
INTRODUCTION

THE COMPANY

On May 31, 1997, Morgan Stanley Group Inc. (“Morgan Stanley”)

was merged with and into Dean Witter, Discover & Co. (“Dean Witter

Discover”) (the “Merger”). At that time, Dean Witter Discover

changed its corporate name to Morgan Stanley, Dean Witter, Discover

& Co. (“MSDWD”). In conjunction with the Merger, each share of

Morgan Stanley common stock then outstanding was converted into

1.65 shares of MSDWD’s common stock (the “Exchange Ratio”). In

addition, each share of Morgan Stanley preferred stock was converted

into one share of a corresponding series of preferred stock of

MSDWD. The Merger was treated as a tax-free exchange.

On March 24, 1998, MSDWD changed its corporate

name to Morgan Stanley Dean Witter & Co. (the “Company”).
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investment banking (including underwriting public offerings of secu-

rities and mergers and acquisitions advice) and institutional sales and

trading, with strengths in providing investment and global asset man-

agement services to its customers and in providing quality consumer

credit products primarily through its Discover
® Card brand.

BASIS OF FINANCIAL INFORMATION

AND CHANGE IN FISCAL YEAR-END

The Company’s consolidated financial statements give retroactive

effect to the Merger, which was accounted for as a pooling of inter-

ests. The pooling of interests method of accounting requires the

restatement of all periods presented as if Dean Witter Discover and

Morgan Stanley always had been combined. The consolidated state-

ment of changes in shareholders’ equity reflects the accounts of the

Company as if the additional preferred and common stock had been

issued during all of the periods presented.

Prior to the Merger, Dean Witter Discover’s year ended

on December 31 and Morgan Stanley’s fiscal year ended on

November 30. Subsequent to the Merger, the Company adopted a

fiscal year-end of November 30. In recording the pooling of inter-

ests combination, Dean Witter Discover’s financial statements for the

year ended December 31, 1996 were combined with Morgan Stanley’s

financial statements for the fiscal year ended November 30, 1996

(on a combined basis, “fiscal 1996”). The Company’s results for the

12 months ended November 30, 1998 (“fiscal 1998”) and

November 30, 1997 (“fiscal 1997”) reflect the change in fiscal year-

end. Fiscal 1997 includes the results of Dean Witter Discover that

were restated to conform to the new fiscal year-end date. The

Company’s results of operations for fiscal 1997 and fiscal 1996

include the month of December 1996 for Dean Witter Discover.

Certain reclassifications have been made to prior-year

amounts to conform to the current presentation. All material inter-

company balances and transactions have been eliminated.

RESULTS OF OPERATIONS

CERTAIN FACTORS AFFECTING RESULTS OF OPERATIONS*

The Company’s results of operations may be materially affected by

market fluctuations and by economic factors. In addition, results of

operations in the past have been and in the future may continue to

be materially affected by many factors of a global nature, including

economic and market conditions; the availability of capital; the

level and volatility of equity prices and interest rates; currency val-

ues and other market indices; technological changes and events (such

as the increased use of the Internet and the Year 2000 issue); the

availability of credit; inflation; and legislative and regulatory devel-

opments. Such factors also may have an impact on the Company’s

ability to achieve its strategic objectives on a global basis, includ-

ing (without limitation) continued increased market share in its

securities activities, growth in assets under management and the

expansion of its Discover Card brand. 

The Company’s Securities and Asset Management

business, particularly its involvement in primary and secondary

markets for all types of financial products, including derivatives, is

subject to substantial positive and negative fluctuations due to a vari-

ety of factors that cannot be predicted with great certainty, includ-

ing variations in the fair value of securities and other financial
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products and the volatility and liquidity of global trading markets.

Fluctuations also occur due to the level of market activity, which,

among other things, affects the flow of investment dollars into

mutual funds and the size, number and timing of transactions or

client assignments (including the realization of returns from the

Company’s private equity investments). 

In the Company’s Credit and Transaction Services

business, changes in economic variables may substantially affect con-

sumer loan levels and credit quality. Such variables include the num-

ber and size of personal bankruptcy filings, the rate of unemployment

and the level of consumer debt as a percentage of income.

The Company’s results of operations also may be

materially affected by competitive factors. In addition to competi-

tion from firms traditionally engaged in the securities and asset man-

agement business, there has been increased competition from other

sources, such as commercial banks, insurance companies, mutual

fund groups, online service providers and other companies offering

financial services both in the U.S. and globally. As a result of recent

and pending legislative and regulatory initiatives in the U.S. to

remove or relieve certain restrictions on commercial banks, com-

petition in some markets that have historically been dominated by

investment banks and retail securities firms has increased and may

continue to increase in the near future. In addition, recent and con-

tinuing global convergence and consolidation in the financial services

industry will lead to increased competition from larger diversified

financial services organizations. 

Such competition, among other things, affects the

Company’s ability to attract and retain highly skilled individuals.

Competitive factors also affect the Company’s success in attracting

and retaining clients and assets through its ability to meet investors’

saving and investment needs by consistency of investment perfor-

mance and accessibility to a broad array of financial products and

advice. In the credit services industry, competition centers on mer-

chant acceptance of credit cards, credit card account acquisition and

customer utilization of credit cards. Merchant acceptance is based

on both competitive transaction pricing and the number of credit

cards in circulation. Credit card account acquisition and customer

utilization are driven by offering credit cards with competitive and

appealing features such as no annual fees, low introductory inter-

est rates and other customized features targeting specific consumer

groups and by having broad merchant acceptance.

As a result of the above economic and competitive fac-

tors, net income and revenues in any particular period may not be

representative of full-year results and may vary significantly from year

to year and from quarter to quarter. The Company intends to man-

age its business for the long term and help mitigate the potential

effects of market downturns by strengthening its competitive posi-

tion in the global financial services industry through diversification

of its revenue sources and enhancement of its global franchise. The

Company’s ability and success in maintaining high levels of profitable

business activities, emphasizing fee-based assets that are designed

to generate a continuing stream of revenues, managing risks in

both the Securities and Asset Management and Credit and

Transaction Services businesses, evaluating credit product pricing

and monitoring costs will continue to affect its overall financial

results. In addition, the complementary trends in the financial ser-

vices industry of consolidation and globalization present, among other

things, technological, risk management and other infrastructure

challenges that will require effective resource allocation in order for

the Company to remain competitive.

GLOBAL MARKET AND

ECONOMIC CONDITIONS IN FISCAL 1998

Conditions in the global financial markets were extremely turbulent

during fiscal 1998. While the favorable market and economic con-

ditions which characterized fiscal 1997 continued through much of

the first and second quarters of fiscal 1998, periods of extreme

volatility in the latter half of the year created difficult conditions in

many global financial markets. Nevertheless, the Company’s

Securities and Asset Management business generated record levels

of net income and net revenues and ended the fiscal year with

record levels of financial advisors, customer accounts and assets, and

assets under management and administration. The Company’s Credit

and Transaction Services business also achieved record operating

results in fiscal 1998, reflecting an improvement in the credit qual-

ity of customer receivables. 

In the U.S., market conditions continued to benefit

from the overall strength of the domestic economy. Throughout fis-
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cal 1998, the U.S. economy was characterized by moderate levels

of growth, a stable level of inflation, low unemployment, and high

levels of consumer confidence and spending. However, U.S. finan-

cial markets also experienced periods of volatility. In the first half

of the year, investors were concerned with the potential impact of

the ongoing economic downturn in the Far East and with domestic

wage inflation. Later in the year, U.S. markets were adversely

affected by investor reaction to the severe economic turmoil in the

Far East, Russia and other emerging market nations. Investor pref-

erences shifted toward less-risky investments, resulting in unprece-

dented widening of credit spreads, reduced liquidity in the

marketplace and dramatic declines in U.S. Treasury yields. In addi-

tion, equity prices declined significantly as a result of these devel-

opments. During the fourth quarter, these conditions prompted the

Federal Reserve Board to lower the overnight lending rate by 0.25%

on three separate occasions in an effort to increase liquidity, to min-

imize the risk of recession in the U.S. due to the weaknesses in for-

eign economies and to avert a continued global economic slowdown.

The actions of the Federal Reserve Board, coupled with the contin-

ued resilience of the U.S. economy, contributed to improved con-

ditions in the financial markets in late 1998, and both equity and

bond prices rebounded.

Conditions in European financial markets were gen-

erally favorable in fiscal 1998. Many European stock exchanges

reached record levels during the year as the result of strong corpo-

rate earnings, merger and consolidation activity, and stable economic

conditions in the first half of fiscal 1998. European financial mar-

kets also benefited from positive investor sentiment relating to the

European Economic and Monetary Union (“EMU”). EMU com-

menced on January 1, 1999 when the European Central Bank

assumed control of monetary policy for the 11 European Union

countries participating in the EMU. Those national currencies of the

participating countries have become fixed denominations of the

euro and ultimately will cease to exist as separate currencies and will

be replaced by the euro. European markets also experienced peri-

ods of extreme volatility during the year, particularly during the

third quarter as investors reacted to the severe economic and finan-

cial difficulties which developed in Russia. The Russian economy

was adversely affected by the difficult conditions in the Far East,

declining oil prices and an unstable political infrastructure. The

Russian government’s decision to reschedule its domestic debt

obligations and some of its external Soviet debt obligations and to

devalue the ruble severely reduced investor confidence and resulted

in significant levels of volatility in Russian and other financial mar-

kets. Toward the end of fiscal 1998, conditions in Europe recovered

due to, among other things, lower interest rates and increased sta-

bility in the global financial markets. 

Market conditions in the Far East continued to be slug-

gish due to the ongoing financial and economic difficulties that have

existed in that region since the latter half of fiscal 1997. The

Japanese economy continued to be adversely affected by shrinking

consumer demand, declining corporate profits, deflation and rising

unemployment. These conditions contributed to the resignation of

Japan’s Prime Minister during the year, as well as the announcement

of more aggressive fiscal, monetary and financial sector policies

designed to improve the nation’s rate of economic growth. However,

due to the weakness of the Japanese banking system and the diffi-

cult economic conditions existing throughout the Far East, many

investors were concerned that the length of time necessary for eco-

nomic recovery would be longer than expected. Financial markets

elsewhere in the Far East also were weak during fiscal 1998. The

poor economic performance of Japan, outbreaks of political and social

unrest, and crises in other emerging markets adversely affected the

financial markets of many nations within the region. 

The worldwide market for mergers and acquisitions

continued to be robust during fiscal 1998, contributing to record lev-

els of revenues by the Company’s investment banking business. The

merger and acquisition market reflected ongoing consolidation and

globalization across many industry sectors, as well as an increased

level of deregulation and privatization. As a result, fiscal 1998

included some of the largest merger and acquisition transactions ever

completed. The markets for the underwriting of securities were pos-

itively impacted by the generally favorable market and economic con-

ditions which existed during the first half of fiscal 1998. Activity in

the primary markets virtually came to a standstill in the latter part

of the third quarter and the beginning of the fourth quarter. However,

toward the end of fiscal 1998, activity in the primary markets, par-
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ticularly for fixed income securities, began to strengthen as condi-

tions in the global financial markets stabilized. 

In fiscal 1998, U.S. consumer demand and retail

sales continued to increase at a moderate pace, despite an earlier

consensus that a slowdown may have been imminent. The favorable

interest rate environment that existed in the U.S. during fiscal

1998 enabled consumers to manage finances advantageously while

still allowing for steady growth in consumer credit. During fiscal

1998, loan losses and personal bankruptcies appeared to level off

from the record growth of industry-wide loan losses set in 1997. The

Company continued to invest in the growth of its credit card busi-

ness through the expansion of its Discover/NOVUS® Network and by

increasing its marketing and solicitation activities with respect to the

Discover Card brand. 

FISCAL 1998 AND 1997 RESULTS FOR THE COMPANY

The Company achieved net income of $3,276 million in fiscal

1998, a 27% increase from fiscal 1997. Fiscal 1998’s net income

included a net gain of $345 million from the sale of the Company’s

Global Custody business, its interest in the operations of SPS

Transaction Services, Inc. (“SPS”), and certain BRAVO® Card receiv-

ables (“BRAVO”) (see “Results of Operations — Business

Dispositions” herein). Fiscal 1998 net income also included a

charge of $117 million resulting from the cumulative effect of an

accounting change. This charge represents the effect of an account-

ing change adopted in the fourth quarter (effective December 1,

1997) with respect to the accounting for offering costs paid by invest-

ment advisors of closed-end mutual funds, where such costs are not

specifically reimbursed through separate advisory contracts (see

Note 2 to the consolidated financial statements).

Excluding the net gain from the sale of the businesses

noted above and the charge resulting from the cumulative effect of

an accounting change, fiscal 1998 income was $3,048 million, an

increase of 18% from fiscal 1997. In fiscal 1997, net income was

$2,586 million, an increase of 31% from fiscal 1996. Basic earn-

ings per common share increased 28% to $5.60 in fiscal 1998 and

31% to $4.38 in fiscal 1997. Excluding the net gain from the sale

of the businesses noted above and the impact of the cumulative effect

of an accounting change, basic earnings per common share was

$5.20 in fiscal 1998, an increase of 19% from fiscal 1997. Diluted

earnings per common share increased 28% to $5.33 in fiscal 1998

and 32% to $4.16 in fiscal 1997. Excluding the net gain from the

sale of the businesses noted above and the impact of the cumula-

tive effect of an accounting change, diluted earnings per common

share was $4.95 in fiscal 1998, an increase of 19% from fiscal

1997. The Company’s return on average shareholders’ equity was

25%, 22% and 20% in fiscal 1998, fiscal 1997 and fiscal 1996,

respectively. Excluding the net gain from the sale of the businesses

noted above and the impact of the cumulative effect of an

accounting change, fiscal 1998’s return on average shareholders’

equity was 23%. 

BUSINESS DISPOSITIONS

In fiscal 1998, the Company entered into several transactions reflect-

ing its strategic decision to focus on growing its core Securities and

Asset Management and Credit and Transaction Services businesses.

In the fourth quarter of fiscal 1998, the Company com-

pleted the sale of its Global Custody business. The Company also sold

its interest in the operations of SPS, a 73%-owned, publicly held

subsidiary of the Company. In addition, the Company sold certain

credit card receivables relating to its discontinued BRAVO Card. The

Company’s aggregate net pre-tax gain resulting from these transac-

tions was $685 million. 

In addition, during fiscal 1998 the Company sold its

Prime OptionSM MasterCard® portfolio (“Prime Option”), a business

it had operated with NationsBank of Delaware, N.A., and its

Correspondent Clearing business. The gains resulting from the sale

of these businesses were not material to the Company’s results of
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income. Certain reclassifications have been made to prior-period

amounts to conform to the current year’s presentation.

SECURITIES AND ASSET MANAGEMENT

STATEMENTS OF INCOME

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Revenues:
Investment banking $ 3,340 $ 2,694 $ 2,190
Principal transactions:

Trading 3,291 3,191 2,659
Investments 89 463 86

Commissions 2,317 2,059 1,776
Asset management, distribution

and administration fees 2,848 2,505 1,732
Interest and dividends 13,696 10,455 8,571
Other 182 132 122

Total revenues 25,763 21,499 17,136
Interest expense 12,519 9,633 7,902

Net revenues 13,244 11,866 9,234
Compensation and benefits 6,071 5,475 4,585
Occupancy and equipment 510 462 432
Brokerage, clearing and 

exchange fees 538 448 317
Information processing and 

communications 666 602 514
Marketing and business 

development 487 393 296
Professional services 579 378 282
Other 529 511 382

Total non-interest expenses 9,380 8,269 6,808
Gain on sale of businesses 323 — —
Income before income taxes

and cumulative effect of
accounting change 4,187 3,597 2,426

Provision for income taxes 1,482 1,416 880
Income before cumulative

effect of accounting change 2,705 2,181 1,546
Cumulative effect of 

accounting change (117) — —
Net income $ 2,588 $ 2,181 $ 1,546

SECURITIES AND ASSET MANAGEMENT

Securities and Asset Management provides a wide range of finan-

cial products, services and investment advice to individual and

institutional investors. Securities and Asset Management business

activities are conducted in the U.S. and throughout the world and

include investment banking, research, institutional sales and trad-

ing, and investment and asset management products and services

for institutional and individual clients. At November 30, 1998, the

Company’s financial advisors provided investment services to more

than 3.9 million client accounts with assets of $438 billion. The

Company had the second largest financial advisor sales organization

in the U.S. with 11,238 professional financial advisors and 438

branches at November 30, 1998. With several brands, including

those associated with Morgan Stanley Dean Witter Advisors (formerly

known as Dean Witter InterCapital), Van Kampen Investments

(“VK”), Morgan Stanley Dean Witter Investment Management and

Miller Anderson & Sherrerd, the Company has one of the largest global

asset management operations of any full-service securities firm, with

total assets under management or supervision of $376 billion at

November 30, 1998.

Securities and Asset Management achieved record

net revenues and income of $13,244 million and $2,705 million

in fiscal 1998, increases of 12% and 24%, respectively, from fis-

cal 1997. Fiscal 1998’s net income includes a net gain of $182 mil-

lion resulting from the sale of the Company’s Global Custody

business. Excluding the net gain from the sale of this business,

income increased 16% to $2,523 million. Fiscal 1998’s net income

also reflects a decline in the effective income tax rate, primarily result-

ing from lower tax rates applicable to non-U.S. earnings. In fiscal

1997, Securities and Asset Management net revenues and net

income increased 29% and 41%, respectively, from fiscal 1996. The

Company’s fiscal 1998 and 1997 levels of net revenues and net

income in its Securities and Asset Management business reflected

a strong global market for mergers and acquisitions, higher princi-

pal trading and commission revenues primarily driven by generally

favorable economic conditions, increased customer trading volume,

and the positive accumulation and management of client assets. In

fiscal 1998, record levels of net revenues were partially offset by

losses from an institutional leveraged emerging markets debt port-

folio that occurred during the third quarter. The results of both

years were partially offset by increased costs for incentive-based com-

pensation, as well as increased non-compensation expenses asso-

ciated with the Company’s higher level of global business activities.
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The operating results of both years were favorably impacted by the

Company’s focus on accumulating client assets and building fee-

based assets under management and administration.

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
(dollars in millions) 1998 1997 1996

Advisory fees from merger, 
acquisition and restructuring 

transactions $1,322 $ 920 $ 848
Equity underwriting revenues 815 888 722
Fixed income underwriting 

revenues 1,203 886 620
Total investment banking 

revenues $3,340 $2,694 $2,190

Investment banking revenues increased 24% and attained record lev-

els in fiscal 1998, surpassing the Company’s previous record in fis-

cal 1997. Revenues in fiscal 1998 benefited from increased advisory

fees from merger, acquisition and restructuring transactions, as well

as increased revenues from underwriting fixed income securities. Fiscal

1997’s revenues reflect higher advisory fees from merger, acquisi-

tion and restructuring transactions, as well as increased revenues from

underwriting both equity and fixed income securities.

The worldwide merger and acquisition markets

remained robust for the fourth consecutive year with more than $2.5

trillion of transactions (per Securities Data Company) announced dur-

ing calendar year 1998, including record volume in the U.S. During

calendar year 1998, the Company’s dollar volume of announced

merger and acquisition transactions increased by more than 80% over

the comparable period of 1997. The high level of transaction activ-

ity reflected the continuing trend of consolidation and globalization

across many industry sectors, as companies attempted to expand into

new markets and businesses through strategic combinations. The sus-

tained growth of the merger and acquisition markets, coupled with

the Company’s global presence and strong market share, had a pos-

itive impact on advisory fees, which increased 44% in fiscal 1998.

Advisory fees from real estate transactions also were higher as com-

pared with the prior year, driven by strong levels of market consol-

idation activities in the U.S. and by recovering real estate markets

in Europe. The 8% increase in advisory fees in fiscal 1997 was pri-

marily due to high transaction volumes resulting from the strong

global market for merger, acquisition and restructuring activities, as

well as increased revenues from real estate advisory transactions.

Equity underwriting revenues decreased 8% in fiscal

1998 although continuing to reflect a high volume of equity offer-

ings and the Company’s strong market share. During the first half

of fiscal 1998, the primary market for equity issuances benefited

from a high volume of cash inflows into equity mutual funds, as well

as from a generally favorable economic environment. Equity under-

writing revenues were adversely affected by the reduced activity in

the primary market in the second half of the fiscal year due to the

significant uncertainty and volatility in global financial markets.

Equity underwriting revenues increased 23% in fiscal 1997, primarily

due to a higher volume of equity offerings and an increased market

share, particularly in Europe, as compared with the prior year. In fis-

cal 1997, the primary market for equity issuances also benefited from

a high volume of cash inflows into equity mutual funds and from a

favorable economic environment. 

Revenues from fixed income underwriting increased

36% in fiscal 1998, primarily driven by higher revenues from

issuances of global high-yield and investment grade fixed income

securities. The primary market for these securities benefited from

relatively low nominal interest rates which existed throughout the year

and attracted many issuers to the market, as well as from periods

of strong investor demand. During the latter part of fiscal 1998, the

primary market was less active as increased volatility in global

financial markets caused an unprecedented widening of credit

spreads and a shift of investor preferences toward financial instru-

ments with higher credit ratings. Revenues from fixed income under-

writing increased 43% in fiscal 1997. The increase was primarily

attributable to higher revenues from high-yield debt issuances, as

the favorable market conditions which existed for much of fiscal 1997

enabled certain high-yield issuers to obtain attractive rates of financ-

ing. Fiscal 1997’s fixed income underwriting revenues also were

impacted by higher revenues from securitized debt issuances, result-

ing from the Company’s continued focus on this business sector and

an increase in the number of asset-backed transactions. 
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Principal Transactions

Principal transactions include revenues from customers’ purchases

and sales of securities in which the Company acts as principal and

gains and losses on securities held for resale. 

Principal transaction trading revenues were as follows:

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Equities $2,056 $1,310 $1,181
Fixed income 455 1,187 1,172
Foreign exchange 587 500 169
Commodities 193 194 137

Total principal transaction 
trading revenues $3,291 $3,191 $2,659

Principal transaction trading revenues increased 3% in fiscal 1998,

primarily due to higher equities and foreign exchange trading revenues,

partially offset by a decline in fixed income trading revenues. In fis-

cal 1997, principal trading revenues increased 20%, primarily

reflecting higher equities and foreign exchange trading revenues. 

Equity trading revenues increased 57% to a record

level in fiscal 1998, primarily reflecting higher revenues from equity

cash and derivative products. The increase in revenues from equity

cash products was primarily attributable to higher trading volumes

in European markets, which benefited from the Company’s increased

sales and research coverage of the region that began in mid-1997.

European equity trading revenues also benefited from generally

favorable market conditions and positive investor sentiment regard-

ing EMU. Revenues from trading equity derivative products also

increased, primarily due to increased transaction volume and the high

levels of market volatility that existed throughout the year, particu-

larly in technology-related issues. Equity trading revenues increased

11% in fiscal 1997, reflecting favorable market conditions that con-

tributed to strong customer demand and high trading volumes. The

increased revenues were primarily from trading in equity cash prod-

ucts, as the strong rates of return generated by many global equity

markets contributed to higher customer trading volumes and the con-

tinuance of high levels of cash inflows into mutual funds. Revenues

also benefited from the strong performance of many foreign equity

markets, particularly in Europe, which led to higher trading volumes

as U.S. investors sought to increase their positions in these markets. 

Fixed income trading revenues decreased 62% in fis-

cal 1998, reflecting significantly lower revenues from investment

grade, high-yield and securitized fixed income securities. Revenues

from investment grade fixed income securities were adversely

affected by the severe economic and financial turmoil in the Far East,

Russia and emerging markets that occurred during the year. These

difficult conditions caused investor preferences to shift toward

higher quality financial instruments, principally to U.S. treasury secu-

rities. This negatively affected the trading of credit-sensitive fixed

income securities by widening credit spreads, reducing market liq-

uidity and de-coupling the historical price relationships between

credit-sensitive securities and government securities. Revenues

from high-yield fixed income securities also were impacted by the

turbulent conditions in the global financial markets due to investors’

concerns about the impact of a prolonged economic downturn on

high-yield issuers. Revenues from securitized fixed income securi-

ties also declined, as the relatively low interest rate environment in

the U.S. increased prepayment concerns and resulted in increased

spreads. Fixed income trading revenues increased 1% in fiscal

1997. Revenues from trading in fixed income products were posi-

tively affected by high levels of customer trading volumes, a large

amount of new debt issuances and increased demand for credit-

sensitive fixed income products. Revenues from trading in high-yield

debt securities and fixed income derivative products were particu-

larly favorably impacted by these developments. Securitized debt trad-

ing revenues also increased, as the Company continued to focus on

this market segment by expanding its level of activity in several key

areas. Trading revenues benefited from higher revenues from trad-

ing in commercial whole loans and mortgage swaps, coupled with

increased securitization volumes and innovative structures. These

increases were offset by lower revenues from trading in government

and investment grade corporate securities. 

Revenues from foreign exchange trading increased

17% to record levels in fiscal 1998. The increase was primarily attrib-

utable to high levels of customer trading volume and volatility in the

foreign exchange markets. During fiscal 1998, the U.S. dollar fluc-

tuated against major currencies due to concerns about the U.S.

economy’s exposure to the financial crises in the Far East and emerg-

ing markets, as well as from the Federal Reserve Board’s decision to

lower the overnight lending rate on three occasions during the fourth
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quarter. Certain European currencies also experienced periods of

volatility, resulting from expectations of interest rate fluctuations in

anticipation of EMU and the collapse of the Russian ruble. Difficult

political and economic conditions in certain Asian nations, coupled

with the continued recession in Japan, also contributed to periods of

high volatility in the currency markets. Foreign exchange trading rev-

enues increased 196% in fiscal 1997, primarily resulting from the

Company’s increased client market share and from high levels of

volatility in the foreign exchange markets. During fiscal 1997, the U.S.

dollar appreciated against many currencies throughout the year due

to the strong growth of the U.S. economy and continued low levels

of inflation. In addition, many European currencies experienced

periods of increased volatility due to uncertainty regarding the tim-

ing of EMU and the strength of the euro, while the performance of

the yen was affected by sluggish economic growth in Japan. Other

Asian currencies were particularly volatile during the latter half of fis-

cal 1997, primarily due to the depreciation of certain currencies,

including Thailand’s baht. Higher trading volumes and an increasing

customer base also contributed to the increase in revenues.

Commodities trading revenues were comparable to

prior-year levels, as higher revenues from crude oil, refined energy

products and electricity were partially offset by lower revenues from

natural gas trading. Revenues from trading crude oil and refined

energy products were impacted by energy prices that fell during much

of fiscal 1998. Diminished demand for these products, partially due

to the ongoing economic crisis in the Far East, coupled with high

inventory levels, contributed to the decline in prices. Electricity

trading revenues benefited from higher electricity prices, primarily

during the summer months when the demand for electric power

increased. The Company’s continued presence in the electricity

market and the ongoing deregulation of the industry also had a favor-

able impact on electricity trading revenues. Revenues from natural

gas trading decreased as unseasonably warm weather in certain

regions of the U.S. during the winter months reduced the demand

for home heating oil, leading to a decline in prices. Commodities trad-

ing revenues increased 42% and reached record levels in fiscal 1997,

benefiting from higher revenues from trading in energy products,

including the Company’s increased presence in the electricity mar-

kets, precious metals and natural gas. Volatility in these products

was high during most of the year due to fluctuating levels of customer

demand and inventory. In both fiscal 1998 and fiscal 1997, com-

modities trading revenues benefited from the expansion of the cus-

tomer base for commodity-related products, including derivatives,

and the use of such products for risk management purposes.

Principal transaction investment revenues aggregating

$89 million were recognized in fiscal 1998 as compared with $463

million in fiscal 1997. Fiscal 1998 revenues reflected the second

highest level of revenues from the Company’s private equity business,

which primarily resulted from gains on certain positions that were

sold during the year and increases in the carrying value of certain

of the Company’s private equity investments. Such increases included

gains from the initial public offering of Equant and gains from the

sale of positions in Fort James Corporation and Jefferson Smurfit

Corporation. These gains were substantially offset by losses from an

institutional leveraged emerging markets debt portfolio that occurred

during the third quarter. Fiscal 1997 revenues primarily reflect

increases in the carrying value of certain of the Company’s private

equity investments, including an increase related to the Company’s

holdings of Fort James Corporation, as well as realized gains on cer-

tain positions that were sold during the year. Higher revenues from

certain real estate and venture capital investment gains also con-

tributed to fiscal 1997’s revenues. 

Commissions

Commission revenues primarily arise from agency transactions in

listed and over-the-counter equity securities and sales of mutual

funds, futures, insurance products and options. Commission revenues

increased 13% in fiscal 1998, reflecting higher revenues from

equity cash products, primarily from markets in the U.S. and Europe,

as well as higher revenues from derivative products. Revenues from

U.S. markets benefited from high levels of market volatility, which

contributed to increased customer trading volumes. Revenues from

European markets also benefited from strong customer trading

volumes, which were positively impacted by the generally favorable

performances of certain European equity markets and from the

Company’s increased sales and research activities in the region.

Commissions on derivative products increased as the high levels of

market volatility contributed to increased customer hedging activi-

ties and trading volumes. Higher commissions from the sale of

mutual funds and the Company’s addition of more than 1,000

financial advisors during fiscal 1998 also contributed to the increase.

Commission revenues increased 16% in fiscal 1997, primarily

reflecting high customer trading volumes, particularly in the third

and fourth fiscal quarters when the New York Stock Exchange expe-
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rienced some of the highest trading volume in its history. The strong

returns posted by many global equity markets encouraged an

increased investor demand for equity securities and resulted in

high levels of cash inflows into mutual funds. Commission rev-

enues also benefited from an increase in the Company’s market share

and from the continued strength in the market for equity issuances. 

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, reverse repurchase and repurchase agreements,

trading strategies associated with the Company’s institutional secu-

rities activities, customer margin loans and the prevailing level, term

structure and volatility of interest rates. Interest and dividend revenues

and interest expense should be viewed in the broader context of prin-

cipal trading results. Decisions relating to principal transactions in secu-

rities are based on an overall review of aggregate revenues and costs

associated with each transaction or series of transactions. This review

includes an assessment of the potential gain or loss associated with

a trade; the interest income or expense associated with financing or

hedging the Company’s positions; and potential underwriting, com-

mission or other revenues associated with related primary or secondary

market sales. Net interest revenues increased 43% in fiscal 1998, pri-

marily attributable to higher levels of revenues from net interest earn-

ing assets, including financial instruments owned and customer

margin receivable balances. Higher levels of securities lending trans-

actions also had a positive impact on net interest revenues. Net

interest revenues increased 23% in fiscal 1997, reflecting higher levels

of trading activities and retail customer financing activity, including

margin interest. In fiscal 1997, net interest revenues also reflected

increased financing costs associated with higher average levels of bal-

ance sheet usage, particularly in equity-related businesses. 

Asset Management, Distribution and Administration Fees

Asset management, distribution and administration fees include rev-

enues from asset management services, including fund management

fees which are received for investment management and for pro-

moting and distributing mutual funds (“12b-1 fees”), other admin-

istrative fees and non-interest revenues earned from correspondent

clearing and custody services. Fund management fees arise from

investment management services the Company provides to registered

investment companies (the “Funds”) pursuant to various contrac-

tual arrangements. The Company receives management fees based

upon each Fund’s average daily net assets. The Company receives

12b-1 fees for services it provides in promoting and distributing cer-

tain open-ended 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 and administration. The Company also receives

fees from investment management services provided to segregated

customer accounts pursuant to various contractual arrangements.

Asset management, distribution and administration

fees were as follows:

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Asset management, distribution 
and administration fees $2,848 $2,505 $1,732

The Company’s customer assets under management or supervision

were as follows:

FISCAL fiscal fiscal
(dollars in billions) 1998 1997 1996

Customer assets under 
management or supervision 

(at fiscal year-end) $376 $338 $278

In fiscal 1998, asset management, distribution and administration

fees increased 14%, reflecting the Company’s continuing strategic

emphasis on the asset management business. The increase in rev-

enues primarily reflects higher fund management and 12b-1 fees as

well as other revenues resulting from a higher level of assets under

management or supervision, including revenues from developed

country global equity and fixed income products. Such increases were

partially offset by the impact of market depreciation in certain of the

Company’s products resulting from the downturn in certain global

financial markets which occurred during the latter half of the year.

Fiscal 1998’s revenues also were negatively impacted by the

Company’s sale of its Correspondent Clearing and Global Custody

businesses which occurred during fiscal 1998. In fiscal 1997,

asset management, distribution and administration fees increased

45%. This increase reflects revenues from VK, which was acquired

by the Company on October 31, 1996. Fiscal 1997 revenues also

benefited from higher levels of fund management fees and increased
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revenues from international equity, emerging market, and U.S.

domestic equity and fixed income products and continued growth

in customer assets under management or supervision. Revenues also

were positively impacted by the Company’s acquisition of the insti-

tutional global custody business of Barclays Bank PLC (“Barclays”)

on April 3, 1997.

As of November 30, 1998, assets under manage-

ment or supervision increased $38 billion from fiscal year-end

1997. The increase in assets under management or supervision in

both fiscal 1998 and fiscal 1997 reflected continued inflows of cus-

tomer assets as well as appreciation in the value of customer port-

folios. In both fiscal 1998 and fiscal 1997, approximately 50% of

the increase in assets under management or supervision was attrib-

utable to the acquisition of net new assets, while the remaining 50%

reflected market appreciation.

Non-Interest Expenses

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Compensation and benefits $6,071 $5,475 $4,585
Occupancy and equipment 510 462 432
Brokerage, clearing and 

exchange fees 538 448 317
Information processing and 

communications 666 602 514
Marketing and business 

development 487 393 296
Professional services 579 378 282
Other 529 511 382

Total non-interest expenses $9,380 $8,269 $6,808

Fiscal 1998’s total non-interest expenses increased 13% to $9,380

million. Within the non-interest expense category, employee com-

pensation and benefits expense increased 11%, reflecting increased

levels of incentive compensation based on record fiscal 1998 rev-

enues and earnings, as well as an increase in the number of employ-

ees. Excluding compensation and benefits expense, non-interest

expenses increased $515 million. Occupancy and equipment expense

increased 10%, principally reflecting additional office space and

higher occupancy costs in New York and Hong Kong, as well as incre-

mental rent attributable to the opening of 27 securities branch

locations. Brokerage, clearing and exchange fees increased 20%, pri-

marily reflecting increased expenses related to higher levels of trad-

ing volume in the global securities markets. Commissions paid in

connection with the Company’s launch of The Van Kampen Senior

Income Trust mutual fund also contributed to the increase. Information

processing and communications costs increased 11% due to higher

data services and communications costs related to an increased

number of employees and continued enhancements and mainte-

nance associated with the Company’s information technology infra-

structure. Marketing and business development expense increased

24%, reflecting higher travel and entertainment costs relating to

increased levels of business activity associated with active financial

markets. Higher advertising and promotional costs also contributed

to the increase. Professional services expense increased 53%, pri-

marily reflecting higher consulting costs as a result of certain infor-

mation technology initiatives, including the Company’s preparations

for EMU and Year 2000 (see also “Year 2000 and EMU” herein).

Higher levels of temporary staff and employment fees due to the

increased level of overall business activity also contributed to the

increase. Other expenses increased 4%, which reflects the impact of

a higher level of business activity on various operating expenses.

Fiscal 1997’s total non-interest expenses increased

21% to $8,269 million. Within the non-interest expense category,

employee compensation and benefits expense increased 19%,

reflecting increased levels of incentive compensation based on

then-record fiscal 1997 revenues and earnings. Excluding com-

pensation and benefits expense, non-interest expenses increased

$571 million, including $266 million of operating costs related to

VK and the global institutional custody business of Barclays.

Occupancy and equipment expense increased 7%, principally reflect-

ing the occupancy costs of VK and increased office space in London

and Hong Kong. Brokerage, clearing and exchange fees increased

41%, primarily reflecting the acquisitions of VK and the institutional

global custody business of Barclays, as well as higher levels of trad-

ing volume in the global securities markets. Information processing

and communications costs increased 17% due to higher data ser-

vices costs related to an increased number of employees, incremental

costs related to VK and continued enhancements to the Company’s

information technology infrastructure. Marketing and business devel-

opment expense increased 33%, reflecting higher travel and enter-

tainment costs relating to increased levels of business activity

associated with active financial markets. Additional advertising

costs associated with VK’s retail mutual funds also contributed to

the increase. Professional services expense increased 34%, reflect-

ing higher consulting costs as a result of information technology ini-
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tiatives and the increased level of overall business activity. Other

expenses increased 34%, which includes goodwill amortization of

$43 million associated with the acquisitions of VK and Barclays, as

well as the impact of a higher level of business activity on various

operating expenses.

CREDIT AND TRANSACTION SERVICES

STATEMENTS OF INCOME

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Fees:
Merchant and cardmember $1,647 $1,704 $1,505
Servicing 928 762 809

Commissions 36 27 —
Asset management, distribution 

and administration fees 1 — —
Other 16 12 4

Total non-interest revenues 2,628 2,505 2,318
Interest revenue 2,740 3,128 2,717
Interest expense 995 1,173 1,032

Net interest income 1,745 1,955 1,685
Provision for consumer 

loan losses 1,173 1,493 1,214
Net credit income 572 462 471
Net revenues 3,200 2,967 2,789

Compensation and benefits 565 544 486
Occupancy and equipment 73 64 61
Brokerage, clearing and 

exchange fees 14 12 —
Information processing and 

communications 474 478 482
Marketing and business 

development 924 786 731
Professional services 98 73 52
Other 216 259 286

Total non-interest expenses 2,364 2,216 2,098
Gain on sale of businesses 362 — — 
Income before income taxes 1,198 751 691
Provision for income taxes 510 283 257
Net income $ 688 $ 468 $ 434

CREDIT AND TRANSACTION SERVICES

In fiscal 1998, Credit and Transaction Services net income increased

47% to $688 million, including a net after-tax gain of $163 mil-

lion related to the sale of the Company’s interest in the operations

of SPS and certain BRAVO receivables. Excluding this gain, net

income increased 12%. The increase in net income in fiscal 1998  

was primarily attributable to the gain on the above-mentioned sales

and a lower provision for loan losses primarily resulting from the sale

of Prime Option and the operations of SPS. This increase was par-

tially offset by increases in marketing and business development

expense and incremental taxes associated with the sale of the oper-

ations of SPS. In fiscal 1997, net income increased 8% to $468

million. Fiscal 1997 net income was positively impacted by higher

average levels of consumer loans, credit card fees and interest rev-

enue enhancements introduced in fiscal 1996 and higher general

purpose credit card transaction volume, partially offset by increased

consumer credit losses and higher non-interest expenses.

The sale of Prime Option, the operations of SPS and

certain BRAVO receivables reflect the Company’s strategic deci-

sion to focus on the growth of its existing Discover Card brand and

Discover/NOVUS Network. Reflecting this renewed focus, the

Company introduced the Discover® Platinum Card in December

1998 and plans to launch the Discover Card in a major foreign mar-

ket during fiscal 1999.

As a result of enhancements made to certain of the

Company’s operating systems in the fourth quarter of fiscal 1997,

the Company began recording charged-off cardmember fees and inter-

est revenue directly against the income statement line items to

which they were originally recorded. Prior to the enhancements,

charged-off cardmember fees and interest revenue both were recorded

as a reduction of interest revenue. While this change had no impact

on net revenues, the Company believes the revised presentation bet-

ter reflects the manner in which charge-offs affect the Credit and

Transaction Services statements of income. However, since prior peri-

ods have not been restated to reflect this change, the comparabil-

ity of merchant and cardmember fees and interest revenue between

fiscal 1998 and fiscal 1997 has been affected. Accordingly, the fol-

lowing sections also will discuss the changes in these income state-

ment categories excluding the impact of this reclassification.

Credit and Transaction Services statistical data were as follows:

FISCAL fiscal fiscal
(dollars in billions) 1998 1997 1996

Consumer loans at fiscal year-end:
Owned $16.0 $20.9 $22.1
Managed $32.5 $36.0 $35.3

General Purpose Credit Card 
transaction volume $58.0 $55.8 $53.6
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The lower level of consumer loans at November 30, 1998 reflects

the Company’s sale of Prime Option, the operations of SPS and cer-

tain BRAVO receivables during fiscal 1998.

Merchant and Cardmember Fees

Merchant and cardmember fees include revenues from fees charged

to merchants on credit card sales, late payment fees, overlimit fees,

insurance fees, cash advance fees, and fees for the administration

of credit card programs and transaction processing services.

Merchant and cardmember fees decreased 3% in fis-

cal 1998 and increased 13% in fiscal 1997. Excluding the effect

of the reclassification of charged-off cardmember fees discussed

above, merchant and cardmember fees would have increased 2% in

fiscal 1998. This increase in fiscal 1998 was attributable to higher

merchant discount revenue primarily associated with increased

growth of general purpose credit card transaction volume related to

the Discover Card offset by lower revenues due to the sale of the oper-

ations of SPS in October 1998. In addition, merchant and card-

member fees benefited from higher overlimit and late fees attributable

to a fee increase introduced during fiscal 1998 and an increase in

occurrences of delinquent and overlimit accounts. Partially offsetting

these increases was a decrease in cash advance fees as a result of

lower cash advance transaction volume primarily attributable to lim-

its on cash advances imposed by the Company in an effort to improve

credit quality. The increase in fiscal 1997 was due to an increase in

merchant discount revenue associated with increased growth of gen-

eral purpose credit card transaction volume and increased late pay-

ment fees and overlimit fees. The increase in overlimit fees was due

to a higher incidence of overlimit occurrences. The increase in late

payment fee revenues was due to an increase in the incidence of late

payments and higher levels of delinquent accounts. 

Servicing Fees

Servicing fees are revenues derived from consumer loans which

have been sold to investors through asset securitizations. Cash

flows from the interest yield and cardmember fees generated by secu-

ritized loans are used to pay investors in these loans a predetermined

fixed or floating rate of return on their investment, to reimburse the

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 servic-

ing fees in the consolidated statements of income. The sale of con-

sumer loans through asset securitizations therefore has the effect of

converting portions of net credit income and fee income to servic-

ing fees. The Company completed asset securitizations of $4.5 bil-

lion in fiscal 1998 and $2.8 billion in fiscal 1997. The asset

securitizations in fiscal 1998 and 1997 have expected maturities

ranging from three to 10 years from the date of issuance.

The table below presents the components of servicing fees:

FISCAL fiscal fiscal
(dollars in millions) 1998 1997 1996

Merchant and cardmember fees $ 505 $ 436 $ 307
Interest revenue 2,598 2,116 2,025
Interest expense (1,010) (829) (792)
Provision for consumer 

loan losses (1,165) (961) (731)
Servicing fees $ 928 $ 762 $ 809

Servicing fees are affected by the level of securitized loans, the spread

between the 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 loans. Servicing

fees also include the effects of interest rate contracts entered into

by the Company as part of its interest rate risk management program.

Servicing fees increased 22% in fiscal 1998 and decreased 6% in

fiscal 1997. The increase in fiscal 1998 was due to higher levels

of net interest cash flows and increased fee revenue, partially off-

set by increased credit losses from securitized consumer loans

which were primarily a result of higher levels of average securitized

loans. The decline in fiscal 1997 servicing fees was attributable to

higher credit losses, partially offset by higher cardmember fees and

net interest revenues. 

Commission Revenues

Commission revenues arise from customer securities transactions

associated with Discover Brokerage Direct, Inc. (“DBD”), the

Company’s provider of electronic brokerage services acquired in

January 1997. Commission revenues increased 33% in fiscal 1998

resulting from an increase in the level of customer trading activity,

partially offset by lower revenue per trade due to an increase in

Internet trades as a percentage of total trades. In addition, fiscal

1998 contained a full year of commissions for DBD, while fiscal 1997

reflected only 10 months. 
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Asset Management, Distribution and Administration Fees 

Asset management, distribution and administration fees include rev-

enues from asset management services, including fund management

fees which are received by DBD for promoting and distributing

mutual funds. 

Net Interest Income

Net interest income is equal to the difference between interest rev-

enue derived from Credit and Transaction Services consumer loans

and short-term investment assets and interest expense incurred to

finance those assets. Credit and Transaction Services assets, con-

sisting primarily of consumer loans, earn interest revenue at both fixed

rates and market-indexed variable rates. The Company incurs inter-

est expense at fixed and floating rates. Interest expense also includes

the effects of 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 interest rates and is accomplished primarily through matched

financing, which entails matching the repricing schedules of con-

sumer loans and the related financing.

The following tables present analyses of Credit and

Transaction Services average balance sheets and interest rates in fis-

cal 1998, fiscal 1997 and fiscal 1996 and changes in net interest

income during those fiscal years:
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AVERAGE BALANCE SHEET ANALYSIS

FISCAL 1998 FISCAL 1997(3) FISCAL 1996(3)

AVERAGE Average Average
(dollars in millions) BALANCE RATE INTEREST Balance Rate Interest Balance Rate Interest

ASSETS

Interest earning assets:
General purpose credit card loans $17,184 13.87% $2,383 $19,512 14.03% $2,738 $17,083 13.99% $2,391
Other consumer loans 1,374 16.70 229 1,773 15.73 279 1,766 14.25 252
Investment securities 496 6.25 31 176 5.45 10 234 5.38 13
Other 1,465 6.61 97 1,680 6.06 101 1,078 5.60 61

Total interest earning assets 20,519 13.35 2,740 23,141 13.52 3,128 20,161 13.47 2,717
Allowance for loan losses (847) (828) (669)
Non interest earning assets 1,517 1,529 1,334

Total assets $21,189 $23,842 $20,826

LIABILITIES AND SHAREHOLDERS’ EQUITY

Interest bearing liabilities:
Interest bearing deposits

Savings $ 1,073 4.79% $ 51 $ 963 4.27% $ 41 $ 1,021 4.58% $ 47
Brokered 5,656 6.62 375 4,589 6.66 306 3,418 6.93 237
Other time 2,189 6.16 135 2,212 6.12 135 1,921 6.05 116

Total interest bearing deposits 8,918 6.29 561 7,764 6.21 482 6,360 6.29 400
Other borrowings 7,162 6.06 434 11,371 6.07 691 10,307 6.11 632

Total interest bearing liabilities 16,080 6.19 995 19,135 6.13 1,173 16,667 6.18 1,032
Shareholders’ equity/other liabilities 5,109 4,707 4,159

Total liabilities and 
shareholders’ equity $21,189 $23,842 $20,826

Net interest income $1,745 $1,955 $1,685
Net interest margin(1) 8.51% 8.45% 8.36%
Interest rate spread(2) 7.16% 7.39% 7.29%

(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.
(3) Certain prior-year information has been reclassified to conform to the current year’s presentation.
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RATE/VOLUME ANALYSIS

INCREASE/(DECREASE) DUE TO CHANGES IN: 1998 vs. 1997 1997 vs. 1996
(dollars in millions) VOLUME RATE TOTAL Volume Rate Total

INTEREST REVENUE

General purpose credit card loans $(327) $(28) $(355) $339 $ 8 $347
Other consumer loans (63) 13 (50) 1 26 27
Investment securities 17 4 21 (3) — (3)
Other (12) 8 (4) 33 7 40
Total interest revenue (353) (35) (388) 400 11 411

INTEREST EXPENSE

Interest bearing deposits:
Savings 5 5 10 (3) (3) (6)
Brokered 71 (2) 69 81 (12) 69
Other time (1) 1 — 18 1 19
Total interest bearing deposits 72 7 79 88 (6) 82

Other borrowings (256) (1) (257) 64 (5) 59
Total interest expense (188) 10 (178) 151 (10) 141

Net interest income $(165) $(45) $(210) $249 $21 $270

Net interest income decreased 11% in fiscal 1998 and increased

16% in fiscal 1997. Excluding the effect of the reclassification of

charged-off cardmember fees discussed previously, net interest

income would have decreased 15% in fiscal 1998. The decrease in

fiscal 1998 was due to lower average levels of owned consumer loans

and a lower yield on general purpose credit card loans. The decrease

in owned consumer loans was primarily due to an increase in secu-

ritized loans and the sale of the Prime Option and SPS portfolios.

The lower yield on general purpose credit card loans in fiscal 1998

was due to a larger number of cardmembers taking advantage of pro-

motional rates. In both years, the effects of changes in interest rates

on the Company’s variable rate loan portfolio were substantially off-

set by comparable changes in the Company’s cost of funds for the

related financing. The Company believes that the effect of changes

in market interest rates on net interest income was mitigated as a

result of its liquidity and interest rate risk management policies. The

increase in net interest income in fiscal 1997 was due to higher aver-

age levels of consumer loans outstanding, partially offset by the

effects of higher charge-offs on interest revenue. The impact of higher

charge-offs in fiscal 1997 was mitigated by pricing actions imple-

mented in the fourth quarter of fiscal 1996.

The Company anticipates the repricing of a substan-

tial portion of its existing credit card receivables to a fixed interest

rate during fiscal 1999. The Company does not believe this repric-

ing will have a material impact on its interest rate sensitivity due to

the Company’s matched financing objectives. 
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SUPPLEMENTAL AVERAGE MANAGED LOAN INFORMATION

FISCAL 1998 FISCAL 1997 FISCAL 1996
AVERAGE Average Average

(dollars in millions) BALANCE RATE Balance Rate Balance Rate

Consumer loans $34,619 14.86% $34,619 14.83% $31,459 14.83%
General purpose credit card loans 32,684 14.72 32,176 14.72 29,021 14.81
Total interest earning assets 36,580 14.41 36,475 14.38 32,770 14.46
Total interest bearing liabilities 32,141 6.16 32,469 6.17 29,277 6.22
Consumer loan interest rate spread 8.70 8.66 8.61
Interest rate spread 8.25 8.21 8.24
Net interest margin 9.00 8.89 8.90

Provision for Consumer Loan Losses

The provision for consumer loan losses is the amount necessary to

establish the allowance for 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 Company’s allowance for loan

losses is regularly evaluated by management for adequacy on a

portfolio-by-portfolio basis and was $787 million at November 30,

1998 and $884 million at November 30, 1997.

The provision for consumer loan losses, which is

affected by net charge-offs, loan volume and changes in the amount

of consumer loans estimated to be uncollectable, decreased 21% in

fiscal 1998 and increased 23% in fiscal 1997. The decrease in fis-

cal 1998 was due to a decrease in net charge-offs resulting from lower

average levels of owned consumer loans, primarily attributable to an

increased level of securitized loans and reduced levels of charge-offs

associated with the sale of Prime Option and SPS receivables, par-

tially offset by a small increase in the net charge-off rate of the

Discover Card portfolio. The provision for loan losses also was posi-

tively impacted by a decline in the loan loss allowance in connection

with securitization transactions entered into prior to the third quar-

ter of 1996. The Company expects this loan loss allowance will be

fully amortized over fiscal 1999. In fiscal 1997, the increase in con-

sumer loan losses was primarily due to higher net charge-offs, which

resulted from an increase in the percentage of consumer loans

charged off and a higher level of average consumer loans outstand-

ing. The Company’s expectations about 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 consumer loan delinquencies and charge-

offs, changes in consumer spending and payment behaviors, bank-

ruptcy trends, the seasoning of the Company’s loan portfolio, interest

rate movements and their impact on consumer behavior, and the rate

and magnitude of changes in the Company’s consumer loan portfo-

lio, including the overall mix of accounts, products and loan balances

within the portfolio.

Consumer loans are considered delinquent when inter-

est or principal payments become 30 days past due. Consumer

loans are charged-off when they become 180 days past due, except

in the case of bankruptcies and fraudulent transactions, where

loans are charged-off earlier. Loan delinquencies and charge-offs are

primarily affected by changes in economic conditions and may vary

throughout the year due to seasonal consumer spending and payment

behaviors. Delinquency rates decreased in fiscal 1998 as a reflec-

tion of the Company’s increased focus on credit quality and account

collections, as well as the sale of Prime Option, SPS and BRAVO.

From time to time, the Company has offered and may

continue to offer cardmembers with accounts in good standing the

The supplemental table below provides average man-

aged loan balance and rate information which takes into account

both owned and securitized loans:
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30-89 days past due at November 30, 1997 as compared with

November 30, 1996 was favorably impacted by a September 1997

skip-a-payment offer allowing certain cardmembers to skip their next

monthly payment. The following table presents delinquency and net

charge-off rates with supplemental managed loan information: 

opportunity to skip the minimum monthly payment, while continuing

to accrue periodic finance charges, without being considered to be past

due (“skip-a-payment”). The comparison of delinquency rates at any

particular point in time may be affected depending on the timing of

the skip-a-payment program. The delinquency rate for consumer loans

ASSET QUALITY

FISCAL 1998 FISCAL 1997 FISCAL 1996
(dollars in millions) OWNED MANAGED Owned Managed Owned Managed

Consumer loans at period-end $15,996 $32,502 $20,917 $35,950 $20,085 $33,316
Consumer loans contractually past due as a percentage of 

period-end consumer loans:
30 to 89 days 3.54% 3.69% 3.96% 3.91% 4.45% 4.49%
90 to 179 days 2.67% 2.84% 3.11% 3.07% 2.78% 2.78%

Net charge-offs as a percentage of average consumer loans 6.75% 6.90% 6.78% 6.95% 5.29% 5.43%

Non-Interest Expenses

Total non-interest expenses increased 7% to $2,364 million in fis-

cal 1998 and 6% to $2,216 million in fiscal 1997.

Employee compensation and benefits expense

increased 4% in fiscal 1998 and 12% in fiscal 1997. The increase

in fiscal 1998 was due to an increased number of employees and

higher executive compensation costs associated with Discover Card

operations and DBD, offset by lower compensation costs associated

with the sale of Prime Option and the operations of SPS. The

increase in fiscal 1997 was due to an increased number of employ-

ees and employment costs associated with processing increased credit

card transaction volume and servicing additional Discover/NOVUS

Network merchants and active credit card accounts, including col-

lection activities.

Occupancy and equipment expense increased 14% in

fiscal 1998 and 5% in fiscal 1997. The increases in both years were

due to higher rent and other occupancy costs at certain of the

Company’s facilities, including payment processing centers.

Brokerage, clearing and exchange fees increased 17%

from fiscal 1997. The increase is attributable to higher levels of DBD

customer trading volume, partially offset by lower costs per trade

resulting from DBD’s implementation of self-clearing operations in

October 1998.

Information processing and communications expense

decreased 1% in fiscal 1998 and 1997. In fiscal 1998, lower

transaction processing costs resulting from the sale of the operations

of SPS were partially offset by higher external data processing costs

related to the Year 2000 project and increased cardmember data

analysis associated with credit risk management activity. In fiscal

1997, information processing and communications expense

increased due to higher levels of transaction volume, additional

Discover/NOVUS Network servicing costs and the development of the

systems supporting the Company’s multi-card strategy. In fiscal

1997, the increases were offset by an adjustment resulting from the

sale of the Company’s indirect interest in one of the Company’s trans-

action processing vendors.

Marketing and business development expense

increased 18% in fiscal 1998 and 8% in fiscal 1997. The increase

in fiscal 1998 was attributed to higher advertising and promo-

tional expenses associated with increased direct mail and other pro-

motional activities related to the Discover Card, Private Issue®

Card, partnership programs and DBD, as well as higher cardmem-

ber rewards expense. The Company increased marketing and pro-

motional spending significantly in the third and fourth quarters of

fiscal 1998 in an effort to renew and increase growth in the Discover

Card brand. In the past several years, the Company focused its atten-

tion on improving and maintaining credit quality. In fiscal 1999,

the Company expects to continue to invest in the growth of its credit

card business, including the introduction of a Discover Platinum Card

and the launch of the Discover Card into a major foreign market.



* THIRTY-NINE *

MORGAN STANLEY DEAN WITTER * 1998 ANNUAL REPORT

The increase in fiscal 1997 was primarily attributable to higher card-

member rewards expense and marketing and promotional costs.

Higher marketing and promotional costs were associated with the

growth of new and existing credit card brands. Cardmember rewards

expense includes the Cashback Bonus® award, pursuant to which

the Company annually pays Discover Cardmembers and Private

Issue Cardmembers electing this feature a percentage of their pur-

chase amounts ranging up to 1% (up to 2% for the Private Issue

Card) based upon a cardmember’s level of annual purchases. Higher

cardmember rewards expense in both years was associated with

growth in credit card transaction volume and increased credit card-

member qualification for higher award levels. Commencing March

1, 1998, the terms of the Private Issue Cashback Bonus program

were amended by limiting the maximum annual bonus amount to

$500 and by increasing the amount of purchases required to

receive this bonus amount. Cardmember rewards expense was not

materially impacted by these changes. 

Professional services expense increased 34% in fiscal

1998 and 40% in fiscal 1997. The increase in fiscal 1998 was due

to services related to increased partnership program activity, higher

expenditures for consumer credit counseling and collections services

and consulting fees. The increase in fiscal 1997 was primarily due

to higher expenditures for consumer credit counseling and collec-

tions services.

Other non-interest expenses decreased 17% in fiscal

1998 and 9% in fiscal 1997. Other expenses primarily include fraud

losses, credit inquiry fees and other administrative costs. The

decrease in both years was due to a continuing decline in the level

of fraud losses. Fiscal 1998 also reflects a lower level of expenses

resulting from the sale of Prime Option and the operations of SPS.

Seasonal Factors

The credit card lending activities of Credit and Transaction Services

are affected by seasonal patterns of retail purchasing. Historically,

a substantial percentage of credit card loan growth occurs in the

fourth calendar quarter, followed by a flattening or decline of con-

sumer loans in the following calendar quarter. Merchant fees, there-

fore, have historically tended to increase in the first fiscal quarter,

reflecting higher sales activity in the month of December. Additionally,

higher cardmember rewards expense is accrued in the first fiscal quar-

ter, reflecting seasonal growth in retail sales volume.

LIQUIDITY AND CAPITAL RESOURCES

The Balance Sheet

The Company’s total assets increased to $317.6 billion at November

30, 1998 from $302.3 billion at November 30, 1997, primarily

reflecting growth in cash and cash equivalents, cash and securities

deposited with clearing organizations or segregated under federal and

other regulations, and securities borrowed. A substantial portion of the

Company’s total assets consists of highly liquid marketable securities

and short-term receivables arising principally from securities transac-

tions. The highly liquid nature of these assets provides the Company

with flexibility in financing and managing its business.

Funding and Capital Policies

The Company’s senior management establishes the overall funding

and capital policies of the Company, reviews the Company’s perfor-

mance relative to these policies, monitors the availability of sources

of financing, reviews the foreign exchange risk of the Company, and

oversees the liquidity and interest rate sensitivity of the Company’s

asset and liability position. The primary goal of the Company’s fund-

ing and liquidity activities is to ensure adequate financing over a wide

range of potential credit ratings and market environments.

Many of the Company’s businesses are capital-inten-

sive. Capital is required to finance, among other things, the Company’s

securities inventories, underwriting, principal investments, private

equity activities, consumer loans and investments in fixed assets. As

a policy, the Company attempts to maintain sufficient capital and

funding sources in order to have the capacity to finance itself on a

fully collateralized basis at all times, including periods of financial

stress. Currently, the Company believes it has sufficient capital to meet

its needs. In addition, the Company attempts to maintain total

equity, on a consolidated basis, at least equal to the sum of all of its

subsidiaries’ equity. Subsidiary equity capital requirements are deter-

mined by regulatory requirements (if applicable), asset mix, leverage

considerations and earnings volatility.

The Company views return on equity to be an impor-

tant measure of its performance, in the context of both the partic-

ular business environment in which the Company is operating and

its peer group’s results. In this regard, the Company actively man-

ages its consolidated capital position based upon, among other
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things, business opportunities, capital availability and rates of return

together with internal capital policies, regulatory requirements and

rating agency guidelines and therefore, in the future, may expand

or contract its capital base to address the changing needs of its busi-

nesses. The Company also has returned to shareholders internally

generated equity capital which was in excess of the needs of its busi-

nesses through common stock repurchases and dividends.

The Company’s liquidity policies emphasize diversifi-

cation of funding sources. The Company also follows a funding strat-

egy which is designed to ensure that the tenor of the Company’s

liabilities equals or exceeds the expected holding period of the assets

being financed. Short-term funding generally is obtained at rates

related to U.S., Euro or Asian money market rates for the currency bor-

rowed. Repurchase transactions are effected at negotiated rates.

Other borrowing costs are negotiated depending upon prevailing mar-

ket conditions (see Notes 5 and 6 to the consolidated financial state-

ments). Maturities of both short-term and long-term financings are

designed to minimize exposure to refinancing risk in any one period.

The volume of the Company’s borrowings generally fluc-

tuates in response to changes in the amount of repurchase transactions

outstanding, the level of the Company’s securities inventories and

consumer loans receivable, and overall market conditions. Availability

and cost of financing to the Company can vary depending upon mar-

ket conditions, the volume of certain trading activities, the Company’s

credit ratings and the overall availability of credit. The Company,

therefore, maintains a surplus of unused short-term funding sources

at all times to withstand any unforeseen contraction in credit capac-

ity. In addition, the Company attempts to maintain cash and unhy-

pothecated marketable securities equal to at least 110% of its

outstanding short-term unsecured borrowings. The Company has in

place a contingency funding strategy, which provides a comprehensive

one-year action plan in the event of a severe funding disruption.

The Company views long-term debt as a stable source

of funding for core inventories, consumer loans and illiquid assets and,

therefore, maintains a long-term debt-to-capitalization ratio at a

level appropriate for the current composition of its balance sheet. In

general, fixed assets are financed with fixed rate long-term debt, and

securities inventories and all current assets are financed with a com-

bination of short-term funding, floating rate long-term debt or fixed

rate long-term debt swapped to a floating basis. Both fixed rate and

floating rate long-term debt (in addition to sources of funds accessed

directly by the Company’s Credit and Transaction Services business)

are used to finance the Company’s consumer loan portfolio. Consumer

loan financing is targeted to match the repricing and duration char-

acteristics of the loans financed. The Company uses derivative prod-

ucts (primarily interest rate, currency and equity swaps) to assist in

asset and liability management, reduce borrowing costs and hedge

interest rate risk (see Note 6 to the consolidated financial statements).

The Company’s reliance on external sources to finance

a significant portion of its day-to-day operations makes access to global

sources of financing important. The cost and availability of unsecured

financing generally are dependent on the Company’s short-term and

long-term debt ratings. In addition, the Company’s debt ratings can

have a significant impact on certain trading revenues, particularly in

those businesses where longer term counterparty performance is

critical, such as over-the-counter derivative transactions.

As of January 31, 1999, the Company’s credit ratings

were as follows:
Commercial Senior

Paper Debt

Dominion Bond Rating Service R-1 n/a
Duff & Phelps Credit Rating Co. D-1+ AA
Fitch IBCA, Inc. F1+ AA–
Japan Rating & Investment Information, Inc. A-1+ AA–
Moody’s Investors Service P-1 Aa3
Standard & Poor’s A-1 A+
Thomson BankWatch, Inc. TBW-1 AA

During fiscal 1998, Moody’s Investors Service upgraded the

Company’s senior debt rating from A1 to Aa3. In January 1999, Duff

& Phelps Credit Rating Co. upgraded the Company’s senior debt rat-

ing from AA– to AA.

As the Company continues its global expansion and

derives revenues increasingly from various currencies, foreign cur-

rency management is a key element of the Company’s financial poli-

cies. The Company benefits from operating in several different

currencies because weakness in any particular currency often is off-

set by strength in another currency. The Company closely monitors

its exposure to fluctuations in currencies and, where cost-justified,

adopts strategies to reduce the impact of these fluctuations on the

Company’s financial performance. These strategies include engag-
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ing in various hedging activities to manage income and cash flows

denominated in foreign currencies and using foreign currency bor-

rowings, when appropriate, to finance investments outside the U.S.

Principal Sources of Funding

The Company funds its balance sheet on a global basis. The

Company’s funding for its Securities and Asset Management business

is raised through diverse sources. These sources include the

Company’s capital, including equity and long-term debt; repurchase

agreements; U.S., Canadian, Euro and Japanese commercial paper;

letters of credit; unsecured bond borrows; securities lending; buy/sell

agreements; municipal reinvestments; master notes; and committed

and uncommitted lines of credit. Repurchase agreement transactions,

securities lending and a portion of the Company’s bank borrowings

are made on a collateralized basis and therefore provide a more sta-

ble source of funding than short-term unsecured borrowings.

The funding sources utilized for the Company’s Credit

and Transaction Services business include the Company’s capital,

including equity and long-term debt, asset securitizations, commercial

paper, deposits, asset-backed commercial paper, Federal Funds

and short-term bank notes. The Company sells consumer loans

through asset securitizations using several transaction structures.

Riverwoods Funding Corporation (“RFC”), an entity included in the

consolidated financial statements of the Company, issues asset-

backed commercial paper.

The Company’s bank subsidiaries solicit deposits from

consumers, purchase Federal Funds and issue short-term bank

notes. Interest bearing deposits are classified by type as savings, bro-

kered and other time deposits. Savings deposits consist primarily of

money market deposits and certificate of deposit accounts sold

directly to cardmembers and savings deposits from individual clients.

Brokered deposits consist primarily of certificates of deposit issued

by the Company’s bank subsidiaries. Other time deposits include insti-

tutional certificates of deposit. The Company, through Greenwood

Trust Company, an indirect subsidiary of the Company, sells notes

under a short-term bank note program.

The Company maintains borrowing relationships with

a broad range of banks, financial institutions, counterparties and oth-

ers from which it draws funds in a variety of currencies.

The Company maintains a senior revolving credit

agreement with a group of banks to support general liquidity needs,

including the issuance of commercial paper (the “MSDW Facility”).

Under the terms of the MSDW Facility, the banks are committed to

provide up to $6.0 billion. The MSDW Facility contains restrictive

covenants which require, among other things, that the Company main-

tain shareholders’ equity of at least $9.1 billion at all times. The

Company believes that the covenant restrictions will not impair the

Company’s ability to pay its current level of dividends. At November

30, 1998, no borrowings were outstanding under the MSDW Facility.

The Company maintains a master collateral facility

that enables Morgan Stanley & Co. Incorporated (“MS&Co.”), one of

the Company’s U.S. broker-dealer subsidiaries, to pledge certain col-

lateral to secure loan arrangements, letters of credit and other finan-

cial accommodations (the “MS&Co. Facility”). As part of the MS&Co.

Facility, MS&Co. also maintains a secured committed credit agreement

with a group of banks that are parties to the master collateral facility

under which such banks are committed to provide up to $1.875 bil-

lion. The credit agreement contains restrictive covenants which

require, among other things, that MS&Co. maintain specified levels

of consolidated shareholders’ equity and Net Capital, as defined. In

January 1999, the MS&Co. Facility was renewed. At November 30,

1998, no borrowings were outstanding under the MS&Co. Facility.

The Company also maintains a revolving committed

financing facility that enables Morgan Stanley & Co. International

Limited (“MSIL”), the Company’s London-based broker-dealer sub-

sidiary, to secure committed funding from a syndicate of banks by

providing a broad range of collateral under repurchase agreements

(the “MSIL Facility”). Such banks are committed to provide up to

an aggregate of $1.85 billion available in 12 major currencies and,

effective January 1, 1999, the euro. The facility agreements con-

tain restrictive covenants which require, among other things, that

MSIL maintain specified levels of Shareholders’ Equity and Financial

Resources, each as defined. At November 30, 1998, no borrowings

were outstanding under the MSIL Facility.

RFC maintains a senior bank credit facility to support

the issuance of asset-backed commercial paper in the amount of $2.6

billion. Under the terms of the asset-backed commercial paper pro-

gram, certain assets of RFC were subject to a lien in the amount of
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$2.6 billion at November 30, 1998. RFC has never borrowed from

its senior bank credit facility.

The Company anticipates that it will utilize the

MSDW Facility, the MS&Co. Facility or the MSIL Facility for short-

term funding from time to time (see Note 5 to the consolidated finan-

cial statements).

Fiscal 1998 and Subsequent Activity

During fiscal 1998, the Company took several steps to extend the matu-

rity of its liabilities, reduce its reliance on unsecured short-term fund-

ing and increase its capital. These steps contributed to a net increase

in capital of $4,345 million to $37,922 million at November 30, 1998.

During fiscal 1998, the Company issued senior notes

aggregating $9,800 million, including non-U.S. dollar currency

notes aggregating $1,640 million, primarily pursuant to its public

debt shelf registration statements. These notes have maturities

from 1999 to 2028 and a weighted average coupon interest rate of

5.6% at November 30, 1998; the Company has entered into cer-

tain transactions to obtain floating interest rates based primarily on

short-term LIBOR trading levels. At November 30, 1998, the aggre-

gate outstanding principal amount of the Company’s Senior

Indebtedness (as defined in the Company’s public debt shelf regis-

tration statements) was approximately $45.3 billion. Between

November 30, 1998 and January 31, 1999, the Company issued

additional debt obligations aggregating approximately $2,298 mil-

lion. These notes have maturities from 2000 to 2013.

Effective January 1999, the Company’s Board of

Directors authorized the Company to purchase, subject to market con-

ditions and certain other factors, up to $1 billion of the Company’s

common stock. The Board of Directors also approved a separate ongo-

ing repurchase authorization in connection with awards granted

under the Company’s equity-based compensation plans. During fis-

cal 1998, the Company purchased $2,925 million of its common

stock. Subsequent to November 30, 1998 and through January

31, 1999, the Company purchased an additional $110 million of

its common stock.

On March 5, 1998, MSDW Capital Trust I, a Delaware

statutory business trust (the “Capital Trust”), all of the common secu-

rities of which are owned by the Company, issued $400 million of

7.10% Capital Securities (the “Capital Securities”) that are guar-

anteed by the Company. The Capital Trust issued the Capital

Securities and invested the proceeds in 7.10% Junior Subordinated

Deferrable Interest Debentures issued by the Company, which are due

February 28, 2038.

On March 12, 1998, the Company’s shelf registration

statement for an additional $8 billion of debt securities, warrants,

preferred stock or purchase contracts, or any combination thereof

in the form of units, became effective.

On August 31, 1998, the Company redeemed all

1,000,000 outstanding shares of its 7-3/8% Cumulative Preferred

Stock at a redemption price of $200 per share. The Company also

simultaneously redeemed all corresponding Depositary Shares at a

redemption price of $25 per Depositary Share. Each Depositary Share

represented 1/8 of a share of the Company’s 7-3/8% Cumulative

Preferred Stock.

On January 28, 1999, the Company and Morgan

Stanley Finance, plc, a U.K. subsidiary, called for redemption all of

the outstanding 7.82% Capital Units and 7.80% Capital Units on

February 28, 1999. The aggregate principal amount of the Capital

Units to be redeemed is $352 million.

At November 30, 1998, certain assets of the Company,

such as real property, equipment and leasehold improvements of $1.8

billion, and goodwill and other intangible assets of $1.2 billion, were

illiquid. In addition, certain equity investments made in connection

with the Company’s private equity and other principal investment

activities, high-yield debt securities, emerging market debt, and cer-

tain collateralized mortgage obligations and mortgage-related loan

products are not highly liquid. 

In connection with its private equity and other principal

investment activities, the Company has equity investments (directly

or indirectly through funds managed by the Company) in privately

and publicly held companies. As of November 30, 1998, the aggre-

gate carrying value of the Company’s equity investments in pri-

vately held companies (including direct investments and partnership

interests) was $185 million, and its aggregate investment in pub-

licly held companies was $320 million.

The Company acts as an underwriter of and as a mar-

ket-maker in mortgage-backed pass-through securities, collateralized

mortgage obligations and related instruments and as a market-

maker in commercial, residential and real estate loan products. In

this capacity, the Company takes positions in market segments in

which liquidity can vary greatly from time to time. The carrying value
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of the portion of the Company’s mortgage-related portfolio at

November 30, 1998 traded in markets that the Company believed

were experiencing lower levels of liquidity than traditional mortgage-

backed pass-through securities approximated $1,369 million.

In addition, at November 30, 1998, the aggregate

value of high-yield debt securities and emerging market loans and secu-

ritized instruments held in inventory was $2,395 million (a substan-

tial portion of which was subordinated debt). These securities, loans

and instruments were not attributable to more than 6% to any one

issuer, 22% to any one industry or 18% to any one geographic region.

Non-investment grade securities generally involve greater risk than

investment grade securities due to the lower credit ratings of the

issuers, which typically have relatively high levels of indebtedness and,

therefore, are more sensitive to adverse economic conditions. In addi-

tion, the market for non-investment grade securities and emerging mar-

ket loans and securitized instruments has been, and may in the

future be, characterized by periods of volatility and illiquidity. The

Company has in place credit and other risk policies and procedures

to control total inventory positions and risk concentrations for non-

investment grade securities and emerging market loans and securi-

tized instruments that are administered in a manner consistent with

the Company’s overall risk management policies and procedures (see

“Risk Management” following “Management’s Discussion and Analysis

of Financial Condition and Results of Operations”). 

The Company also has commitments to fund certain

fixed assets and other less liquid investments, including at November

30, 1998 approximately $181 million in connection with its private

equity and other principal investment activities. Additionally, the

Company has provided and will continue to provide financing,

including margin lending and other extensions of credit to clients.

In November 1998, the Company announced that it

had entered into an agreement that will result in the development

of an office tower in New York City. Pursuant to this agreement, the

Company has entered into a 99-year lease for the land at the pro-

posed development site. 

The Company may, from time to time, also provide

financing or financing commitments to companies in connection with

its investment banking and private equity activities. The Company

may provide extensions of credit to leveraged companies in the

form of senior or subordinated debt, as well as bridge financing on

a selective basis. At November 30, 1998, the Company had two com-

mitments to provide an aggregate of $82 million and had one loan

in the amount of $8 million outstanding in connection with its

high-yield underwriting activities. Between November 30, 1998 and

January 31, 1999, the Company’s aggregate commitments increased

to $89 million and had two loans in the amount of $112 million

outstanding.

In September 1998, the Company made an investment

of $300 million in the Long-Term Capital Portfolio, L.P. (“LTCP”). The

Company is a member of a consortium of 14 financial institutions par-

ticipating in an equity recapitalization of LTCP. The objectives of this

investment, the term of which is three years, are to continue active

management of its positions and, over time, reduce excessive risk

exposures and leverage, return capital to the participants and ulti-

mately realize the potential value of the LTCP portfolio. At November

30, 1998, the carrying value of the Company’s investment in LTCP

approximated fair value.

The Company also engages in senior lending activities,

including origination, syndication and trading of senior secured

loans of non-investment grade companies. Such companies are

more sensitive to adverse economic conditions than investment

grade issuers, but the loans generally are made on a secured basis

and are senior to the non-investment grade securities of these

issuers that trade in the capital markets. At November 30, 1998,

the aggregate value of senior secured loans and positions held by the

Company was $1,259 million, and aggregate senior secured loan

commitments were $447 million.

The gross notional and fair value amounts of deriva-

tives used by the Company for asset and liability management and

as part of its trading activities are summarized in Notes 6 and 9,

respectively, to the consolidated financial statements (see also

“Derivative Financial Instruments” herein).

YEAR 2000 AND EMU

Year 2000 Readiness Disclosure

Many of the world’s computer systems (including those in non-

information technology equipment and systems) currently record years

in a two-digit format. If not addressed, such computer systems may

be unable to properly interpret dates beyond the year 1999, which

could lead to business disruptions in the U.S. and internationally (the

“Year 2000” issue). The potential costs and uncertainties associ-

ated with the Year 2000 issue will depend on a number of factors,
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including software, hardware and the nature of the industry in which

a company operates. Additionally, companies must coordinate with

other entities with which they electronically interact.

The Company has established a firm-wide initiative to

address issues associated with the Year 2000. Each of the Company’s

business areas has taken responsibility for the identification and

remediation of Year 2000 issues within its own areas of operations and

for addressing all interdependencies. A corporate team of internal and

external professionals supports the business teams by providing direc-

tion and company-wide coordination as needed. The Year 2000 and

EMU (discussed below) projects have been designated as the high-

est priority activities of the Company’s Information Technology

Department. To ensure that the Company’s computer systems are Year

2000 compliant, a team of Information Technology professionals

began preparing for the Year 2000 issue in 1995. Since then, the

Company has been reviewing its systems and programs to identify those

that contain two-digit year codes and is in the process of upgrading

its global infrastructure and corporate facilities to achieve Year 2000

compliance. In addition, the Company is actively working with its major

external counterparties and suppliers to assess their compliance and

remediation efforts and the Company’s exposure to them.

In addressing the Year 2000 issue, the Company has

identified the following phases. In the Awareness phase, the Company

defined the Year 2000 issue and obtained executive level support and

funding. In the Inventory phase, the Company collected a compre-

hensive list of items that may be affected by Year 2000 compliance

issues. Such items include facilities and related non-information tech-

nology systems (embedded technology), computer systems, hardware,

and services and products provided by third parties. In the Assessment

phase, the Company evaluated the items identified in the Inventory

phase to determine which will function properly with the change to

the new century and ranked items which will need to be remediated

based on their potential impact to the Company. The Remediation

phase includes an analysis of the items that are affected by Year 2000,

the identification of problem areas and the repair of non-compliant

items. The Testing phase includes a thorough testing of all proposed

repairs, including present and forward date testing which simulates

dates in the Year 2000. The Implementation phase consists of plac-

ing all items that have been remediated and successfully tested

into production. Finally, the Integration and External Testing phase

includes exercising business-critical production systems in a future

time environment and testing with external entities.

The Company has completed the Awareness, Inventory

and Assessment phases. As of November 30, 1998, the Remediation,

Testing and Implementation phases were substantially complete.

Due to resource allocations between the Year 2000 and EMU projects,

as well as late vendor delivery of third-party products, the Company

expects that the remaining portions of the Remediation, Testing and

Implementation phases of substantially all mission-critical systems will

be complete by March 31, 1999 as compared with the original

expected completion date of December 31, 1998. The Integration and

External Testing phase commenced in the second quarter of 1998 and

will continue through 1999. In addition, the major business rela-

tionships of the Company have been identified, and the most critical

of them have been or are scheduled to be tested. 

In addition, the Company is closely monitoring the

Year 2000 compliance status of its most critical business relationships.

The Company continues to survey and communicate with counter-

parties, intermediaries and vendors with whom it has important finan-

cial and operational relationships to determine the extent to which they

are vulnerable to Year 2000 issues. As of November 30, 1998, the

Company had not yet received sufficient information from all parties

about their remediation plans to predict the outcomes of their efforts.

In particular, in some international markets in which the Company con-

ducts business, the level of awareness and remediation efforts relat-

ing to the Year 2000 issue is thought to be less advanced than in the

United States.

During the third quarter of fiscal 1998, the Company

participated in the Securities Industry Association’s Beta test and

a test sponsored by the Bank of England’s Central Gilts Office.

These tests were run in “future time,” using a portion of the

Company’s production system, and employed test scripts to check

functionality. The Company has achieved successful results in each

of the industry-wide tests in which it participated. The Company will

continue to participate in industry-wide and vendor-specific tests

throughout 1999.

There are many risks associated with the Year 2000

issue, including the possibility of a failure of the Company’s computer

and non-information technology systems. Such failures could have a

material adverse effect on the Company and may cause systems mal-

functions; incorrect or incomplete transaction processing resulting in

failed trade settlements; the inability to reconcile accounting books

and records; the inability to reconcile credit card transactions and
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balances; the inability to reconcile trading positions and balances with

counterparties; and inaccurate information to manage the Company’s

exposure to trading risks and disruptions of funding requirements. In

addition, even if the Company successfully remediates its Year 2000

issues, it can be materially and adversely affected by failures of third

parties to remediate their own Year 2000 issues. The Company rec-

ognizes the uncertainty of such external dependencies since it can-

not directly control the remediation efforts of third parties. The failure

of third parties with which the Company has financial or operational

relationships, such as securities exchanges, clearing organizations,

depositories, regulatory agencies, banks, clients, counterparties, ven-

dors (including data center, data network and voice service providers)

and utilities, to remediate their computer and non-information tech-

nology systems issues in a timely manner could result in a material

financial risk to the Company.

If the above-mentioned risks are not remedied, the

Company may experience business interruption or shutdown, finan-

cial loss, regulatory actions, damage to the Company’s global fran-

chise and legal liability.

The Company has business continuity plans in place

for its critical business functions on a worldwide basis. The Company

also has in place a contingency funding strategy (see “Liquidity and

Capital Resources”). The Company has begun Year 2000 contingency

planning. The Company is currently reviewing responses from its

major external counterparties and suppliers with respect to Year 2000

preparation, assessing the results of various internal and external sys-

tems tests and analyzing possible Year 2000 scenarios to determine

a range of likely outcomes. The Company intends to document and

test Year 2000 specific contingency plans during fiscal 1999 as part

of its Year 2000 mitigation efforts.

Based upon current information, the Company esti-

mates that the total cost of implementing its Year 2000 initiative will

be between $200 million and $225 million. The decrease in these

estimates from amounts previously reported is associated with the

Company’s sale of its interest in the operations of SPS and with revised

internal estimates. The Year 2000 costs include all activities under-

taken on Year 2000 related matters across the Company, including,

but not limited to, remediation, testing (internal and external), third-

party review, risk mitigation and contingency planning. Through

November 30, 1998, the Company expended approximately $110

million on the Year 2000 project. The Company expects the major-

ity of the remaining costs to be directed primarily toward testing activ-

ities. These costs have been and will continue to be funded through

operating cash flow and are expensed in the period in which they

are incurred.

The Company’s expectations about future costs, the

timely completion and the potential risks of its Year 2000 modifi-

cations are subject to uncertainties that could cause actual results

to differ materially from what has been discussed above. Factors that

could influence the amount of future costs and the effective timing

of remediation efforts include the success of the Company in iden-

tifying computer programs and non-information technology systems

that contain two-digit year codes; the nature and amount of pro-

gramming and testing required to upgrade or replace each of the

affected programs and systems; the nature and amount of testing,

verification and reporting required by the Company’s regulators

around the world, including securities exchanges, central banks

and various governmental regulatory bodies; the rate and magnitude

of related labor and consulting costs; and the success of the

Company’s external counterparties and suppliers, as well as world-

wide exchanges, clearing organizations and depositories, in address-

ing the Year 2000 issue.

EMU

EMU replaces the national currencies of 11 participating European

Union countries with a single European currency — the euro. The

euro was launched on January 1, 1999, when the European Central

Bank assumed control of monetary policy for the participating

nations. During the transition period until the national currencies are

withdrawn from circulation (July 2002 at the latest), such curren-

cies will continue to exist but only as fixed denominations of the euro.

EMU will primarily impact the Company’s Securities and Asset

Management business.

The introduction of the euro presents major business

opportunities for financial market participants such as the Company.

The Company expects that the introduction of the euro will lead to

greater cross-border price transparency and will have a significant

impact on the markets in which the Company operates.

The Company prepared actively for the introduction of

the euro and implemented significant modifications to its informa-

tion technology systems and programs in order to prepare for tran-

sition to the euro. The Company engaged in extensive testing of the
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systems and processes affected by EMU and also communicated

extensively with its clients and counterparties regarding the impli-

cations of EMU. The Company considers that the initial redenomi-

nation exercise that took place between January 1 and January 3,

1999 was successful from the perspective of its internal systems and

books and records. Despite certain initial issues with the settlement

of euro payments, as of January 31, 1999 it appears that the

changeover to the euro has been successful across Europe.

Based upon current information, the Company esti-

mates that the costs associated with reviewing, amending and test-

ing its information technology systems to prepare for EMU for fiscal

1998 and through the project’s completion will be approximately

$76 million. Substantially all of such costs were incurred by the end

of fiscal 1998. These costs have been and will continue to be

funded through operating cash flow and are expensed in the period

in which they are incurred.

REGULATORY CAPITAL REQUIREMENTS

Dean Witter Reynolds Inc. (“DWR”) and MS&Co. are registered broker-

dealers and registered futures commission merchants and, accord-

ingly, are subject to the minimum net capital requirements of the

Securities and Exchange Commission (“SEC”), the New York Stock

Exchange and the Commodity Futures Trading Commission. MSIL, a

London-based broker-dealer subsidiary, is regulated by the Securities

and Futures Authority (“SFA”) in the United Kingdom and, accord-

ingly, is subject to the Financial Resources Requirements of the SFA.

Morgan Stanley Japan Limited (“MSJL”), a Tokyo-based broker-dealer,

is regulated by the Japanese Ministry of Finance with respect to reg-

ulatory capital requirements. DWR, MS&Co., MSIL and MSJL have con-

sistently operated in excess of their respective regulatory requirements

(see Note 11 to the consolidated financial statements).

Certain of the Company’s subsidiaries are Federal

Deposit Insurance Corporation (“FDIC”) insured financial institutions.

Such subsidiaries are therefore subject to the regulatory capital

requirements adopted by the FDIC. These subsidiaries have consis-

tently operated in excess of these and other regulatory requirements.

Certain other U.S. and non-U.S. subsidiaries are sub-

ject to various securities, commodities and banking regulations and

capital adequacy requirements promulgated by the regulatory and

exchange authorities of the countries in which they operate. These

subsidiaries have consistently operated in excess of their applica-

ble local capital adequacy requirements. In addition, Morgan Stanley

Derivative Products Inc., a triple-A rated subsidiary through which

the Company conducts some of its derivative activities, has estab-

lished certain operating restrictions which have been reviewed by

various rating agencies.

EFFECTS OF INFLATION AND CHANGES

IN FOREIGN EXCHANGE RATES

Because the Company’s assets to a large extent are liquid in nature,

they are not significantly affected by inflation. However, inflation may

result in increases in the Company’s expenses, which may not be

readily recoverable in the price of services offered. To the extent infla-

tion results in rising interest rates and has other adverse effects upon

the securities markets, on the value of financial instruments and upon

the markets for consumer credit services, it may adversely affect the

Company’s financial position and profitability.

A portion of the Company’s business is conducted in

currencies other than the U.S. dollar. Non-U.S. dollar assets typi-

cally are financed by direct borrowing or swap-based funding in the

same currency. Changes in foreign exchange rates affect non-U.S.

dollar revenues as well as non-U.S. dollar expenses. Those foreign

exchange exposures that arise and are not hedged by an offsetting

foreign currency exposure are actively managed by the Company to

minimize risk of loss due to currency fluctuations.

DERIVATIVE FINANCIAL INSTRUMENTS

The Company actively offers to clients and trades for its own account

a variety of financial instruments described as “derivative prod-

ucts” or “derivatives.” These products generally take the form of

futures, forwards, options, swaps, caps, collars, floors, swap options

and similar instruments which derive their value from underlying inter-

est rates, foreign exchange rates, or commodity or equity instruments

and indices. All of the Company’s trading-related divisions use

derivative products as an integral part of their respective trading

strategies, and such products are used extensively to manage the

market exposure that results from a variety of proprietary trading activ-

ities (see Note 9 to the consolidated financial statements). In addi-

tion, as a dealer in certain derivative products, most notably interest

rate and currency swaps, the Company enters into derivative contracts

to meet a variety of risk management and other financial needs of

its clients. Given the highly integrated nature of derivative products

and related cash instruments in the determination of overall trad-

ing division profitability and the context in which the Company
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manages its trading areas, it is not meaningful to allocate trading

revenues between the derivative and underlying cash instrument com-

ponents. Moreover, the risks associated with the Company’s deriv-

ative activities, including market and credit risks, are managed on

an integrated basis with associated cash instruments in a manner

consistent with the Company’s overall risk management policies

and procedures (see “Risk Management” following “Management’s

Discussion and Analysis of Financial Condition and Results of

Operations”). It should be noted that while particular risks may be

associated with the use of derivatives, in many cases derivatives serve

to reduce, rather than increase, the Company’s exposure to market,

credit and other risks.

The total notional value of derivative trading contracts

outstanding at November 30, 1998 was $2,860 billion (as compared

with $2,529 billion at November 30, 1997). While these amounts

are an indication of the degree of the Company’s use of derivatives

for trading purposes, they do not represent the Company’s market

or credit exposure and may be more indicative of customer utiliza-

tion of derivatives. The Company’s exposure to market risk relates

to changes in interest rates, foreign currency exchange rates or the

fair value of the underlying financial instruments or commodities.

The Company’s exposure to credit risk at any point in time is rep-

resented by the fair value of such contracts reported as assets.

Such total fair value outstanding as of November 30, 1998 was

$21.4 billion. Approximately $16.2 billion of that credit risk expo-

sure was with counterparties rated single-A or better (see Note 9 to

the consolidated financial statements).

The Company also uses derivative products (primarily

interest rate, currency and equity swaps) to assist in asset and lia-

bility management, reduce borrowing costs and hedge interest rate

risk (see Note 6 to the consolidated financial statements).

The Company believes that derivatives are valuable

tools that can provide cost-effective solutions to complex financial

problems and remains committed to providing its clients with inno-

vative financial products. The Company established Morgan Stanley

Derivative Products Inc. to offer derivative products to clients who will

enter into derivative transactions only with triple-A rated counterparties.

In addition, the Company, through its continuing involvement with reg-

ulatory, self-regulatory and industry activities such as the International

Swaps and Derivatives Association Inc. (“ISDA”), the Securities

Industry Association, the Group of 30 and the U.S. securities firms’

Derivatives Policy Group, provides leadership in the development of

policies and practices in order to maintain confidence in the markets

for derivative products, which is critical to the Company’s ability to

assist clients in meeting their overall financial needs.

RISK MANAGEMENT

RISK MANAGEMENT POLICY AND CONTROL STRUCTURE

Risk is an inherent part of the Company’s business and activities.

The extent to which the Company properly and effectively identifies,

assesses, monitors and manages each of the various types of risk

involved in its activities is critical to its soundness and profitabil-

ity. The Company’s broad-based portfolio of business activities helps

reduce the impact that volatility in any particular area or related areas

may have on its net revenues as a whole. The Company seeks to iden-

tify, assess, monitor and manage, in accordance with defined poli-

cies and procedures, the following principal risks involved in the

Company’s business activities: market risk, credit risk, operational

risk, legal risk and funding risk. Funding risk is discussed in the

Liquidity and Capital Resources section of Management’s Discussion

and Analysis of Financial Condition and Results of Operations begin-

ning on page 23.

Risk management at the Company is a multi-faceted

process with independent oversight that requires constant commu-

nication, judgment and knowledge of specialized products and mar-

kets. The Company’s senior management takes an active role in the

risk management process and has developed policies and procedures

that require specific administrative and business functions to assist

in the identification, assessment and control of various risks. In recog-

nition of the increasingly varied and complex nature of the global

financial services business, the Company’s risk management poli-

cies and procedures are evolutionary in nature and are subject to

ongoing review and modification. 

The Management Committee, composed of the

Company’s most senior officers, establishes the overall risk man-

agement policies for the Company and reviews the Company’s per-

formance relative to these policies. The Management Committee has

created several Risk Committees to assist it in monitoring and

reviewing the Company’s risk management practices. These Risk

Committees, as well as other committees established to manage and

monitor specific risks, review the risk monitoring and risk manage-

ment policies and procedures relating to the Company’s market
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and credit risk profile, sales practices, pricing of consumer loans and

reserve adequacy, legal enforceability and operational and systems

risks. The Controllers, Treasury, Law, Compliance and Governmental

Affairs and Firm Risk Management Departments, which are all inde-

pendent of the Company’s business units, assist senior management

and the Risk Committees in monitoring and controlling the Company’s

risk profile. In addition, the Internal Audit Department, which also

reports to senior management, periodically examines and evaluates

the Company’s operations and control environment. The Company

continues to be committed to employing qualified personnel with

appropriate expertise in each of its various administrative and busi-

ness areas to implement effectively the Company’s risk management

and monitoring systems and processes.

The following is a discussion of the Company’s risk man-

agement policies and procedures for its principal risks (other than

funding risk). The discussion focuses on the Company’s securities trad-

ing (primarily its institutional trading activities) and consumer lend-

ing and related activities. The Company believes that these activities

generate a substantial portion of its principal risks. This discussion

and the estimated amounts of the Company’s market risk exposure

generated by the Company’s statistical analyses are forward-looking

statements. However, the analyses used to assess such risks are not

predictions of future events, and actual results may vary signifi-

cantly from such analyses due to actual events in the markets in which

the Company operates and certain other factors described below.

MARKET RISK

Market risk refers to the risk that a change in the level of one or more

market prices, rates, indices, volatilities, correlations or other market

factors, such as liquidity, will result in losses for a specified position

or portfolio. For a discussion of the Company’s currency exposure

relating to its net monetary investments in non-U.S. dollar functional

currency subsidiaries, see Note 11 to the consolidated 

financial statements.

TRADING AND RELATED ACTIVITIES

Primary Market Risk Exposures and Market Risk Management

During fiscal 1998, the Company had exposures to a wide range of

interest rates, equity prices, foreign exchange rates and commod-

ity prices — and associated volatilities and spreads — related to a

broad spectrum of global markets in which it conducts its trading

activities. The Company is exposed to interest rate risk as a result

of maintaining market making and proprietary positions and trading

in interest rate sensitive financial instruments (e.g., risk arising

from changes in the level or volatility of interest rates, the timing of

mortgage prepayments, the shape of the yield curve and credit

spreads for corporate bonds and emerging market debt). The

Company is exposed to equity price risk as a result of making mar-

kets in equity securities and equity derivatives and maintaining

proprietary positions. The Company is exposed to foreign exchange

rate risk in connection with making markets in foreign currencies,

foreign currency options and maintaining foreign exchange positions.

The Company’s currency trading covers many foreign currencies,

including the yen, deutsche mark, pound sterling, French franc

and, on a going-forward basis, the euro. The Company is exposed to

commodity price risk as a result of trading in commodity-related deriv-

atives and physical commodities. 

The Company manages its trading positions by employ-

ing a variety of strategies, which include diversification of risk expo-

sures and the purchase or sale of positions in related securities and

financial instruments, including a variety of derivative products

(e.g., swaps, options, futures and forwards). The Company manages

the market risk associated with its trading activities on a Company-

wide basis, on a trading division level worldwide and on an individ-

ual product basis. The Company manages and monitors its market

risk exposures in such a way as to maintain a portfolio that the

Company believes is well-diversified with respect to market risk

factors. Market risk limits have been approved for the Company and

each major trading division of the Company worldwide (equity, fixed

income, foreign exchange and commodities). Discrete market risk

limits are assigned to trading desks and, as appropriate, products

and regions, that are compatible with the trading division limits.

Trading division risk managers, desk risk managers and the Firm Risk

Management Department all monitor market risk measures against

limits and report major market and position events to senior management. 

The Firm Risk Management Department independently

reviews the Company’s trading portfolios on a regular basis from a mar-

ket risk perspective utilizing Value-at-Risk and other quantitative and

qualitative risk measurements and analyses. The Company may use
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measures, such as rate sensitivity, convexity, volatility and time

decay measurements, to estimate market risk and to assess the sen-

sitivity of positions to changes in market conditions. Stress testing,

which measures the impact on the value of existing portfolios of spec-

ified changes in market factors, for certain products is performed peri-

odically and reviewed by trading division risk managers, desk risk

managers and the Firm Risk Management Department.

Value-at-Risk 

The statistical technique known as Value-at-Risk (“VaR”) is one of

the tools used by management to measure, monitor and review the

market risk exposures of the Company’s trading portfolios. The

Company’s independent Firm Risk Management Department cal-

culates and distributes daily VaR-based risk measures to various

levels of management.

VaR Methodology, Assumptions and Limitations

The Company estimates VaR using a model based on historical sim-

ulation with a confidence level of 99%. Historical simulation involves

constructing a distribution of hypothetical daily changes in trading

portfolio value. The hypothetical changes in portfolio value are

based on daily observed percentage changes in key market indices

or other market factors (“market risk factors”) to which the portfo-

lio is sensitive. In the case of the Company’s VaR, the historical obser-

vation period is approximately four years. The Company’s one-day

99% VaR corresponds to the negative change in portfolio value

that, based on observed market risk factor movements, would have

been exceeded with a frequency of 1%, or once in 100 trading days.

The VaR model generally takes into account linear and

non-linear exposures to price and interest rate risk and linear expo-

sure to implied volatility risks. Market risks that are incorporated in

the VaR model include equity and commodity prices, interest rates,

foreign exchange rates and associated volatilities, as well as corre-

lation that exists among these variables. As a supplement to the use

of historical simulation for major market risk factors, the Company’s

VaR model uses Monte Carlo simulation to capture name-specific risk

in global equities and in U.S. corporate and high-yield bonds. As of

November 30, 1998, a total of approximately 500 market risk fac-

tor benchmark data series were incorporated in the Company’s VaR

model covering interest rates, equity prices, foreign exchange rates,

commodity prices and associated volatilities. In addition, the model

includes market risk factors for approximately 7,500 equity names

and 60 classes of corporate and high-yield bonds. 

VaR models such as the Company’s are continually

evolving as the composition of trading portfolios change and as mod-

eling techniques and systems capabilities improve. During fiscal

1998, as part of the Company’s ongoing program of VaR model

enhancement, position and risk coverage were broadened and risk mea-

surement methodologies were refined. Included in such enhancements

were improved capture of implied volatility risks in certain derivative

products and interest rate related risks in mortgage-backed and

emerging-market financial instruments, which had the primary effect

of increasing the VaR for interest rate risk.

Among their benefits, VaR models permit estimation of

a portfolio’s aggregate market risk exposure, incorporating a range of

varied market risks; reflect risk reduction due to portfolio diversification;

and can cover a wide range of portfolio assets yet are relatively easy

to interpret. However, VaR risk measures should be interpreted in light

of the methodology’s limitations, which include the following: past

changes in market risk factors will not always yield accurate predic-

tions of the distributions and correlations of future market movements;

changes in portfolio value in response to market movements may dif-

fer from the responses implicit in a VaR model; published VaR results

reflect past trading positions while future risk depends on future

positions; VaR using a one-day time horizon does not fully capture the

market risk of positions that cannot be liquidated or hedged within

one day; and the historical market risk factor data used for VaR esti-

mation may provide only limited insight into losses that could be

incurred under certain unusual market movements. The Company is

aware of these and other limitations and therefore uses VaR as only

one component in its risk management review process. This process

also incorporates stress testing and extensive risk monitoring and con-

trol at the trading desk, division and Company levels.

VaR for Fiscal 1998

The table below presents the results of the Company’s VaR for each

of the Company’s primary market risk exposures and on an aggre-

gate basis at November 30, 1998 and November 30, 1997, incor-
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porating substantially all financial instruments generating market risk

(including funding liabilities related to hedging trading positions, retail

trading activities and certain private equity positions that are not

reported separately because the aggregate impact on the Company’s

VaR was not material). However, a small proportion of trading posi-

tions generating market risk were not covered, and the modeling of

the risk characteristics of some positions involved approximations

which could be significant under certain circumstances. Market

risks that the Company has found particularly difficult to incorporate

in its VaR model include certain risks associated with mortgage-backed

securities, some commodity price risks (such as electricity price

risk) and liquidity risks in certain financial products. 

Since VaR is based on historical data and changes in

market risk factor returns, VaR should not be viewed as predictive

of the Company’s future financial performance or its ability to man-

age and monitor risk, and there can be no assurance that the

Company’s actual losses on a particular day will not exceed the VaR

amounts indicated below or that such losses will not occur more than

once in 100 trading days.

99%/ONE-DAY VaR
AT NOVEMBER 30, PRIMARY MARKET RISK CATEGORY

(dollars in millions, pre-tax) 1998 1997(1)

Interest rate $36 $42
Equity price 17 17
Foreign exchange rate 5 7
Commodity price 6 6
Subtotal 64 72
Less diversification benefit(2) 26 26
Aggregate Value-at-Risk $38 $46

(1)The Interest rate and Aggregate Value-at-Risk for fiscal 1997 have been restated to reflect the esti-
mated impact of enhancements to the Company’s VaR model made during fiscal 1998 described
above.

(2) Equals the difference between Aggregate VaR and the sum of the VaRs for the four risk categories.
This benefit arises because the simulated 99%/one-day losses for each of the four primary mar-
ket risk categories occur on different days; similar diversification benefits also are taken into account
within each such category.

The change in Aggregate Value-at-Risk from November 30, 1997 to

November 30, 1998 primarily reflected a reduction in certain inter-

est rate risk positions.

In order to facilitate comparison with other global

financial services firms, the Company notes that its Aggregate VaR

at November 30, 1998 for other confidence levels and time horizons

was as follows: $26 million for 95%/one-day VaR and $121 million

for 99%/two-week VaR.

The table below presents the average, high and low

99%/one-day VaR over the course of fiscal 1998 for substantially

all of the Company’s institutional trading activities. This measure of

VaR incorporates most of the Company’s trading-related market

risks. Certain market risks included in the year-end VaR discussed

above are excluded from this measure (i.e., those associated with

the Company’s retail trading activities, equity price risk in certain

private equity positions and funding liabilities related to hedging

trading positions).

DAILY 99%/ONE-DAY VaR FOR FISCAL 1998PRIMARY MARKET RISK CATEGORY
(dollars in millions, pre-tax) High Low Average

Interest rate $50 $35 $41
Equity price 19 12 15
Foreign exchange rate 10 3 5
Commodity price 8 5 6
Aggregate Value-at-Risk $50 $35 $43

The Company evaluates the reasonableness of its VaR model by com-

paring the potential declines in portfolio values generated by the

model with actual trading results. Despite volatile market conditions

during fiscal 1998, there were no days during which the Company

incurred daily trading losses in its institutional trading business in

excess of the 99%/one-day VaR which incorporates the enhancements

to the Company’s VaR model made during fiscal 1998.

The chart below presents the Company’s daily 99%/one-day VaR for

its institutional trading activities over the course of fiscal 1998:
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CONSUMER LENDING AND RELATED ACTIVITIES

Interest Rate Risk and Management

In its consumer lending activities, the Company is exposed to mar-

ket risk primarily from changes in interest rates. Such changes in

interest rates impact interest earning assets, principally credit card

and other consumer loans and net servicing fees received in con-

nection with consumer loans sold through asset securitizations, as

well as the interest-sensitive liabilities which finance these assets,

including asset securitizations, commercial paper, medium-term

notes, long-term borrowings, deposits, asset-backed commercial

paper, Federal Funds and short-term bank notes.

The Company’s interest rate risk management policies

are designed to reduce the potential volatility of earnings which may

arise from changes in interest rates. This is accomplished primar-

ily by matching the repricing of credit card and consumer loans and

the related financing. To the extent that asset and related financing

repricing characteristics of a particular portfolio are not matched effec-

tively, the Company utilizes interest rate derivative contracts, such

as swap and cap agreements, to achieve its matched financing

objectives. Interest rate swap agreements effectively convert the

underlying asset or financing from fixed to variable repricing, from

variable to fixed repricing or, in more limited circumstances, from vari-

able to variable repricing. Interest rate cap agreements effectively

establish a maximum interest rate on certain variable rate financings.

Sensitivity Analysis Methodology, Assumptions and Limitations

For its consumer lending activities, the Company uses a variety of

techniques to assess its interest rate risk exposure, one of which is

interest rate sensitivity simulation. For purposes of presenting the

possible earnings effect of a hypothetical, adverse change in inter-

est rates over the 12-month period from its fiscal year-end, the

Company assumes that all interest rate sensitive assets and liabili-

ties will be impacted by a hypothetical, immediate 100 basis point

increase in interest rates as of the beginning of the period.

Interest rate sensitive assets are assumed to be those

for which the stated interest rate is not contractually fixed for the

next 12-month period. Thus, assets which have a market-based

index, such as the prime rate, which will reset before the end of the

12-month period, or assets with rates that are fixed at fiscal year-

end, but which will mature, or otherwise contractually reset to a

market-based indexed rate prior to the end of the 12-month period,

are rate-sensitive. The latter category includes certain credit card

loans which may be offered at below-market rates for an introduc-

tory period, such as for balance transfers and special promotional

programs, after which the loans will contractually reprice in accor-

dance with the Company’s normal market-based pricing structure.

For purposes of measuring rate-sensitivity for such loans, only the

effect of the hypothetical 100 basis point change in the underlying

market-based index, such as the prime rate, has been considered

rather than the full change in the rate to which the loan would con-

tractually reprice. For assets which have a fixed rate at fiscal year-

end, but which contractually will, or are assumed to, reset to a

market-based index during the next 12 months, earnings sensitiv-

ity is measured from the expected repricing date. In addition, for all

interest rate sensitive assets, earnings sensitivity is calculated net

of expected loan losses.

Interest rate sensitive liabilities are assumed to be

those for which the stated interest rate is not contractually fixed for

the next 12-month period. Thus, liabilities which have a market-based

index, such as the prime, commercial paper, or LIBOR rates, which

will reset before the end of the 12-month period, or liabilities whose

rates are fixed at fiscal year-end, but which will mature and be

replaced with a market-based indexed rate prior to the end of the

12-month period, are rate-sensitive. For liabilities which have a

fixed rate at fiscal year-end, but which are assumed to reset to a mar-

ket-based index during the next 12 months, earnings sensitivity is

measured from the expected repricing date.

Assuming a hypothetical, immediate 100 basis point

increase in the interest rates affecting all interest rate sensitive

assets and liabilities as of November 30, 1998, pre-tax income of

consumer lending and related activities over the following 12-month

period would be reduced by approximately $65 million. The com-

parable reduction of pre-tax income for the 12-month period following

November 30, 1997 was estimated to be approximately $66 million. 

The hypothetical model assumes that the balances of

interest rate sensitive assets and liabilities at fiscal year-end will

remain constant over the next 12-month period. It does not assume

any growth, strategic change in business focus, change in asset pric-

ing philosophy or change in asset/liability funding mix. Thus, this

model represents a static analysis which cannot adequately portray

how the Company would respond to significant changes in market

conditions. Furthermore, the analysis does not necessarily reflect the

Company’s expectations regarding the movement of interest rates in



* FIFTY-TWO *

MORGAN STANLEY DEAN WITTER * 1998 ANNUAL REPORT

the near term, including the likelihood of an immediate 100 basis

point change in market interest rates nor necessarily the actual effect

on earnings if such rate changes were to occur.

The Company anticipates the repricing of a substan-

tial portion of its existing credit card receivables to a fixed interest

rate during fiscal 1999. The Company does not believe this repric-

ing will have a material impact on its interest rate sensitivity due to

the Company’s matched financing objectives. 

CREDIT RISK

The Company’s exposure to credit risk arises from the possibility that

a customer or counterparty to a transaction might fail to perform

under its contractual commitment, which could result in the Company

incurring losses. With respect to its trading activities, the Company

has credit guidelines which limit the Company’s credit exposure to

any one counterparty. Specific credit risk limits based on the credit

guidelines also are in place for each type of counterparty (by rating

category) as well as for secondary positions in high-yield and emerg-

ing market debt. In addition to monitoring credit limits, the Company

manages the credit exposure relating to the Company’s trading

activities by reviewing counterparty financial soundness periodi-

cally, by entering into master netting agreements and collateral

arrangements with counterparties in appropriate circumstances and

by limiting the duration of exposure. With respect to its consumer

lending activities, potential credit card holders undergo credit

reviews by the Credit Department to establish that they meet stan-

dards of ability and willingness to pay. Credit card applications are

evaluated using scoring models (statistical evaluation models) based

on information obtained from credit bureaus. The Company’s credit

scoring systems include both industry and customized models using

the Company’s criteria and historical data. Each cardmember’s

credit line is reviewed at least annually, and actions resulting from

such review may include lowering a cardmember’s credit line or clos-

ing the account. In addition, the Company reviews the creditwor-

thiness of prospective Discover/NOVUS Network merchants and

conducts annual reviews of merchants, with the greatest scrutiny

given to merchants with substantial sales volume.

OPERATIONAL RISK

Operational risk refers to the risk of loss resulting from improper pro-

cessing of transactions or deficiencies in the Company’s operating sys-

tems or control processes. With respect to its trading activities, the

Company has developed and continues to enhance specific policies

and procedures that are designed to provide, among other things, that

all transactions are accurately recorded and properly reflected in the

Company’s books and records and confirmed on a timely basis; posi-

tion valuations are subject to periodic independent review procedures;

and adequate documentation (e.g., master agreements) is obtained

from counterparties in appropriate circumstances. With respect to its

consumer lending activities, operating systems are designed to pro-

vide for the efficient servicing of consumer loan accounts. The

Company manages operational risk through its system of internal con-

trols which provides checks and balances to ensure that transactions

and other account-related activity (e.g., new account solicitation, trans-

action authorization and processing, billing and collection of delin-

quent accounts) are properly approved, processed, recorded and

reconciled. Disaster recovery plans are in place on a Company-wide

basis for critical systems, and redundancies are built into the systems

as deemed appropriate.

LEGAL RISK

Legal risk includes the risk of non-compliance with applicable legal

and regulatory requirements and the risk that a counterparty’s per-

formance obligations will be unenforceable. The Company is generally

subject to extensive regulation in the different jurisdictions in which

it conducts its business. The Company has established procedures

based on legal and regulatory requirements on a worldwide basis that

are designed to ensure compliance with all applicable statutory

and regulatory requirements. The Company, principally through the

Law, Compliance and Governmental Affairs Department, also has

established procedures that are designed to ensure that senior man-

agement’s policies relating to conduct, ethics and business practices

are followed globally. In connection with its business, the Company

has various procedures addressing issues, such as regulatory capi-

tal requirements, sales and trading practices, new products, use and

safekeeping of customer funds and securities, credit granting, col-

lection activities, money-laundering and recordkeeping. The Company

also has established procedures to mitigate the risk that a counter-

party’s performance obligations will be unenforceable, including

consideration of counterparty legal authority and capacity, ade-

quacy of legal documentation, the permissibility of a transaction

under applicable law and whether applicable bankruptcy or insolvency

laws limit or alter contractual remedies.
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REPORT  OF  INDEPENDENT  AUD ITORS

TO THE BOARD OF DIRECTORS AND SHAREHOLDERS OF

MORGAN STANLEY DEAN WITTER & CO.

We have audited the accompanying consolidated statements of

financial condition of Morgan Stanley Dean Witter & Co. and sub-

sidiaries as of fiscal years ended November 30, 1998 and 1997, and

the related consolidated statements of income, cash flows and

changes in shareholders’ equity for each of the three fiscal years in

the period ended November 30, 1998. These consolidated financial

statements are the responsibility of the Company’s management. Our

responsibility is to express an opinion on these consolidated finan-

cial statements based on our audits. The consolidated financial

statements give retroactive effect to the merger of Morgan Stanley

Group Inc. and Dean Witter, Discover & Co., which has been

accounted for as a pooling of interests as described in Note 1 to the

consolidated financial statements. We did not audit the consolidated

statements of income, cash flows and changes in shareholders’

equity of Morgan Stanley Group Inc. and subsidiaries for the fiscal

year ended November 30, 1996, which statements reflect total

revenues of $13,144 million for the fiscal year then  ended. Those

statements were audited by other auditors whose report has been fur-

nished to us, and our opinion, insofar as it relates to the amounts

included for Morgan Stanley Group Inc. and subsidiaries for such

period, is based solely on the report of such other auditors.

We conducted our audits in accordance with generally

accepted auditing standards. Those standards require that we plan

and perform the audit to obtain reasonable assurance about whether

the financial statements are free of material misstatement. An audit

includes examining, on a test basis, evidence supporting the amounts

and disclosures in the financial statements. An audit also includes

assessing the accounting principles used and significant estimates

made by management, as well as evaluating the overall financial

statement presentation. We believe that our audits and the report of

the other auditors provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of

the other auditors, the accompanying consolidated financial state-

ments present fairly, in all material respects, the consolidated finan-

cial position of Morgan Stanley Dean Witter & Co. and subsidiaries

at fiscal years ended November 30, 1998 and 1997, and the con-

solidated results of their operations and their cash flows for each of

the three fiscal years in the period ended November 30, 1998, in

conformity with generally accepted accounting principles.

As discussed in Note 2 to the consolidated financial

statements, in fiscal 1998, Morgan Stanley Dean Witter & Co. changed

its method of accounting for certain offering costs of closed-end funds.

New York, New York

January 22, 1999
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