focusing on cost reduction
instead of business expansion. In addition, the depressed level of fiscal 2002 merger and acquisition
announcements had a direct impact on completed volumes during fiscal 2003, resulting in reduced advisory
revenues. These conditions improved during the fourth quarter of fiscal 2003, when the global economy
demonstrated signs of recovery and the equity markets rallied.

The worldwide market for equity underwriting transactions in fiscal 2004 improved significantly from fiscal
2003, while the volume of fixed income underwritings continued to remain steady throughout fiscal 2004.

Equity underwriting revenues increased 55% in fiscal 2004, largely due to the resurgence of the initial public
offerings market. The global equity markets experienced renewed investor demand for initial public offerings,
particularly in the U.S., and the Company’s participation in these transactions more than outpaced the industry-wide
increase in transaction volume. The Company’s equity underwriting revenues reflected increases from the financial
services, healthcare, media and telecommunications, and technology sectors. In fiscal 2003, equity underwriting
revenues increased 18% from fiscal 2002. In the first half of fiscal 2003, equity underwriting revenues increased
from relatively depressed levels, primarily led by a high level of convertible offerings. Rising equity markets
contributed to a more favorable equity underwriting environment in the second half of fiscal 2003, with a significant
increase in global transaction activity, particularly in the technology, financial services and utility sectors.

Fixed income underwriting revenues increased 8% in fiscal 2004 and 18% in fiscal 2003, primarily reflecting
favorable conditions in the global fixed income markets throughout both fiscal years. Although the Fed increased
overnight interest rates in fiscal 2004, longer-term interest rates remained at historically low levels. The attractive
debt financing environment contributed to higher revenues as issuers continued to take advantage of low
financing costs. The Company’s revenues from global high-yield and securitized fixed income transactions were
higher in both periods. In fiscal 2003, issuers took advantage of the lowest interest rates in nearly 45 years and
relatively tight credit spreads. Fiscal 2003 also reflected higher revenues from investment grade products as
compared with the prior year.

The backlog of merger, acquisition and restructuring transactions and equity and fixed income underwriting
transactions is subject to the risk that transactions may not be completed due to unforeseen economic and market
conditions, adverse developments regarding one of the parties to the transaction, a failure to obtain required
regulatory approval, or a decision on the part of the parties involved not to pursue a transaction at the current
time. At the end of fiscal 2004, the backlog of equity and fixed income underwriting transactions was higher as
compared with the end of the prior fiscal year, generally reflecting improved global market and economic
conditions. Although the merger, acquisition and restructuring transactions backlog was slightly lower at the end
of fiscal 2004 as compared with the end of fiscal 2003, the calendar year-over-year comparison improved during
the month of December 2004, as a result of the Company’s role advising on a number of significant transactions
announced during the month.

Sales and Trading Revenues. Sales and trading revenues are composed of principal transaction trading revenues,
commissions and net interest revenues. In assessing the profitability of its sales and trading activities, the Company
views principal trading, commissions and net interest revenues in the aggregate. In addition, decisions relating to
principal transactions in securities are based on an overall review of aggregate revenues and costs associated with
each transaction or series of transactions. This review includes, among other things, an assessment of the potential
gain or loss associated with a trade, including any associated commissions, the interest income or expense
associated with financing or hedging the Company’s positions and other related expenses.

The components of the Company’s sales and trading revenues are described below:

Principal Transactions. Principal transaction trading revenues include revenues from customers’ purchases and
sales of financial instruments in which the Company acts as principal and gains and losses on the Company’s
positions. The Company also engages in proprietary trading activities for its own account.
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Principal transaction trading revenues include changes in the fair value of embedded derivatives in the
Company’s structured borrowings. Prior to fiscal 2004, such amounts were included in interest expense (see Note
8 to the consolidated financial statements). Prior period information has been reclassified to conform to the
current year’s presentation. Principal transaction trading revenues included $54 million and $749 million that
were previously recorded as decreases to interest expense in fiscal 2003 and fiscal 2002, respectively. These
reclassifications had no impact on net revenues.

Commissions. Commission revenues primarily arise from agency transactions in listed and over-the-counter
(“OTC”) equity securities and options.

Net Interest. Interest and dividend revenues and interest expense are a function of the level and mix of total
assets and liabilities, including financial instruments owned and financial instruments sold, not yet purchased,
reverse repurchase and repurchase agreements, trading strategies, customer activity in the Company’s prime
brokerage business, and the prevailing level, term structure and volatility of interest rates. Reverse repurchase
and repurchase agreements and securities borrowed and securities loaned transactions may be entered into with
different customers using the same underlying securities, thereby generating a spread between the interest
revenue on the reverse repurchase agreements or securities borrowed transactions and the interest expense on the
repurchase agreements or securities loaned transactions.

Total sales and trading revenues increased 6% in fiscal 2004 and 34% in fiscal 2003, reflecting higher equity and
fixed income sales and trading revenues.

Sales and trading revenues include the following:

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)
EqQUities . ... $4,067 $3,591 $3,528
Fixedincome(l) ... ... .. i 5,662 5,486 3,335

(1) Amounts include interest rate and currency products, credit products and commodities. Amounts exclude revenues from corporate
lending activities.

Equity sales and trading revenues increased 13% in fiscal 2004 driven by record revenues in the prime brokerage
business and higher revenues from cash and derivative products. The prime brokerage business experienced
significant growth in global customer balances, which resulted in record-setting annual revenues. Revenues from
equity cash products rose, in part, due to increased cash flows into U.S. equity mutual funds. Revenues from
equity derivatives increased modestly despite low levels of equity market volatility. Commission revenues
increased slightly despite intense competition and a continued shift toward electronic trading.

Equity sales and trading revenues increased 2% in fiscal 2003, reflecting higher revenues from derivative
products, certain proprietary trading activities and prime brokerage services, offset by lower revenues from cash
products. Toward the end of fiscal 2003, equity sales and trading revenues benefited from rising market indices,
increased cash flows into equity mutual funds and higher equity new issue volume. For the full fiscal year,
however, U.S. market volumes and market volatility were generally lower as compared with fiscal 2002, and
commission revenues were impacted by a shift toward electronic trading.

Fixed income sales and trading revenues increased 3% to a record level in fiscal 2004 driven by higher revenues
from commodities and credit products, partially offset by lower revenues from interest rate and currency
products. Commodities revenues increased 20% to record levels, primarily associated with activities in the
energy sector where tight oil supplies, growing demand and global political instability drove energy prices and
volatilities higher. Credit product revenues, which increased 4%, reflected record revenues from securitized
products as the Company benefited from increased securitization flows in commercial and residential whole
loans and favorable trading conditions. Lower revenues from investment grade products partially offset the
increase. Interest rate and currency product revenues decreased 7% from last year’s record levels due to lower
revenues from cash and derivative products. In addition, in the second half of fiscal 2004, mixed U.S. economic
data coupled with higher global energy prices and concerns about the strength of economic growth resulted in
market conditions that the Company did not take advantage of, which adversely affected revenues from certain
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interest rate products. These decreases were partially offset by record results in foreign exchange and emerging
markets, reflecting higher levels of volatility and strong customer volume. In fiscal 2004 and fiscal 2003, 63%
and 54% of fixed income sales and trading revenues were recorded in the first half of each respective fiscal year.

Fixed income sales and trading revenues increased 64% in fiscal 2003, reflecting volatile markets, significant
new issue activity and higher client transaction volumes. The increase in revenues was broad-based and included
higher revenues from the Company’s credit product, interest rate and currency product, and commodities groups.
Credit product revenues increased 65%, reflecting strong capital markets activity and higher revenues from
residential and commercial mortgage loan securitization activities, investment grade corporate and global high-
yield fixed income securities. Interest rate and currency product revenues increased 39%, primarily reflecting a
generally favorable trading environment, a sharp rise in interest rates in the third quarter of fiscal 2003, higher
derivative volumes and increased interest rate volatility in both the U.S. and European markets. Higher revenues
from currency products, primarily due to higher market volatility and a declining U.S. dollar, also contributed to
the increase. Commodities revenues increased 168% to record levels. The increase was primarily associated with
activities in the energy sector, reflecting higher levels of volatility in certain energy markets, higher customer
flow activity and increased trading activity in support of client securitizations.

In addition to the equity and fixed income sales and trading revenues discussed above, sales and trading revenues
include the net revenues from the Company’s corporate lending activities. In fiscal 2004, revenues from
corporate lending activities increased by approximately $110 million, reflecting growth in the loan portfolio and
improved conditions in the commercial lending market, partially offset by mark-to-market valuations associated
with new loans made in fiscal 2004. In fiscal 2003, sales and trading revenues from corporate lending activities
increased by approximately $170 million due to lower markdowns as compared with fiscal 2002, reflecting
tighter credit spreads as conditions in the credit market improved.

Principal Transactions-Investments. Principal transaction net investment revenue aggregating $269 million
was recognized in fiscal 2004 as compared with $63 million in fiscal 2003. The increase in fiscal 2004 was
primarily related to gains associated with the Company’s real estate and principal investment activities. Fiscal
2004’s results included a gain on the sale of an investment in TradeWeb, an electronic trading platform. Fiscal
2003’s results primarily included gains on the Company’s real estate investments, partially offset by losses in
other principal investments.

Financial instruments purchased in principal investment transactions generally are held for appreciation and are
not readily marketable. It is not possible to determine when the Company will realize the value of such
investments since, among other factors, such investments generally are subject to significant sales restrictions.
Moreover, estimates of the fair value of the investments involve significant judgment and may fluctuate
significantly over time in light of business, market, economic and financial conditions generally or in relation to
specific transactions.

Asset Management, Distribution and Administration Fees. ~Asset management, distribution and administration
fees include revenues from asset management services, primarily fees associated with the Company’s real estate
fund investment activities.

Asset management, distribution and administration fees increased 57% and 1% in fiscal 2004 and fiscal 2003,
respectively. The increase in fiscal 2004 was due to higher fees associated with real estate investment and
advisory activities, primarily due to the acquisition of a majority of the U.S. real estate equity investment
management business of Lend Lease Corporation in November 2003 (see “Business Acquisitions and Asset
Sales” herein).
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Other. Other revenues consist primarily of revenues from providing benchmark indices and risk management
analytics associated with Morgan Stanley Capital International Inc. (“MSCI”) and Barra, Inc. (“Barra”) (see
“Business Acquisitions and Asset Sales” herein).

Other revenues increased 121% in fiscal 2004. The increase was primarily attributable to Barra, which was
acquired on June 3, 2004. Other revenues decreased 46% in fiscal 2003. The decrease primarily reflected the
inclusion of a gain in fiscal 2002 (of which $53 million was allocated to the Institutional Securities segment)
related to the Company’s sale of an office tower.

Non-Interest Expenses. Non-interest expenses increased 22% in fiscal 2004. Compensation and benefits expense
increased 22% due to higher incentive-based compensation resulting from higher net revenues and higher
amortization expense related to equity-based awards (see “Equity-Based Compensation Program” herein).
Excluding compensation and benefits expense, non-interest expenses increased 21%. Occupancy and equipment
expense increased 16%, primarily due to higher rental costs, primarily in London. Brokerage, clearing and exchange
fees increased 16%, primarily reflecting increased trading activity. Professional services expense increased 42%,
primarily due to higher consulting costs including the implementation of Section 404 of the Sarbanes-Oxley Act of
2002 (“SOX 404”) and the Consolidated Supervised Entities Rule (the “CSE Rule”) (see “Regulatory
Developments” herein). Legal and employee recruitment costs increased due to higher business activity. There were
also increased costs for outside legal counsel due to certain regulatory and litigation matters. Marketing and
business development expense increased 25% due to higher travel and entertainment costs. Other expenses
increased 17% and included approximately $25 million relating to Institutional Securities’ share of the costs
associated with a failure to deliver certain prospectuses pursuant to regulatory requirements and a fine associated
with a settlement with the New York Stock Exchange, Inc. (the “NYSE”) relating to the prospectus delivery
requirements, operational deficiencies, employee defalcations and other matters. In addition, other expenses
included legal accruals of approximately $110 million related to the Parmalat Matter and IPO Allocation Matters
(see “Legal Proceedings” in Part I, Item 3).

Fiscal 2003’s total non-interest expenses increased 14%. Compensation and benefits expense increased 20%.
Compensation and benefits expense included a $220 million net benefit related to the adoption of Statement of
Financial Accounting Standards (“SFAS”) No. 123, “Accounting for Stock-Based Compensation,” as amended by
SFAS No. 148, “Accounting for Stock-Based Compensation—Transition and Disclosure, an amendment of FASB
Statement No. 123.” This net benefit was composed of a $352 million benefit related to expensing equity-based
compensation awards over a longer service period, partially offset by a $132 million charge relating to expensing
stock options based on the fair value of stock options granted in fiscal 2003 (see “Equity-Based Compensation
Program” herein). Excluding this benefit, compensation and benefits expense increased 26%, primarily due to
higher incentive-based compensation, reflecting higher net revenues. Excluding compensation and benefits expense,
non-interest expenses increased 4% from fiscal 2002. Brokerage, clearing and exchange fees increased 13%,
primarily reflecting higher global securities trading volumes. Other expenses increased 75% and included accruals
of approximately $180 million for loss contingencies related to IPO Allocation Matters and the LVMH Litigation
(see “Legal Proceedings” in Part I, Item 3). The increase in non-interest expenses was partially offset by
restructuring and other charges of $117 million that were recorded in fiscal 2002 (see “Restructuring and Other
Charges” herein).
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RETAIL BROKERAGE
INCOME STATEMENT INFORMATION

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)

Revenues:
Investment banking . .............uiitn it $ 290 $ 305 $ 267
Principal transactions:
Trading . . ..ot 518 651 642
INVeStMENtS . . . . ... ®)) 4 42)
COMMUSSIONS .« & o oo e e e e e e e e e e e e e 1,327 1,231 1,278
Asset management, distribution and administration fees .. ........... ... ... .. 2,099 1,696 1,657
Interest and dividends . . .. ... .. 409 370 446
O her .« .o 133 134 214
Total TEVENUES . . . oot 4,771 4,391 4,462
INEETESt EXPEINSE . . v vt vttt et e et e e 156 149 194
NeEtrEVENUES . . . oottt e 4,615 4242 4,268
NON-INLETESt EXPEINSES .+« v v et e e ettt ettt e et e e e e e 4244 3,778 4,148
Income before taXes . ... ..ottt $ 371 $ 464 $ 120

Investment Banking. Investment banking revenues are derived from the Retail Brokerage’s distribution of
equity and fixed income securities underwritten by the Institutional Securities business, as well as underwritings
of Unit Investment Trust products. Investment banking revenues decreased 5% in fiscal 2004 and increased 14%
in fiscal 2003. The decrease in fiscal 2004 was primarily due to lower revenues from fixed income underwriting
transactions, partially offset by higher revenues from underwriting Unit Investment Trust products. The increase
in fiscal 2003 was primarily due to higher revenues from equity underwriting transactions reflecting higher
volumes and from the underwriting of Unit Investment Trust products.

Principal Transactions. Principal transactions include revenues from customers’ purchases and sales of
financial instruments in which the Company acts as principal and gains and losses on the Company’s positions.
The Company maintains certain inventory positions primarily to facilitate customer transactions. Principal
transaction trading revenues decreased 20% in fiscal 2004, primarily due to lower revenues from fixed income
products, reflecting lower customer transaction activity in corporate, municipal and government fixed income
securities. Principal transaction trading revenues increased 1% in fiscal 2003, reflecting higher revenues from
fixed income products, partially offset by lower revenues from equity products. The increase in fixed income
products reflected higher revenues from investment grade corporate fixed income securities, as individual
investor activity increased. The decrease in revenues from equity products reflected the difficult conditions that
existed in the equity markets during the first half of fiscal 2003.

Principal transaction net investment losses aggregating $5 million were recorded in fiscal 2004 as compared with
net gains of $4 million in fiscal 2003. Principal transaction net investment losses aggregating $42 million were
recorded in fiscal 2002. Fiscal 2002’s results primarily reflected the write-down of an equity investment related
to the Company’s European individual securities business.

Commissions. Commission revenues primarily arise from agency transactions in listed and OTC equity
securities and sales of mutual funds, futures, insurance products and options. Commission revenues increased 8%
in fiscal 2004 and decreased 4% in fiscal 2003. The increase in fiscal 2004 reflected higher customer trading
volumes as compared with fiscal 2003 due to improved equity market conditions. The decrease in fiscal 2003
was due to lower customer trading volumes as individual investor participation in the U.S. equity markets
declined.
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Net Interest. Interest and dividend revenues and interest expense are a function of the level and mix of total
assets and liabilities, including customer margin loans and securities borrowed and securities loaned transactions.
Net interest revenues increased 14% in fiscal 2004 and decreased 12% in fiscal 2003. The increase in fiscal 2004
was primarily due to higher net interest revenues from brokerage services provided to individual customers as a
result of an increase in the level of margin loans. The decrease in fiscal 2003 was primarily due to lower net
interest revenues as a result of a decrease in the level of margin loans, partially offset by a decline in interest
expense due to a decrease in the Company’s average cost of borrowings.

Asset Management, Distribution and Administration Fees. Asset management, distribution and administration
fees include revenues from individual investors electing a fee-based pricing arrangement. Asset management,
distribution and administration fees also include revenues from asset management services and fees for
investment management services provided to segregated customer accounts pursuant to various contractual
arrangements in connection with the Company’s Investment Consulting Services (“ICS”) business. The
Company receives fees for services it provides in distributing certain open-ended mutual funds. These fees are
based on either the average daily fund net asset balances or average daily aggregate net fund sales and are
affected by changes in the overall level and mix of assets under management or supervision.

Asset management, distribution and administration fees increased 24% in fiscal 2004 and increased 2% in fiscal
2003. In fiscal 2004, an increase in client asset balances resulted in higher fees from investors electing fee-based
pricing arrangements, including separately managed and Morgan Stanley ChoiceSM accounts. The change in the
method of accounting for certain asset management and account fees (see “Asset Management and Account
Fees” herein) partially offset the increase in fiscal 2004 by $67 million. The increase in fiscal 2003 was primarily
attributable to higher fees from investors electing fee-based pricing arrangements, reflecting an increase in client
assets toward the end of fiscal 2003. This increase was offset by lower fees from promoting and distributing
mutual funds, reflecting a decrease in individual investors’ average mutual fund asset levels and a less favorable
asset mix that generated lower fees.

In fiscal 2004, client asset balances increased to $602 billion at November 30, 2004 from $565 billion at
November 30, 2003. At November 30, 2002, client asset balances were $516 billion. The increase in client asset
balances in both periods was primarily due to market appreciation, reflecting improvement in the global financial
markets. Client assets in fee-based accounts rose 21% to $157 billion at November 30, 2004 and increased as a
percentage of total client assets to 26% from 23% in the prior year. Client assets in fee-based accounts rose 21%
to $130 billion at November 30, 2003 and increased as a percentage of total client assets to 23% from 21% in the
prior year.

Other. Other revenues primarily include customer account fees and other service fees. Other revenues
decreased 1% in fiscal 2004 and 37% in fiscal 2003. The change in the method of accounting for certain asset
management and account fees (see “Asset Management and Account Fees” herein) decreased other revenues by
$40 million in fiscal 2004, which was partially offset by higher revenues from customer service and account fees.
The decrease in fiscal 2003 was primarily due to approximately $100 million of proceeds received in connection
with the sale of the Company’s self-directed online brokerage accounts (see “Business Acquisitions and Asset
Sales” herein) in fiscal 2002. The decrease was partially offset by higher revenues from customer service and
account fees.

Non-Interest Expenses. Non-interest expenses increased 12% in fiscal 2004. The increase was primarily due to
higher compensation and benefits expense, which increased 9%. The increase reflected higher incentive-based
compensation costs due to higher net revenues and higher amortization expense related to equity-based awards
(see “Equity-Based Compensation Program” herein). This increase was partially offset by a reduction in
compensation expense of $27 million associated with the change in the method of accounting for certain asset
management and account fees (see “Asset Management and Account Fees” herein). Excluding compensation and
benefits expense, non-interest expenses increased 19%. Marketing and business development expense increased
20% due to an increase in advertising costs. Professional services expense increased 48%, largely due to higher
sub-advisory fees associated with increased asset and revenue growth, as well as higher consulting and legal fees
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resulting from the implementation of SOX 404 and the CSE Rule and an increase in costs for outside legal
counsel due to regulatory and litigation matters. Information processing and communications expense decreased
11% due to lower data processing costs. Other expenses increased 46%, primarily resulting from an increase in
legal and regulatory expenses, including approximately $25 million relating to Retail Brokerage’s share of the
costs associated with a failure to deliver certain prospectuses pursuant to regulatory requirements and a fine
associated with a settlement with the NYSE relating to the prospectus delivery requirements, operational
deficiencies, employee defalcations (including the Carlos Soto matter) and other matters (see “Legal
Proceedings” in Part I, Item 3).

Non-interest expenses decreased 9% in fiscal 2003. The decrease was attributable to lower compensation and
benefits expense, which decreased 7%, principally reflecting lower employment levels, as well as a net benefit of
$28 million related to the adoption of SFAS No. 123. This net benefit was composed of a $55 million benefit
related to expensing equity-based compensation awards over a longer service period, partially offset by $27
million related to expensing stock options based on the fair value of stock options granted in fiscal 2003 (see
“Equity-Based Compensation Program” herein). Excluding compensation and benefits expense, non-interest
expenses decreased 13%. Occupancy and equipment expense decreased 12%, reflecting the results of the
Company’s initiative to consolidate its branch locations. Information processing and communications expense
decreased 10%, reflecting lower data processing and telecommunications expenses. Marketing and business
development expense decreased 30% due to lower advertising costs. Other expenses increased 7%. Litigation
costs increased, reflecting higher costs in fiscal 2003 due to mutual fund regulatory settlements, coupled with a
benefit in fiscal 2002 from the resolution of a mutual fund litigation matter. These increases were partially offset
by costs recorded in fiscal 2002 associated with the sale of the Company’s self-directed online brokerage
accounts (see “Business Acquisitions and Asset Sales” herein). The decrease in non-interest expenses was also
due to restructuring and other charges of $112 million in fiscal 2002 (see “Restructuring and Other Charges”
herein).
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ASSET MANAGEMENT
INCOME STATEMENT INFORMATION

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)

Revenues:
Investment banking .. ... ... ...ttt $ 43 $ 39 § 32
Principal transactions:

INVEStMENTS . . . ..o e 248 19 (31)

COMMUISSIONS . o ottt ettt e e e et e et e e e 27 18 17
Asset management, distribution and administration fees ...................... 2,390 2,177 2,435
Interest and dividends . . . ... .. 8 — 14
O her .« .o 28 29 40
Total teVenUES . ... ... e 2,744 2,282 2,507
INterest EXPense . ... .. ...ttt 6 6 1
NELTEVENUES . . o oottt e e 2,738 2,276 2,506
NON-INLETESE EXPEIISES .+ v v v ot et et e et e et e e e et e e et et e e e e 1,911 1,794 1,850

Income before taxes . .. ...ttt $ 827 $ 482 $ 656

Investment Banking. Asset Management generates investment banking revenues primarily from the
underwriting of Unit Investment Trust products. Investment banking revenues increased 10% in fiscal 2004 and
22% in fiscal 2003. The increase in both periods was primarily due to a higher volume of Unit Investment Trust
sales. Unit Investment Trust sales volume increased 28% to $5.5 billion in fiscal 2004 and increased 10% to $4.3
billion in fiscal 2003.

Principal Transactions. Asset Management principal transaction revenues consist primarily of gains and losses
on investments associated with the Company’s private equity activities and net gains and losses on capital
investments in certain of the Company’s investment funds.

Principal transaction net investment gains aggregating $248 million were recognized in fiscal 2004 as compared
with gains of $19 million in fiscal 2003. Fiscal 2004’s results were primarily related to net gains on certain
investments in the Company’s private equity portfolio, including Vanguard Health Systems, Inc. and Ping An
Insurance (Group) Company of China, Ltd. Fiscal 2003’s results were primarily related to gains in the
Company’s private equity portfolio and reflected improved market conditions from the difficult market
conditions that existed in fiscal 2002.

Financial instruments purchased in principal investment transactions generally are held for appreciation and are
not readily marketable. It is not possible to determine when the Company will realize the value of such
investments since, among other factors, such investments generally are subject to significant sales restrictions.
Moreover, estimates of the fair value of the investments involve significant judgment and may fluctuate
significantly over time in light of business, market, economic and financial conditions generally or in relation to
specific transactions.

During fiscal 2004, a team of investment professionals from the private equity business established an
independent private equity firm that will manage, through a long-term sub-advisory role, the Morgan Stanley
Capital Partners (“MSCP”) funds. The Company will continue as general partner for the MSCP funds and retain
its limited partner interests. The Company will operate its other existing principal and real estate investment
vehicles (that are included in the Asset Management and Institutional Securities business segments) as before and
will actively pursue additional principal investing opportunities for its clients.
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Comimissions. Asset Management primarily generates commission revenues from dealer and distribution
concessions on sales of certain funds as well as certain allocated commission revenues. Commission revenues
increased 50% in fiscal 2004 and 6% in fiscal 2003. The increase in fiscal 2004 reflected an increase in
commissionable sales of certain fund products. In fiscal 2003, the increase was associated with a higher sales
volume of insurance products.

Asset Management, Distribution and Administration Fees. Asset management, distribution and administration
fees primarily include revenues from the management and supervision of assets, including fees for distributing
certain open-ended mutual funds and management fees associated with the Company’s private equity activities.
These fees arise from investment management services the Company provides to investment vehicles pursuant to
various contractual arrangements. The Company receives fees primarily based upon mutual fund daily average
net assets or quarterly assets for other vehicles.

Asset Management’s period-end and average customer assets under management or supervision were as follows:

At November 30, Average for

Fiscal Fiscal Fiscal
2004  2003(1) 2002(1) 2004 2003 2002

(dollars in billions)

Assets under management or supervision by distribution channel:

Retail ... .o $202  $193  $186 $199 $186 $197
Institutional ...... ... ... ... .. 222 164 151 191 152 155

Total ... $424  $357  $337 $390 $338 $352

Assets under management or supervision by asset class:

Equity . ... $200 $167 $138 $185 $142 $150
Fixedincome ........... ... .. .. 114 111 118 114 116 119
Money market . ....... ... .. 83 60 64 68 63 67
Other(2) . ..ot 27 19 17 23 17 16

Total ... $424  $357  $337 $390 $338 $352

(1) Certain prior-year information has been reclassified to conform to the current year’s presentation.
(2) Amounts include alternative investment vehicles.

Activity in Asset Management’s customer assets under management or supervision during fiscal 2004 and fiscal
2003 were as follows (dollars in billions):

Balance at November 30,2002 .. .............. ... . . $337
Net flows excluding money markets . ......... ... ... ... .. ... . . .. )
Net flows from money markets .. .......... ... ... i (6)
Net market appreciation . ...ttt e 35
Total NEtINCTEASE . ..\ vttt ittt et ettt 20
Balance at November 30,2003 .. ...... ... ... ... . .. . . ... ... 357
Net flows excluding money markets . ........... ... .. ..., 8
Net flows from money markets . ........ ... .. .. . . . i 21
Net market appreciation ... .........o ottt 38
Total NEtINCTEASE . ..\ vt vttt e e 67
Balance at November 30,2004 . .. ........ .. ... .. ... .. . .. $424
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Asset management, distribution and administration fees increased 10% in fiscal 2004 and decreased 11% in fiscal
2003. The increase in fiscal 2004 reflected higher fund management and administration fees associated with a
15% increase in average assets under management or supervision. The increase in revenues also reflected a more
favorable average asset mix, including a greater percentage of equity assets under management, partially offset
by an increase in institutional fixed income and liquidity fund products, which generate lower fees than equity
products. In fiscal 2003, the decrease primarily reflected lower distribution, fund management, and
administration and redemption fees resulting from lower average assets under management or supervision, a less
favorable average asset mix and lower redemptions of certain open-ended funds.

Non-Interest Expenses. Fiscal 2004’s total non-interest expenses increased 7%. Compensation and benefits
expense increased 21%, primarily reflecting higher incentive-based compensation costs due to higher net
revenues and higher amortization expense related to equity-based awards (see “Equity-Based Compensation
Program” herein). Excluding compensation and benefits expense, non-interest expenses were relatively
unchanged from fiscal 2003. Professional services expense increased 45%, primarily reflecting an increase in
sub-advisory, legal and consulting fees, including costs associated with the establishment of the independent
private equity firm that will manage the MSCP funds through a long-term sub-advisory role. Marketing and
business development expense decreased 22%, primarily due to lower promotional costs. Brokerage, clearing and
exchange fees decreased 7%, reflecting lower amortization expense associated with certain open-ended funds.
The decrease in amortization expense reflected a lower level of deferred costs in recent periods due to a decrease
in sales of certain open-ended funds.

Fiscal 2003’s total non-interest expenses decreased 3%. Compensation and benefits expense decreased 4%,
principally reflecting a decrease in employment levels, as well as a net benefit of $12 million related to the
adoption of SFAS No. 123. This net benefit was composed of a $24 million benefit related to expensing equity-
based compensation awards over a longer service period, partially offset by $12 million related to expensing
stock options based on the fair value of stock options granted in fiscal 2003 (see “Equity-Based Compensation
Program” herein). Excluding compensation and benefits expense, non-interest expenses decreased 3% from fiscal
2002. Brokerage, clearing and exchange fees decreased 10%, reflecting lower amortization expense associated
with certain open-ended funds. The decrease in amortization expense reflected a lower level of deferred costs in
the current year due to a decrease in past sales. Other expenses increased 126%, primarily due to legal accruals
associated with mutual fund regulatory settlements in fiscal 2003. In addition, fiscal 2002’s other expenses
included the net benefit from certain legal matters, including the resolution of a mutual fund litigation matter.
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DISCOVER
INCOME STATEMENT INFORMATION

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)

Fees:
Merchant and cardmember . . . . ...ttt $1,317 $1,377 $1,421
SEIVICING . oottt 1,921 1,922 2,032
(011 4 1=) 10 14 23
Total NON-INLErESt TEVENUES . . . v v vttt et e e e e e e e e e et e e 3,248 3,313 3,476
Interest reVENUE . ... ... 1,859 2,046 2,366
INterest EXPENSEe . . . ..ottt 648 790 1,034
Net IntereSt iNCOME . . . . o oo e e e e e e e e e e e 1,211 1,256 1,332
Provision for consumer 10an 10SSES . .. ... ..ot 926 1,266 1,337
Net credit INCOME . . . .ottt et e e e 285 (10) 5)
Net reVeNUES . . . oot 3,533 3,303 3471
NON-INLETESt EXPENSES .« v v v et et ettt e ettt e e e e e e 2,312 2,276 2,329
Income before taXes .. .....i it $1,221 $1,027 $1,142

Merchant and Cardmember Fees. Merchant and cardmember fees include revenues from fees charged to
merchants on credit card sales, as well as charges to cardmembers for late payment fees, overlimit fees, balance
transfer fees, credit protection fees and cash advance fees, net of cardmember rewards. Cardmember rewards include
various reward programs, including the Cashback Bonus award program, pursuant to which the Company pays
certain cardmembers a percentage of their purchase amounts based upon a cardmember’s level and type of purchases.

Merchant and cardmember fees decreased 4% in fiscal 2004 and 3% in fiscal 2003. The decrease in fiscal 2004
was due to lower late payment and overlimit fees and higher cardmember rewards, net of estimated future
forfeitures, partially offset by higher balance transfer fees and merchant discount revenues. The decline in late
payment and overlimit fees reflected fewer late fee occurrences and a decline in the number of accounts charged
an overlimit fee, partially offset by lower charge-offs of such fees. Late fee occurrences were lower primarily due
to a decline during fiscal 2004 in the over 30-day delinquency rates. Overlimit fees declined due to fewer
overlimit accounts and the Company’s modification of its overlimit fee policies and procedures in response to
industry-wide regulatory guidance. The increase in net cardmember rewards reflected the impact of promotional
programs and record sales volume. Balance transfer fees increased as a result of the Company’s continued focus
on improving balance transfer profitability. The increase in merchant discount revenue was due to record sales
volume. The decrease in merchant and cardmember fees in fiscal 2003 was due to a decline in late payment fees
and higher cardmember rewards, partially offset by higher merchant discount revenue. The decline in late
payment fees reflected fewer late fee occurrences and higher charge-offs of late payment fees. The increase in
cardmember rewards reflected higher Cashback Bonus costs due to merchant partner programs and increased
sales volume. The increase in merchant discount revenue was due to increased sales volume and an increase in
the average merchant discount rate.

Servicing Fees. Servicing fees are revenues derived from consumer loans that have been sold to investors
through asset securitizations. Cash flows from the interest yield and cardmember fees generated by securitized
general purpose credit card loans are used to pay investors in these loans a predetermined fixed or floating rate of
return on their investment, to reimburse investors for losses of principal resulting from charged-off loans and to
pay the Company a fee for servicing the loans. Any excess cash flows remaining are paid to the Company. The
servicing fees and excess net cash flows paid to the Company are reported as servicing fees in the consolidated
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statements of income. The sale of general purpose credit card loans through asset securitizations, therefore, has
the effect of converting portions of net credit income and fee income to servicing fees.

The table below presents the components of servicing fees:

Fiscal Fiscal Fiscal
2004 2003 2002

(dollars in millions)

Merchant and cardmember fees ... ... . . .. $ 650 $ 727 $ 690
Other TEVENUE . . . ..\ttt e e e e e e e (8) 30 20
Total NON-INtETESt TEVENUES . . o o vttt et e e et e et e et et e 642 757 710
Interest reVeNUE . .. ... .. i 3,842 4,114 4,023
INEEIESE EXPEISE . . o et ettt e e et e e e e 692 771 867
Net IntereSt iNCOME . . . . oottt ettt e e e e ettt et et e e 3,150 3,343 3,156
Provision for consumer 10an 10SSES . . ... ..ot 1,871 2,178 1,834
Net credit iNCOME . .. oo e 1,279 1,165 1,322
Servicing fees .. ...t $1,921 $1,922 $2,032

Servicing fees are affected by the level of securitized loans, the spread between the net interest yield on the
securitized loans and the yield paid to the investors, the rate of credit losses on securitized loans and the level of
cardmember fees earned from securitized general purpose credit card loans. Servicing fees were relatively
unchanged in fiscal 2004 and decreased 5% in fiscal 2003. Fiscal 2004 reflected lower cardmember fees, net
interest cash flows and other revenue, partially offset by a lower provision for consumer loan losses.
Cardmember fees declined due to lower late payment and overlimit fees, partially offset by higher balance
transfer fees and lower fee net charge-offs. The decrease in net interest cash flows was largely attributable to a
lower level of average securitized general purpose credit card loans. The decrease in the provision for consumer
loan losses was attributable to a lower rate of net principal charge-offs related to the securitized general purpose
credit card loan portfolio and a lower level of average securitized general purpose credit card loans. In fiscal
2003, the decrease in servicing fees was due to higher credit losses associated with a higher level of average
securitized general purpose credit card loans and a higher rate of net principal charge-offs related to the
securitized general purpose credit card loan portfolio. The decrease was partially offset by higher net interest
cash flows and cardmember fees on securitized general purpose credit card loans associated with a higher level
of average securitized general purpose credit card loans and higher other revenue.

The Other revenue component of servicing fees includes net securitization gains and losses on general purpose
credit card loans. The decrease in the Other revenue component of servicing fees in fiscal 2004 was attributable
to lower levels of general purpose credit card securitization transactions and higher net gain amortization related
to prior securitization transactions. The increase in Other revenue in fiscal 2003 was attributable to higher levels
of general purpose credit card securitization transactions, offset, in part, by higher net gain amortization related
to prior securitization transactions.

The net proceeds received from general purpose credit card asset securitizations were $3,714 million in fiscal
2004 and $5,666 million in fiscal 2003. The credit card asset securitization transactions completed in fiscal 2004
have expected maturities ranging from approximately three to seven years from the date of issuance.

Net Interest Income. Net interest income represents the difference between interest revenue derived from
consumer loans and short-term investment assets and interest expense incurred to finance those loans and assets.
Assets, consisting primarily of consumer loans, currently earn interest revenue at both fixed rates and market-
indexed variable rates. The Company incurs interest expense at fixed and floating rates. Interest expense also
includes the effects of any interest rate contracts entered into by the Company as part of its interest rate risk
management program. This program is designed to reduce the volatility of earnings resulting from changes in
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interest rates by having a financing portfolio that reflects the existing repricing schedules of consumer loans as
well as the Company’s right, with notice to cardmembers, to reprice certain fixed rate consumer loans to a new
interest rate in the future.

Net interest income decreased 4% in fiscal 2004 from fiscal 2003 due to a decline in interest revenue that was
partially offset by lower interest expense. The decline in interest revenue was primarily due to a decrease in
average general purpose credit card loans. The decrease in interest expense was primarily due to a lower level of
average interest bearing liabilities and a decrease in the Company’s average cost of borrowings. The Company’s
average cost of borrowings was 4.13% for fiscal 2004 as compared with 4.49% for fiscal 2003. The decline in the
average cost of borrowings reflected the favorable impact of replacing certain maturing fixed rate debt with
lower cost financing.

Net interest income decreased 6% in fiscal 2003 from the prior-year period, as a decline in interest revenue was
partially offset by lower interest expense. The decline in interest revenue was due to a lower yield on general
purpose credit card loans and a decrease in average general purpose credit card loans. The lower yield on general
purpose credit card loans was primarily due to lower interest rates offered to new cardmembers and certain
existing cardmembers and a higher level of net interest charge-offs. The decrease in average general purpose
credit card loans was primarily due to a higher level of securitized loans and higher payments by cardmembers,
partially offset by record levels of sales volume. The decrease in interest expense was primarily due to a decrease
in the Company’s average cost of borrowings and a lower level of average interest bearing liabilities. The
Company’s average cost of borrowings was 4.49% for fiscal 2003 as compared with 5.44% for fiscal 2002. The
decline in the average cost of borrowings reflected the Fed’s aggressive easing of interest rates that began in
fiscal 2001 and the favorable impact of replacing certain maturing fixed rate debt with lower cost financing,
reflecting the lower interest rate environment in fiscal 2003.
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The following tables present analyses of Discover’s average balance sheets and interest rates in fiscal 2004, fiscal
2003 and fiscal 2002 and changes in net interest income during those fiscal years:

Average Balance Sheet Analysis.

ASSETS

Interest earning assets:

General purpose credit card
loans

Total interest earning
assets

Allowance for loan losses . .

Non-interest earning
assets

Total assets

LIABILITIES AND
SHAREHOLDER’S
EQUITY

Interest bearing liabilities:

Interest bearing deposits

Savings
Brokered
Other time

Total interest bearing
deposits
Other borrowings

Total interest bearing

liabilities

Shareholder’s equity/other

liabilities

Total liabilities and
shareholder’s

equity

Net interest income . ... ....

Net interest margin(1)
Interest rate spread(2)

Fiscal 2004 Fiscal 2003 Fiscal 2002
Average Average Average
Balance Rate Interest  Balance Rate Interest  Balance Rate Interest
(dollars in millions)
$17,608 10.05% $1,770 $19,531 10.02% $1,956 $20,659 11.03% $2,279
427  8.14 35 457  8.29 38 306 8.59 26
40 1.92 1 23 275 1 29  3.09 1
2,526 2.11 53 2,650 1.92 51 2,451 245 60
20,601  9.02 1,859 22,661 9.03 2,046 23,445 10.09 2,366
972) (967) (888)
2,343 2,317 2,381
$21,972 $24,011 $24,938
$ 688 1.05%% 7 $ 810 1.01%$ 8 $ 1,018 156%% 16
8,601  5.07 436 10,523  5.28 556 9,732  6.01 584
2,154  3.33 72 1,620 4.38 71 2,037 5.10 104
11,443  4.50 515 12,953  4.90 635 12,787 5.51 704
4247  3.14 133 4,642  3.35 155 6,201 5.31 330
15,690 4.13 648 17,595 4.49 790 18,988 544 1,034
6,282 6,416 5,950
$21,972 $24,011 $24,938
$1,211 $1,256 $1,332
5.88% 5.54% 5.68%
4.89% 4.54% 4.65%

(1) Net interest margin represents net interest income as a percentage of total interest earning assets.
(2) Interest rate spread represents the difference between the rate on total interest earning assets and the rate on total interest bearing

liabilities.
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Rate/Volume Analysis.

Fiscal 2004 vs. Fiscal 2003  Fiscal 2003 vs. Fiscal 2002

Increase/(Decrease) due to Changes in: Volume Rate Total Volume Rate  Total
(dollars in millions)

Interest Revenue

General purpose credit card loans .. ..................... $(192) $ 6 $(186) $(125) $(198) $(323)

Other consumerloans ..................oiiiiinean... 2) @) 3) 13 @) 12

Other ..o 3) 5 2 5 (14) )
Total interest revenue . .........ovvvenr e .. (186) (1) (187) (79) (241) (320)

Interest Expense
Interest bearing deposits:

SAVINGS .« o (1 — (1) 3) 5) ®)
Brokered .. ....... ... .. (102)  (18) (120) 48 (76)  (28)
Othertime .......... ... it 23 (22) 1 20 (12) (33
Total interest bearing deposits . ..................... (74) (46) (120) 9 (78) (69)
Other bOrrowings .. ...ttt (13) 9) (22) (83) 92) (175)
Total interest eXpense . .............uoeueueenenan.. (86) (56) (142) (76) (168) (244)
Net interest iNCOME . . . oo v o et et e e e et e $(100) $55 $ 45 $ 3) $(73) $ (76)

In response to industry-wide regulatory guidance, the Company has increased minimum payment requirements
on certain general purpose credit card loans. The Company believes that the adjustments made in fiscal 2004
comply with the guidance. However, bank regulators have broad discretion on the application of the guidance,
and changes in such guidance or its application by the regulators could impact future levels of general purpose
credit card loans and related interest and fee revenue and charge-offs.

Provision for Consumer Loan Losses. The provision for consumer loan losses is the amount necessary to
establish the allowance for consumer loan losses at a level that the Company believes is adequate to absorb
estimated losses in its consumer loan portfolio at the balance sheet date. The allowance for consumer loan losses
is a significant estimate that represents management’s estimate of probable losses inherent in the consumer loan
portfolio. The allowance for consumer loan losses is primarily applicable to the owned homogeneous consumer
credit card loan portfolio that is evaluated quarterly for adequacy and is established through a charge to the
provision for consumer loan losses. In calculating the allowance for consumer loan losses, the Company uses a
systematic and consistently applied approach. The Company regularly performs a migration analysis (a technique
used to estimate the likelihood that a consumer loan will progress through the various stages of delinquency and
ultimately charge-off) of delinquent and current consumer credit card accounts in order to determine the
appropriate level of the allowance for consumer loan losses. The migration analysis considers uncollectible
principal, interest and fees reflected in consumer loans. In evaluating the adequacy of the allowance for consumer
loan losses, management also considers factors that may impact future credit loss experience, including current
economic conditions, recent trends in delinquencies and bankruptcy filings, account collection management,
policy changes, account seasoning, loan volume and amounts, payment rates and forecasting uncertainties.

The Company’s provision for consumer loan losses was $926 million and $1,266 million for fiscal 2004 and
fiscal 2003, respectively. The Company’s allowance for consumer loan losses was $943 million at November 30,
2004 and $1,002 million at November 30, 2003.

The provision for consumer loan losses decreased 27% in fiscal 2004, primarily due to lower net principal
charge-offs resulting from an improvement in credit quality, including lower bankruptcy charge-offs driven by a
decline in U.S. personal bankruptcy filings. The decrease was also due to a lower level of average general
purpose credit card loans. The Company reduced the allowance for consumer loan losses by approximately $60
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million in fiscal 2004 due to improvement in credit quality, including lower delinquency rates and dollars. In
fiscal 2003, the provision for consumer loan losses decreased 5%, primarily due to a lower level of average
general purpose credit card loans. In response to unfavorable trends in U.S. consumer bankruptcy filings and
relatively high unemployment levels, the Company recorded a provision for consumer loan losses that exceeded
the amount of net consumer loans charged off by approximately $70 million in fiscal 2003.

Delinquencies and Charge-offs. General purpose credit card loans are considered delinquent when interest or
principal payments become 30 days past due. General purpose credit card loans are charged off at the end of the
month during which an account becomes 180 days past due, except in the case of bankruptcies, deceased
cardmembers and fraudulent transactions, where loans are charged off earlier. Loan delinquencies and charge-
offs are affected by changes in economic conditions, account collection management and policy changes and
may vary throughout the year due to seasonal consumer spending and payment behaviors.

In fiscal 2004, net principal charge-off rates decreased in both the owned and managed portfolios as compared
with fiscal 2003, reflecting improvements in portfolio credit quality and a lower level of bankruptcy filings (see
“Managed General Purpose Credit Card Loan Data” herein). Delinquency rates in both the over 30- and over 90-
day categories were lower in both the owned and managed portfolios at November 30, 2004 as compared with
November 30, 2003, also reflecting improvements in portfolio credit quality.

In the second quarter of fiscal 2003, the Company changed its policy related to deceased cardmember accounts to
charge off 60 days after notification as compared with charging off 180 days past due. This change accelerated
charge-offs beginning in the third quarter of fiscal 2003 and increased charge-offs in the second half of fiscal
2003. During the second half of fiscal 2002 and the first half of fiscal 2003, the Company changed its re-age
policy in response to industry-wide regulatory guidelines. A re-age is intended to assist delinquent cardmembers
who have experienced financial difficulties by returning the account to current status. This change in the re-age
policy, along with the economic challenges as evidenced by high levels of unemployment and U.S. bankruptcy
filings, resulted in a significant decrease in the number of cardmembers eligible for re-age vs. comparable
periods in fiscal 2002. During fiscal 2003, the Company’s re-age volume decreased by approximately 40% from
fiscal 2002. The reduction in re-age volume was a contributing factor to the higher delinquencies and charge-off
levels experienced in fiscal 2003 as compared with fiscal 2002.

In fiscal 2003, net principal charge-off rates increased in the managed portfolio as compared with fiscal 2002,
reflecting the impact of lower re-age volume and the change in the Company’s deceased cardmember policy
discussed above (see “Managed General Purpose Credit Card Loan Data” herein). In the U.S., high levels of
unemployment, the seasoning of the Company’s general purpose credit card loan portfolio, a high level of
bankruptcy filings and policy changes contributed to the higher net principal charge-off rate in the managed
portfolio during fiscal 2003. In addition, these conditions impacted the Company’s delinquency rates in both the
over 30- and over 90-day categories, which were higher in both the owned and managed portfolio at November
30, 2003 as compared with November 30, 2002. A lower level of general purpose credit card loan balances also
negatively impacted delinquency and net principal charge-off rates in fiscal 2003.

The Company’s future charge-off rates and credit quality are subject to uncertainties that could cause actual
results to differ materially from what has been discussed above. Factors that influence the provision for consumer
loan losses include the level and direction of general purpose credit card loan delinquencies and charge-offs,
changes in consumer spending and payment behaviors, bankruptcy trends, the seasoning of the Company’s
general purpose credit card loan portfolio, interest rate movements and their impact on consumer behavior, and
the rate and magnitude of changes in the Company’s general purpose credit card loan portfolio, including the
overall mix of accounts, products and loan balances within the portfolio.

Non-Interest Expenses. Non-interest expenses increased 2% in fiscal 2004 from fiscal 2003. Compensation and
benefits expense decreased 5% due to lower employee benefit costs, as well as lower salaries resulting from lower
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employment levels due, in part, to workforce reductions conducted during the fourth quarter of fiscal 2003.
Excluding compensation and benefits expense, non-interest expenses increased 5%. Marketing and business
development expense increased 20% due to increased marketing costs associated with account acquisition,
merchant initiatives and advertising. Other expenses decreased 8%, primarily reflecting a decrease in certain
operating expenses, including lower losses associated with cardmember fraud.

Fiscal 2003’s total non-interest expenses decreased 2% from fiscal 2002. Compensation and benefits expense
increased 6%, reflecting an increase in personnel costs, including salaries and benefits, as well as costs associated
with workforce reductions conducted during the fourth quarter of fiscal 2003. These costs included a charge of
$35 million (pre-tax) associated with workforce reductions and facility consolidations that were conducted
during the fourth quarter of fiscal 2003. The charge reflected several actions in response to slower industry
growth and difficult consumer credit conditions and consisted of severance-related costs of $29 million and
space-related and other costs of $6 million. The majority of these costs were paid by the end of the first quarter of
fiscal 2004. Excluding compensation and benefits expense, non-interest expenses decreased 6%. Marketing and
business development expense decreased 11% due to lower direct mail costs. Other expenses decreased 14%,
primarily reflecting a decrease in certain operating expenses, including lower costs associated with cardmember
fraud and merchant bankruptcies.

Other Matters. On October 4, 2004, the U.S. Supreme Court rejected an appeal by Visa and MasterCard in U.S.
v. Visa/MasterCard. The trial and appellate courts found that Visa and MasterCard rules and policies that
prevented virtually all U.S. financial institutions from doing business with competing networks violated the
antitrust laws. Now that these rules have been struck down as illegal, financial institutions (in addition to
Discover Bank) will be able to issue credit and debit cards on the Discover Network. Following the Supreme
Court decision, Discover filed a lawsuit in federal court in New York seeking damages for harm caused by the
anti-competitive rules. In January 2005, the Company announced that it had signed its first third-party issuance
with GE Consumer Finance to issue the Wal-Mart Discover card on the Discover Network.

On January 12, 2005, the Company completed its acquisition of PULSE (see “Business Acquisitions and Asset
Sales” herein).

Seasonal Factors. The credit card lending activities of Discover are affected by seasonal patterns of retail
purchasing. Historically, a substantial percentage of general purpose credit card loan growth occurs in the fourth
calendar quarter, followed by a flattening or decline of these loans in the following calendar quarter. Merchant
fees, therefore, historically have tended to increase in the first fiscal quarter, reflecting higher sales activity in the
month of December. Additionally, higher cardmember rewards incentives historically have been accrued for as a
reduction of merchant and cardmember fee revenues in the first fiscal quarter, reflecting seasonal growth in retail
sales volume.

Managed General Purpose Credit Card Loan Data. The Company analyzes its financial performance on both
a “managed” loan basis and as reported under U.S. Generally Accepted Accounting Principles (“U.S. GAAP”)
“owned” loan basis). Managed loan data assume that the Company’s securitized loan receivables have not been
sold and present the results of the securitized loan receivables in the same manner as the Company’s owned
loans. The Company operates its Discover business and analyzes its financial performance on a managed basis.
Accordingly, underwriting and servicing standards are comparable for both owned and securitized loans. The
Company believes that managed loan information is useful to investors because it provides information regarding
the quality of loan origination and credit performance of the entire managed portfolio and allows investors to
understand the related credit risks inherent in owned loans and retained interests in securitizations. In addition,
investors often request information on a managed basis, which provides a more meaningful comparison with
industry competitors.
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The following table provides a reconciliation of owned and managed average loan balances, interest yields and
interest rate spreads for the periods indicated:

Reconciliation of General Purpose Credit Card Loan Data (dollars in millions)

Fiscal 2004 Fiscal 2003 Fiscal 2002
Interest Interest Interest

Average Interest Rate Average Interest Rate Average Interest Rate

Balance Yield Spread  Balance Yield Spread  Balance Yield Spread
General Purpose Credit

Card Loans:

Owned............... $17,608 10.05% 5.92% $19,531 10.02% 5.53% $20,659 11.03% 5.59%
Securitized ........... 29,779  12.90% 10.56% 31,333 13.13% 10.64% 29,176 13.79% 10.78%
Managed ............. $47,387 11.84% 8.88% $50,864 11.93% 8.71% $49,835 12.64% 8.66%

The following tables present a reconciliation

delinquency and net charge-off rates:

of owned and managed general purpose credit card loans and

Reconciliation of General Purpose Credit Card Loan Asset Quality Data (dollars in millions)

General Purpose Credit Card
Loans:

Net Principal Charge-offs:
Owned
Securitized
Managed

Fiscal 2004 Fiscal 2003 Fiscal 2002
Delinquency Delinquency Delinquency
Rates Rates Rates

Period- Over Over Period- Over Over Period- Over Over

End 30 90 End 30 90 End 30 90

Loans Days  Days Loans Days Days Loans Days Days
$19,724 4.08% 1.97% $18,930 5.36% 2.53% $22,153 5.32% 2.41%
28,537 4.87% 2.34% 29,428 6.36%3.01% 28,990 6.45% 2.85%
$48,261 4.55% 2.18% $48,358 5.97%2.82% $51,143 5.96% 2.66%

Net Total Charge-offs (inclusive of interest and fees):

Owned
Securitized
Managed
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Fiscal 2004 Fiscal 2003  Fiscal 2002

5.53% 6.05% 6.06%
6.28% 6.95% 6.29%
6.00% 6.60% 6.19%
Fiscal 2004 Fiscal 2003  Fiscal 2002
7.68% 8.33% 7.97%
9.01% 9.75% 8.51%
8.51% 9.20% 8.28%



Business Acquisitions and Asset Sales.

On January 12, 2005, the Company completed the acquisition of PULSE, an Automated Teller Machine/debit
network currently serving banks, credit unions and savings institutions in the U.S. The Company believes that the
combination of the PULSE and Discover Network will create a leading electronic payments company offering a
full range of products and services for financial institutions, consumers and merchants. As of the date of
acquisition, the results of PULSE will be included within the Discover business segment.

On June 3, 2004, the Company completed the acquisition of Barra, a global leader in delivering risk management
systems and services to managers of portfolio and firm-wide investment risk. The Company believes that the
combination of MSCI, a majority-owned subsidiary of the Company, and Barra created a leading global provider
of benchmark indices and risk management analytics. Since the date of acquisition, the results of Barra have been
included within the Institutional Securities business segment. The acquisition price was $41.00 per share in cash,
or an aggregate consideration of approximately $800 million. The Company recorded goodwill and other
intangible assets totaling $663 million in connection with the acquisition (see Note 24 to the consolidated
financial statements).

In fiscal 2003, the Company acquired selected components of the U.S. real estate equity advisory businesses of
Lend Lease Corporation, an Australia-based company. The financial statement impact related to this acquisition,
which is included in the Company’s Institutional Securities segment, was not significant.

In fiscal 2002, the Company sold its self-directed online brokerage accounts to Bank of Montreal’s Harrisdirect.
The Company recorded gross proceeds of approximately $100 million (included within Other revenues) and
related costs of approximately $50 million (included within Non-interest expenses) in the Retail Brokerage
segment.

In fiscal 2002, the Company recorded a pre-tax gain of $73 million related to the sale of a 1 million square-foot
office tower in New York City. The pre-tax gain is included within the Institutional Securities ($53 million),
Retail Brokerage ($7 million) and Asset Management ($13 million) segments. The allocation was based upon
occupancy levels originally planned for the building.

Discontinued Operations.

As described in Note 27 to the consolidated financial statements, on August 17, 2005, the Company announced
that its Board of Directors had approved management’s recommendation to sell the Company’s aircraft leasing
business. In connection with this action, the aircraft leasing business was classified as “held for sale” under the
provisions of SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets” (“SFAS
No. 144”) in the third quarter of fiscal 2005. The results of the aircraft leasing business have been reported as
discontinued operations in the Company’s consolidated financial statements for all periods presented.

In the third quarter of fiscal 2004, the Company entered into agreements for the sale of certain aircraft.
Accordingly, the Company designated such aircraft as “held for sale” and recorded a $42 million loss related to
the write-down of these aircraft to fair value in accordance with SFAS No. 144. As of February 3, 2005, all of
these aircraft were sold. In addition, during fiscal 2004, fiscal 2003 and fiscal 2002, the Company recorded
aircraft impairment charges in accordance with SFAS No. 144 (see Note 18 to the consolidated financial
statements).

The table below provides information regarding the pre-tax loss on discontinued operations and the aircraft
impairment charges that are included in these amounts (dollars in millions):

Fiscal Year
2004 2003 2002

Pre-tax loss on discontinued operations .. ............... oot $172 $393 $138
Aircraft impairment charges .. ........ ...t 109 287 74
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The pre-tax loss on discontinued operations for fiscal 2003 also included a $36 million charge to adjust the
carrying value of previously impaired aircraft to market value (see Note 18 to the consolidated financial
statements).

Income Tax Examinations.

The Company is under continuous examination by the Internal Revenue Service (the “IRS”) and other tax
authorities in certain countries, such as Japan and the United Kingdom, and states in which the Company has
significant business operations, such as New York. The tax years under examination vary by jurisdiction; for
example, the current IRS examination covers 1994-1998. Assuming current progress, the Company expects this
IRS examination to be completed in fiscal 2005. The Company regularly assesses the likelihood of additional
assessments in each of the taxing jurisdictions resulting from these and subsequent years’ examinations. Tax
reserves have been established, which the Company believes to be adequate in relation to the potential for
additional assessments. Once established, reserves are adjusted only when there is more information available or
when an event occurs necessitating a change to the reserves. The resolution of tax matters will not have a
material effect on the consolidated financial condition of the Company, although a resolution could have a
material impact on the Company’s consolidated statement of income for a particular future period and on the
Company’s effective tax rate.

Restructuring and Other Charges.

In the fourth quarter of fiscal 2002, the Company recognized restructuring and other charges of $235 million
(pre-tax). The charge reflected several actions that were intended to resize and refocus certain business areas in
order to address the difficult conditions then existing in the global financial markets. Such conditions, including
significantly lower levels of investment banking activity and decreased retail investor participation in the equity
markets, had an adverse impact on the Company’s results of operations, particularly in its Institutional Securities
and Retail Brokerage businesses.

The fiscal 2002 charge consisted of space-related costs of $162 million and severance-related costs of $73
million. The space-related costs were attributable to the closure or subletting of excess office space, primarily in
the U.S. and the U.K., as well as the Company’s decision to consolidate its Retail Brokerage branch locations.
The majority of the space-related costs consisted of rental charges and the write-off of furniture, fixtures and
other fixed assets at the affected office locations. The severance-related costs were attributable to workforce
reductions. The Company reduced the number of its employees by approximately 2,200 during the fourth quarter
of fiscal 2002, primarily in the Institutional Securities and Retail Brokerage businesses. The majority of the
severance-related costs consisted of severance payments provided to the affected individuals.

At November 30, 2004, the remaining liability associated with these charges was approximately $75 million,
which was included in Other liabilities and accrued expenses in the consolidated statement of financial condition.
The liability will continue to be reduced as the leases on the office locations referred to above expire.

Equity-Based Compensation Program.

Effective December 1, 2002, the Company adopted SFAS No. 123, as amended by SFAS No. 148, using the
prospective adoption method (see Note 2 to the consolidated financial statements). The Company now records
compensation expense based upon the fair value of stock-based awards (both deferred stock and stock options).
Prior to fiscal 2003, the Company accounted for its stock-based awards under the intrinsic value approach in
accordance with Accounting Principles Board (“APB”) Opinion No. 25 (“APB 25”), “Accounting for Stock
Issued to Employees.” Under the approach in APB 25 and the terms of the Company’s plans in prior years, the
Company recognized compensation expense for deferred stock awards in the year of grant; however, no
compensation expense was generally recognized for stock option grants.

As a result of the adoption of SFAS No. 123, the Company is recognizing the fair value of equity-based awards
granted in fiscal 2003 and fiscal 2004 over service periods of three and four years, including the year of grant.
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Prior to fiscal 2003, the service period for stock-based awards was deemed to be the year of grant. The effect of
expensing stock-based awards over a longer period of service reduced compensation expense recorded for
deferred stock awards by $438 million in fiscal 2003 as compared with fiscal 2002. In addition, in connection
with the adoption of SFAS No. 123, the Company recorded compensation expense of $176 million based on the
fair value of stock options granted in fiscal 2003. The net impact of these revisions reduced the Company’s
compensation and benefits expense by $262 million in fiscal 2003 and increased net income by $177 million (or
$0.16 per share) in fiscal 2003 as compared with fiscal 2002.

As a result of amortizing the cost of equity-based awards over their respective service periods (including the year
of grant), fiscal 2004’s compensation and benefits expense included the amortization of equity-based awards
granted in both fiscal 2004 and fiscal 2003. Fiscal 2003’s compensation and benefits expense only included the
amortization of equity-based awards granted in fiscal 2003. The net amount of compensation and benefits
expense recognized by the Company related to its equity-based awards (deferred stock and stock options) was
approximately $650 million in fiscal 2004 and approximately $285 million in fiscal 2003.

In December 2004, the Financial Accounting Standards Board (the “FASB”) made certain revisions to SFAS No.
123 that will impact the Company’s compensation and benefits expense in fiscal 2005 and future periods (see
“New Accounting Developments — Stock-Based Compensation” herein).

Asset Management and Account Fees.

Prior to the fourth quarter of fiscal 2004, the Company was improperly recognizing certain management fees,
account fees and related compensation expense paid at the beginning of the relevant contract periods, which is
when such fees were billed. In the fourth quarter of fiscal 2004, the Company changed its method of accounting
for such fees to properly recognize such fees and related expenses over the relevant contract period, generally
quarterly or annually. As a result of the change, the Company’s results in the fourth quarter of fiscal 2004
included an adjustment to reflect the cumulative impact of the deferral of certain management fees, account fees
and related compensation expense paid to representatives. The impact of this change reduced net revenues by
$107 million, non-interest expenses by $27 million and income before taxes by $80 million, at both the Company
and the Retail Brokerage segment in the fourth quarter of fiscal 2004. Such adjustment reduced net income by
approximately $50 million and basic and diluted earnings per share by $0.05. If the above referenced fees and
expenses had been recognized over the relevant contract period in the past, pre-tax income for the Company and
the Retail Brokerage segment would have been lower by the following amounts:

Decrease in
Pre-tax Income

(dollars in

millions)
Quarter ended:

February 28,2002 ... ... ..o $ 4.1)
May 31,2002 . .ot 3.7)
August 31,2002 . ..o 2.1)
November 30,2002 . ... (0.8)
Fiscal 2002 total ....... ...ttt (10.7)
February 28,2003 . ... ... .. (5.2)
May 31,2003 . ..o (1.3)
August 31,2003 . .. 4.2)
November 30,2003 . . ... ... (2.0)
Fiscal 2003 total . ......... ... . . (12.7)
February 29,2004 . ... ... .. 3.1
May 31,2004 . ..o (2.6)
August 31,2004 . . .o 2.3)
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Investments in Unconsolidated Investees.

The Company invests in unconsolidated investees that own synthetic fuel production plants. The Company
accounts for these investments under the equity method of accounting. The Company’s share of the operating
losses generated by these investments is recorded within Losses from unconsolidated investees, and the tax
credits and the tax benefits associated with these operating losses are recorded within the Company’s Provision
for income taxes.

In fiscal 2004, fiscal 2003 and fiscal 2002, the losses from unconsolidated investees were more than offset by the
respective tax credits and tax benefits on the losses. The table below provides information regarding the losses
from unconsolidated investees, tax credits and tax benefits on the losses:

Fiscal Year
2004 2003 2002

(dollars in millions)

Losses from unconsolidated INVESIEES . . . . .ottt $328 $279 $ 77
Tax CIEdilS . . .ottt e e 351 308 109
Tax benefits 0N 10SSES . . ..ottt 132 112 31

IRS field auditors are contesting the placed-in-service date of several synthetic fuel facilities owned by one of the
Company’s unconsolidated investees (the “LLC”). To qualify for the tax credits under Section 29 of the Internal
Revenue Code, the production facility must have been placed in service before July 1, 1998. The LLC is
vigorously contesting the IRS proposed position. If the IRS ultimately prevails, it could have an adverse effect on
the Company’s tax liability or results of operations. The Company has recognized cumulative tax credits of
approximately $110 million associated with the LL.C’s synthetic fuel facilities.

Pension Plans.

The Company made contributions of $120 million and $239 million to its defined benefit pension plans (U.S. and
non-U.S.) in fiscal 2004 and fiscal 2003, respectively. These contributions were funded with cash from
operations and were recorded as a component of prepaid pension benefit cost in the Company’s consolidated
statements of financial condition. In addition, the Company, in consultation with its independent actuaries,
lowered its expected long-term rate of return on U.S. plan assets (from 7.50% to 7.25%) for fiscal 2004 (see Note
15 to the consolidated financial statements). The impact of this change was not material to the Company’s
consolidated results of operations in fiscal 2004.

The Company determines the amount of its pension contributions by considering the interaction of several
factors. Such factors include the range of potential contributions (i.e., the Employee Retirement Income Security
Act of 1974 (“ERISA”) minimum required contribution up to the maximum tax-deductible amount), the level of
plan assets relative to plan liabilities, expected plan liquidity needs and expected future contribution
requirements. At November 30, 2004, there were no minimum required ERISA contributions for the Company’s
pension plan that is qualified under Section 401(a) of the Internal Revenue Code (the “Qualified Plan”). For its
non-U.S. plans, the Company’s policy is to fund at least the amounts sufficient to meet minimum funding
requirements under applicable employee benefit and tax regulations. Liabilities for benefits payable under its
unfunded supplementary plans (the “Supplemental Plans”) are accrued by the Company and are funded when
paid to the beneficiaries.

In accordance with U.S. GAAP, the Company recognizes pension expense before the payment of benefits to
retirees occurs. This process involves making certain estimates and assumptions, including the discount rate and
the expected long-term rate of return on plan assets.

The assumed discount rate, which reflects the rates at which pension benefits could be effectively settled, is used
to measure the projected and accumulated benefit obligations and to calculate the service cost and interest cost.
The assumed discount rate reflects the rates of return on available high-quality fixed-income investments that
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reflect the timing and amount of expected benefit payments. For its Qualified Plan, which comprised
approximately 94% of the total assets of the Company’s pension plans at November 30, 2004, the Company
estimates its discount rate based on both the absolute levels of and year-to-year changes in various high-quality
bond indices, including the Moody’s Aa long-term rate bond yield.

The Company uses the expected long-term rate of return on plan assets to compute the expected return on assets.
For its Qualified Plan, the Company annually reviews the expected long-term return based on changes in the
target investment mix and economic environment from the previous year. It then compares its initial estimate
(and adjusts, if necessary) with a portfolio return calculator model (the “Portfolio Model”) that produces a range
of expected returns for the portfolio. Return assumptions are forward-looking gross returns that are not developed
solely by an examination of historical returns. The Portfolio Model begins with the current U.S. Treasury yield
curve, recognizing that expected returns on bonds are heavily influenced by the current level of yields. Corporate
bond spreads and equity risk premiums, based on current market conditions, are then added to develop the return
expectations for each asset class. Expenses that are expected to be paid from the investment return are reflected
in the Portfolio Model as a percentage of plan assets. This includes investment and transaction fees that typically
are paid from plan assets, added to the cost basis or subtracted from sale proceeds, as well as administrative
expenses paid from the Qualified Plan.

The Company’s expected long-term rate of return on assets for its Qualified Plan for fiscal 2004 was based on the
following expected asset allocation:

Target Investment Expected Annual

Mix Return(1)

Domestic equity:

Large capitalization . .......... .. ...ttt 30% 8.0%

Small capitalization . ......... ... i 10% 8.6%
International equity . .. ... ..ot 15% 8.5%
Fixed income:

Intermediate government/Corporate . ................oeiniiaon... 22% 4.1%

Long-term government/Corporate . . . .........ueuvreunenenennen .. 23% 5.5%

(1) These amounts do not include the impact of diversification on the overall expected portfolio return.

For its Qualified Plan, expected returns are computed using a market-related value of assets. For the market-
related value of assets, a smoothed actuarial value of assets is used, equal to a moving average of market values
in which investment income is recognized over a five-year period. Investment income equal to the expected
return on the prior year’s market-related value of plan assets is recognized immediately. Any difference between
the actual investment income (on a market-value basis) and the expected return is recognized over a five-year
period in accordance with SFAS No. 87, “Employers’ Accounting for Pensions.” In addition, the market-related
value of assets must be no greater than 120% and no less than 80% of the market value of assets.

The Company amortizes (as a component of pension expense) unrecognized net gains and losses over the
average future service (generally 11 to 18 years) of active participants in each plan to the extent that the gain/loss
exceeds 10% of the greater of the projected benefit obligation or the market-related value of plan assets. The loss
amortization component of fiscal 2004 pension expense was approximately $38 million, and future amortization
is not expected to have a material impact on the Company’s pension expense.

Insurance Recovery.

On September 11, 2001, the U.S experienced terrorist attacks targeted against New York City and Washington,
D.C. The attacks in New York resulted in the destruction of the World Trade Center complex, where
approximately 3,700 of the Company’s employees were located, and the temporary closing of the debt and equity
financial markets in the U.S. Through the implementation of its business recovery plans, the Company relocated
its displaced employees to other facilities.
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The Company has recognized costs related to the terrorist attacks pertaining to write-offs of leasehold
improvements and destroyed technology and telecommunications equipment in the World Trade Center complex,
employee relocation and certain other employee-related expenditures, and other business recovery costs. The
costs were offset by estimated insurance recoveries.

The Company continues to be in negotiations with its insurance carriers related to the events of September 11,
2001. At the conclusion of these negotiations, the Company currently believes that the amounts it will recover
under its insurance policies will be in excess of costs recognized for accounting purposes related to the terrorist
attacks. As of November 30, 2004, the Company had not recorded a gain for the anticipated excess recovery.

Internal Control Over Financial Reporting.

SOX 404 requires that the Company make an assertion as to the effectiveness of its internal control over financial
reporting beginning with its fiscal 2004 Annual Report on Form 10-K. The Company’s independent registered
public accounting firm must attest to management’s assertion. In order to make its assertion, the Company was
required to identify material financial and operational processes, document internal controls supporting the
financial reporting process and evaluate the design and effectiveness of these controls. See “Management’s
Report on Internal Control Over Financial Reporting” and “Report of Independent Registered Public Accounting
Firm” in Part I, Item 9A.

The Company began preparing for its SOX 404 initiative prior to fiscal 2004. The Company formed a Project
Management Office to facilitate ongoing internal control reviews, coordinate the process for these reviews,
provide direction to the business and control groups involved in the initiative and assist in the assessment of
internal control over financial reporting. The Company also formed a Steering Committee, comprised of senior
personnel from its control groups, to set uniform guiding principles and policies, review the progress of the
initiative, direct the efforts of the Project Management Office and update the Audit Committee of the Board of
Directors on an ongoing basis. The Company also retained an accounting firm other than its independent
registered public accounting firm to assist in its compliance with SOX 404.

The SOX 404 effort involved many of the Company’s employees around the world, including participation by
the business areas and control groups. The Company viewed this evaluation of its internal control over financial
reporting as more than a regulatory exercise—it was an opportunity to assess critically the financial control
environment and make it even stronger. The Company incurred initial costs associated with its SOX 404
initiative in fiscal 2004 and expects to incur costs in the future, particularly as it coordinates the SOX 404
evaluation with other regulatory requirements to review and evaluate the control environment.
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Critical Accounting Policies.

The consolidated financial statements are prepared in accordance with U.S. GAAP, which require the Company
to make estimates and assumptions (see Note 1 to the consolidated financial statements). The Company believes
that of its significant accounting policies (see Note 2 to the consolidated financial statements), the following may
involve a higher degree of judgment and complexity.

Fair Value. Financial instruments owned and Financial instruments sold, not yet purchased, which include
cash and derivative products, are recorded at fair value in the consolidated statements of financial condition, and
gains and losses are reflected in principal trading revenues in the consolidated statements of income. Fair value is
the amount at which financial instruments could be exchanged in a current transaction between willing parties,
other than in a forced or liquidation sale.

The fair value of the Company’s Financial instruments owned and Financial instruments sold, not yet purchased
are generally based on observable market prices, observable market parameters or derived from such prices or
parameters based on bid prices or parameters for Financial instruments owned and ask prices or parameters for
Financial instruments sold, not yet purchased. In the case of financial instruments transacted on recognized
exchanges, the observable prices represent quotations for completed transactions from the exchange on which the
financial instrument is principally traded. Bid prices represent the highest price a buyer is willing to pay for a
financial instrument at a particular time. Ask prices represent the lowest price a seller is willing to accept for a
financial instrument at a particular time.

A substantial percentage of the fair value of the Company’s Financial instruments owned and Financial
instruments sold, not yet purchased is based on observable market prices, observable market parameters, or is
derived from such prices or parameters. The availability of observable market prices and pricing parameters can
vary from product to product. Where available, observable market prices and pricing parameters in a product (or
a related product) may be used to derive a price without requiring significant judgment. In certain markets,
observable market prices or market parameters are not available for all products, and fair value is determined
using techniques appropriate for each particular product. These techniques involve some degree of judgment.

The price transparency of the particular product will determine the degree of judgment involved in determining
the fair value of the Company’s financial instruments. Price transparency is affected by a wide variety of factors,
including, for example, the type of product, whether it is a new product and not yet established in the
marketplace, and the characteristics particular to the transaction. Products for which actively quoted prices or
pricing parameters are available or for which fair value is derived from actively quoted prices or pricing
parameters will generally have a higher degree of price transparency. By contrast, products that are thinly traded
or not quoted will generally have reduced to no price transparency. Even in normally active markets, the price
transparency for actively quoted instruments may be reduced for periods of time during periods of market
dislocation. Alternatively, in thinly quoted markets, the participation of market-makers willing to purchase and
sell a product provides a source of transparency for products that otherwise are not actively quoted or during
periods of market dislocation.

The Company’s cash products include securities issued by the U.S. government and its agencies and
instrumentalities, other sovereign debt obligations, corporate and other debt securities, corporate equity
securities, exchange traded funds and physical commodities. The fair value of these products is based principally
on observable market prices or is derived using observable market parameters. These products generally do not
entail a significant degree of judgment in determining fair value. Examples of products for which actively quoted
prices or pricing parameters are available or for which fair value is derived from actively quoted prices or pricing
parameters include securities issued by the U.S. govern